
BUSINESS ENVIRONMENT

VENKATESHWARA
OPEN UNIVERSITY

www.vou.ac.in

VENKATESHWARA
OPEN UNIVERSITY

www.vou.ac.in

BUSINESS ENVIRONMENT

BCOM
[BCOM-104]

BUSINESS ENVIRONM
ENT

15 MM



BUSINESS ENVIRONMENT

BCOM

[BCOM-104]



Authors
Biswanath Ghosh: Units (1, 2.3, 2.4-2.5, 3.2-3.4, 4.2-4.3, 5.6) © Biswanath Ghosh, 2019
Lalitha Sagi: Units (2.3.1, 4.7, 5.4-5.5) © Lalitha Sagi, 2019
Rajagopal: Units (4.6, 5.2) © Reserved, 2019
Vikas Publishing House: Units (2.0-2.1, 2.6-2.10, 3.0-3.1, 3.5-3.10, 4.0-4.1, 4.4-4.5, 4.8-4.12, 5.0-5.1, 5.3, 5.7-5.11) © Reserved, 2019

All rights reserved. No part of this publication which is material protected by this copyright notice
may be reproduced or transmitted or utilized or stored in any form or by any means now known or
hereinafter invented, electronic, digital or mechanical, including photocopying, scanning, recording
or by any information storage or retrieval system, without prior  written permission from the Publisher.

Information contained in this book has been published by VIKAS® Publishing House Pvt. Ltd. and has
been obtained by its Authors from sources believed to be reliable and are correct to the best of their
knowledge. However, the Publisher and its Authors shall in no event be liable for any errors, omissions
or damages arising out of use of this information and specifically disclaim any implied warranties or
merchantability or fitness for any particular use.

Vikas® is the registered trademark of Vikas® Publishing House Pvt. Ltd.

VIKAS® PUBLISHING HOUSE PVT LTD
E-28, Sector-8, Noida - 201301 (UP)
Phone: 0120-4078900  Fax: 0120-4078999
Regd. Office: A-27, 2nd Floor, Mohan Co-operative Industrial Estate, New Delhi  1100 44
Website: www.vikaspublishing.com  Email: helpline@vikaspublishing.com

BOARD OF STUDIES

Prof Lalit Kumar Sagar
Vice Chancellor

Dr. S. Raman Iyer
Director
Directorate of Distance Education

SUBJECT EXPERT

Dr. Babar Ali Khan
Dr. Mahendra Kumar
Ravi Mihu

Professor in Commerce
Associate Professor
Assistant Professor

CO-ORDINATOR

Mr. Tauha Khan
Registrar



Block I

Indian Business Environment

Concept, components, Indian Business Environment and importance, Five year plan,
Strategies and resource allocations. 3-75

Block II

Economic Trends

Economic Trends (overview): Income, Saving and investment, Industry,
Trade and balance of payments, EXIM policy. 79-123

Block III

Concept of Growth

Problems of Growth, Unemployment, Poverty, Regional imbalances, SocialUnjustices,
Gender bias, Inflation, Parallel economy, Industrial sickness. 127-184

Block IV

Role of Government

Monetary and Fiscal policy, Industrial licensing, Privatization, Devaluation;
Regulation of foreign investments, Collaboration in light of recent changes. 187-264

Block V

International Environment

International trade in Environment (overview), Trends in World Trade and the problems of Developing
countries, International economic groupings, and institutions-GATT, WTO, UNCTAD,
World Bank, IMF, GSP, Counter trade. 267-324

SYLLABI-BOOK MAPPING TABLE
Business Environment

Syllabi Mapping in Book





CONTENTS

INTRODUCTION

BLOCK I 1-2

UNIT 1 INDIAN BUSINESS ENVIRONMENT 3-75

1.0 Objectives
1.1 Introduction
1.2 Concept and Determinants of Indian Business Environment

1.2.1 Components of Environment

1.3 Indian Business Environment and Importance
1.3.1 Capitalism
1.3.2 Socialism
1.3.3 Mixed Economy
1.3.4 Basic Nature of the Indian Economic System
1.3.5 The Public Sector in India
1.3.6 Evolution of the Public Sector
1.3.7 Rationale for the Public Sector
1.3.8 Performance of Public Enterprises
1.3.9 The Private Sector

1.3.10 The Joint Sector
1.3.11 The Cooperative Sector

1.4 Strategies and Resource Allocation
1.4.1 Objectives and Strategies of Planning in India
1.4.2 Instruments of Planning
1.4.3 Five-Year Plans of India
1.4.4 Evaluation: Achievements and Failures of the Planning Exercise
1.4.5 Trends in Industrial Production
1.4.6 Problems of Industrial Development

1.5 Let Us Sum Up
1.6 Key Words
1.7 Terminal Questions
1.8 Suggested Readings
1.9 Model Answers to ‘Check Your Progress’

BLOCK II 77-78
UNIT 2 ECONOMIC TRENDS 79-123

2.0 Objectives
2.1 Introduction
2.2 Economic Trends in India: An Overview

2.2.1 Trends in National Income
2.2.2 Trends in Domestic Saving and Investment

2.3 Balance of Payments
2.3.1 Pattern in India

2.4 Economic Pattern and Various Policies of India
2.4.1 Political Stability and Business and Economic Environment
2.4.2 Emergence of Globalization
2.4.3 Globalization of the Indian Economy
2.4.4 Direct Investment



2.4.5 Role of Multinational Corporations

2.5 EXIM Policy
2.6 Let Us Sum Up
2.7 Key Words
2.8 Terminal Questions
2.9 Suggested Readings

2.10 Model Answers to ‘Check Your Progress’

BLOCK III 125-126

UNIT 3 CONCEPT OF GROWTH 127-184

3.0 Objectives
3.1 Introduction
3.2 Industrial Growth in India
3.3 Balanced Regional Developments in India

3.3.1 Government’s Planning: Regional Imbalances in India
3.3.2 Regional Policy in Independent India
3.3.3 Concept of a Region and its Economic Backwardness
3.3.4 Latest Developments in Micro, Small and Medium Enterprises (MSME) Sector

3.4 Industrial Sickness
3.4.1 Impact on Economy

3.5 Other Problems of Growth
3.5.1 Unemployment
3.5.2 Poverty
3.5.3 Social Injustices
3.5.4 Inflation and its Effects
3.5.5 Parallel Economy
3.5.6 Gender Bias

3.6 Let Us Sum Up
3.7 Key Words
3.8 Terminal Questions
3.9 Suggested Readings

3.10 Model Answers to ‘Check Your Progress’

BLOCK IV 185-186

UNIT 4 ROLE OF GOVERNMENT 187-264

4.0 Objectives
4.1 Introduction
4.2 Role of Government in Business

4.2.1 Public Sector
4.2.2 Private Sector
4.2.3 Joint Sector
4.2.4 Cooperative Sector
4.2.5 Privatization: Role of the Government
4.2.6 Entrepreneurial Role of the Government
4.2.7 Catalytic Role of the Government
4.2.8 Supportive and Competitive Roles of the Government
4.2.9 Regulatory Role of the Government

4.3 Fiscal Policies
4.3.1 Monetary Policies



4.4 Industrial Licensing Policy
4.5 Devaluation
4.6 Regulation of Foreign Investment

4.6.1 Political Intervention
4.6.2 Political and Residual Risks in International Business

4.7 Collaboration in Light of Recent Changes
4.7.1 Mergers and Acquisitions
4.7.2 Indian Investment Abroad—Overseas Direct Investment

by Indian Companies
4.7.3 Favourable Policy Changes
4.7.4 Leading Joint Ventures
4.7.5 Recent Developments

4.8 Let Us Sum Up
4.9 Key Words

4.10 Terminal Questions
4.11 Suggested Readings
4.12 Model Answers to ‘Check Your Progress’

BLOCK V 265-266

UNIT 5 INTERNATIONAL ENVIRONMENT 267-324

5.0 Objectives
5.1 Introduction
5.2 International Trade Environment

5.2.1 The Human Cultural Environment
5.2.2 Influence on Trade and Investment Patterns
5.2.3 Focus on International Investments
5.2.4 Country Risk

5.3 Trends in World Trade and Problems of Developing Countries
5.3.1 Policy Coherence and Development Strategy to Integrate with the World Economy
5.3.2 Openness, Integration and National Policy

5.4 International Economic Groupings and Institutions
5.4.1 Role of  International Monetary Fund (IMF) and the

World Bank
5.4.2 World Bank: Mechanisms to Influence Trade
5.4.3 International Monetary Fund
5.4.4 UNCTAD and GSP
5.4.5 GATT
5.4.6 WTO

5.5 Regulatory Institutions Facilitating International Trade:
An Evaluation

5.6 Countertrade
5.6.1 Types of Countertrade
5.6.2 Role of Countertrade in the World Market
5.6.3 Desirability of Countertrade

5.7 Let Us Sum Up
5.8 Key Words
5.9 Terminal Questions

5.10 Suggested Readings
5.11 Model Answers to ‘Check Your Progress’





INTRODUCTION

An organization’s business environment usually refers to the forces that
impact its business. Such forces could be political, legal, technological,
economic, financial, trade, legal, regulatory, tax, demographic, social, cultural,
economic and physical in nature. These forces together make up the external
environment of a business.

The external environment can be broadly divided into the micro
environment and the macro environment. The former would consist of
forces—organization’s clients, general public, customers, marketing agents
or suppliers—that directly impact the operations of the business. The latter
usually concerns the demographic, economic, cultural, natural, technological
and political environments.

This book, Business Environment, highlights the basic nature of the
economic system, the pattern of industrial growth, economic trends and role
of government in business activities.

The book is divided into five blocks. Each block comprises one unit
which focuses on various aspects of business environment. Unit 1 discusses
concept of a business environment, Indian business environment and Five
Year Plan. Unit 2 highlights various economic trends in India. Trends in
national income, saving and investment, and balance of payments (BOP) are
dealt with in detail.

Unit 3 discusses the concept of growth and various problems of
growth such as unemployment, poverty, social injustices, gender bias, inflation,
parallel economy and industrial sickness. Unit 4 describes various roles of
government in business. The last block discusses at length international
environment. It talks about trends in world trade and international economic
groupings such as the IMF, World Bank, GATT, WTO, UNCTAD and
GSP.

Each unit begins with an Introduction to the topic, followed by an
outline of the Unit Objectives. The detailed content is then presented in a
simple and structured manner interspersed with ‘Check Your Progress’
questions to test the student’s learning. A Summary along with a list of
Key Terms and a set of Questions and Exercises is provided at the end
of each unit for recapitulation.





BLOCK-I
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Unit-1
INDIAN BUSINESS ENVIRONMENT

Structure

1.0 Objectives
1.1 Introduction
1.2 Concept and Determinants of Indian Business Environment

1.2.1 Components of Environment

1.3 Indian Business Environment and Importance
1.3.1 Capitalism
1.3.2 Socialism
1.3.3 Mixed Economy
1.3.4 Basic Nature of the Indian Economic System
1.3.5 The Public Sector in India
1.3.6 Evolution of the Public Sector
1.3.7 Rationale for the Public Sector
1.3.8 Performance of Public Enterprises
1.3.9 The Private Sector

1.3.10 The Joint Sector
1.3.11 The Cooperative Sector

1.4 Strategies and Resource Allocation
1.4.1 Objectives and Strategies of Planning in India
1.4.2 Instruments of Planning
1.4.3 Five-Year Plans of India
1.4.4 Evaluation: Achievements and Failures of the Planning

Exercise
1.4.5 Trends in Industrial Production
1.4.6 Problems of Industrial Development

1.5 Let Us Sum Up
1.6 Key Words
1.7 Terminal Questions
1.8 Suggested Readings
1.9 Model Answers to ‘Check Your Progress’

1.0 Objectives

After going through this unit, you will be able to:

 Explain the concept, components and determinants of a business
environment

 Describe the Indian business environment
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 Discuss the relation, size and growth of the public and private corporate
sector

 Analyse the process and significance of economic planning in India

1.1 Introduction

Environment plays an important role in business. Any form of business is highly
influenced by the environment in which it is performing. Environment refers to
the sum total of all factors, economic, social, political as well as cultural, which
are external and beyond the control of the business organizations. This unit
focuses on the Indian business environment and its influence on the working of
a business enterprise. The factors and their impact on a business environment
are explained in this unit.

The first section of the unit acquaints the students with the concept,
components and the determinants of the Indian business environment. At the
end, the unit discusses the strategies of planning in the economic sphere.

1.2 Concept and Determinants of Indian Business
Environment

Suppose you aspire to become a successful manager. Several factors will
determine your success and these will make up your work environment.
Managers do not work in isolation, but in a business environment. Decision
making should not ignore the limitations of the environment. As a manager,
you are under obligation to constantly appraise your business environment.

The environment refers to the sum of all factors—economic, political,
social and cultural—that are beyond the purview of business entities and
their management and external to their span of control. The business
environment is part of the macro-context while the business firm comprises
the micro-unit. In other words, the environmental factors are a situation
within which the firm functions. The environmental factors are numerous and
complex. Some of these factors are static while others are dynamic. The
environmental factors usually differ from country to the other. For instance,
the business environment present in India may not be the same as in the
United States or the United Kingdom, and contrariwise.

Environment may be local, national and international. Again, it may be
market environment and non-market environment. Market environment refers
to when the business environment is affected by market forces of supply,
demand or competition. Non-market environment refers to when the business
environment is affected by government legislations, social traditions and
practices, and religious taboos. Also, the business environment is influenced
by economic and non-economic factors. The economic environment is shaped
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by the monetary policies, tax policies, economic policies, industrial policies,
etc., of the country concerned. The non-economic environment is shaped
by political, social, cultural and historical factors. It is necessary to examine
the business environment because it enables the manager to know which
factors are helping or hindering the success of his business. If he can identify
the factors that hinder his success in business, he can adopt an alternative
course of action.

There are two techniques of scanning the business environment.

The first technique involves, identifying the particular environment and
then finding out what are the elements of such an environment and analysing
them. Since the environmental factors are macro variables, they are beyond
the control of a particular firm. This technique of scanning entails changing
the economic activity, i.e., adjusting the means to the ends or the ends to
the means.

The second technique involves changing the decision-making process
of the firm. The output is the business firm’s decision variable when input
is the constraining factor and similarly, the input is the business firm’s decision
variable when output is the constraining factor.

1.2.1 Components of Environment

A business cannot function within a vacuum; like any other organic entity,
it is in constant touch with—and is duly impacted by—its environment. Its
immediate environment is said to be composed of micro-components such
as its suppliers, customers, competitors, the workforce, the working climate
and regulatory agencies. Extending beyond this troposphere (to use a term
more allied to geography) lies a more diffused but no less influential outer
zone acting on the organization—an incredibly complex medley of influences
which may be described as the macro environment. This peripheral layer
comprises macro components such as the economic environment, the natural
environment, the political environment, the demographic environment, the
international environment, and so on. Therefore, you shall study the effect
of both the micro as well as the macro environments on business organizations.

There does not seem to be any comprehensive and all encompassing
definition of the environment surrounding a business organization. According
to Gerald Bell, ‘An organization’s external environment consists of those
things outside an organization such as customers, competitors, government
units, suppliers, financial firms and labour pools that are relevant to an
organization’s operations.’ Paire and Anderson claim that business
environment is ‘the sum of those inputs to an organization which are under
the control of other organizations or interest groups or are influenced by the
interaction of several groups, such as the economy’.
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William F. Glueck and Lawrence R. Jauch imply there are two distinct
components of the environment, micro and macro, when they say ‘the
environment includes factors outside the firm which can lead to opportunities
for, or threats to, the firm. Although there are many factors, the most
important are socio-economic, technological, suppliers, competitors and
government.’ Richman and Copen maintain that environmental factors largely,
if not totally, impact the firm, the boundaries of which extend well beyond
its formal limits. Given this cross-section of opinions culled from management
tracts, you shall be on safe ground if – for purposes of academic study you
treat the micro and macro components as separate sets of factors influencing
the overall business environment of a country.

A. Micro environment

The micro environment comprises those forces in the immediate vicinity of
an organization that influence its functioning. It is this proximity that makes
them so potent in their impact. While all firms have a micro environment, the
components, thereof, affect different firms in different ways, depending on
their peculiar set of circumstances. For example, while a firm manufacturing
cigarettes will be directly affected by shrinking supplies of tobacco, labour
unrest or ageing plant and machinery, a flour miller will be hard hit by its
customers gradually drifting towards packaged flour brands like ITC’s
‘Aashirwad’. Philip Kotler sums it up neatly when he says, ‘The micro
environment consists of the actors in the company’s immediate environment
that affect the performance of the company. These include the suppliers, the
marketing intermediaries, the competitors, the customers and the public.’
Let us proceed to examine these one by one.

1. Suppliers: A company’s suppliers are its umbilical cord because they
provide it with the raw materials, components and other provisions
that enable it to function. An army with its supply chain cut off will
be defeated. Since suppliers are so important, companies rarely depend
on only one supplier, for if, that supplier is paralysed or shuts down
its operations for some reason,  the company will be left stranded. In
a situation where supplies are uncertain or sporadic, companies are
forced to maintain huge inventories of stocks and components such
as dealers of a car maker like Daewoo, which went out of business
due to an overstretched financial position and serious irregularities.
Sometimes, a concerted move by suppliers to organize themselves in
order to wrest more concessions from the company can also be a
cause of concern. Hence, it is necessary for firms to keep track of
suppliers’ attitudes, financial health, changes in their immediate
environment, and so on.

2. Customers: Customers are the single most important reason why a
company is in business, apart from its own profitability. A firm could
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have customers spread across a variety of segments such as
governmental sector, foreign buyers, industrial users, wholesalers,
retailers, domestic buyers, and so on. Each segment will need a
separate approach, in order to tap business and for data needed for
improving products and services. Each segment will need to be
constantly probed and analysed so as to find out what products or
services these customers prefer, or want, so that efforts can be made
to meet these demands before the competition does.

This is an area that presents constant challenges as the demands
of customers are constantly changing; and getting increasingly more
complex, with loyalties prone to a competitor who offers what they
want. Retaining existing customers is even more important than winning
new customers, because it is five times as much more costly to get
a new customer than to retain an existing one. As products get
increasingly commoditized, i.e., similar in terms of features, appearance
and price, it is the intangibles like after-sale service and the overall
buying experience that help retain/pull in more and more customers
across segments. It means greater market share, the customer’s choice
and wallet space—vital ingredients of the company’s profitability.

3. Labour: A healthy industrial relations climate creates an environment
where the workforce and the management are on amicable terms
with each other. This allows a company to function smoothly. In large
organizations, where the labour force may number in thousands, it is
usually organized into unions that periodically negotiate with the
management to increase wages, facilities and retirement benefits. A
militant trade union can lead to crippling strikes and lockouts that can
severely affect a firm’s prospects. Hence, labour is a force to reckon
with in large companies. Since these labour unions often have substantial
political backing, it is crucial to find various avenues to placate them
or lobby for support against their anti-organizational activities. All of
which only goes to illustrate how the various factors in the micro
environment can be interlinked.

4. Business partners: An organization’s business allies can be valuable
sources of support, whether by coming out in support of their policies,
helping out in times of financial stringency or in any type of crisis.
They could be tapped for new business avenues, sources of supplies
or even for introductions to import markets.

5. Competitors: Directly as well as indirectly, competitors play a crucial
role in any organization’s performance and progress. The various
ways in which this could happen are:

(i) Share of wallet: With the vast majority of Indian buyers having
limited disposable incomes, it has become important for
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businesses to actively pursue customers and influence them to
buy their products. For example, a typical middle-class family
may nurse the dream of owning a 310-litre refrigerator and an
automatic washing machine, but can actually afford to buy only
one of them. In such a situation, the company that has the most
persuasive advertising and the best financing tie-ups will attract
customers.

(ii) Generic competition: A variety of alternatives within the same
market is known as generic competition. For instance, an investor
looking for a suitable investment opportunity will have a number
of alternatives to choose from—bank deposit, mutual funds,
insurance policy, share market, etc.

(iii) Product variants: This is where a potential buyer is confronted
by a range of alternative models to choose from. To illustrate,
a buyer for Hyundai’s Accent model has to select from the Viva
hatchback, the CRDi diesel version or the ‘straight’ version,
with or without automatic transmission.

(iv) Brand competitors: A person willing to spend about ` 2,000
on a pair of denim jeans has a choice between several branded
products including Levi’s, ‘Flying Machine’, ‘Ruf ’ n Tuf’,
‘Woodlands’, ‘Wrangler’, ‘Pepe’ and ‘Numero Uno’.

6. Regulatory agencies: These would include a variety of government
or independent agencies such as the Bureau of Indian Standards, the
ISO (International Standards Organization), the Customs and Excise
department, the Income Tax department, Civil Aviation Authority,
TRAI (Telecom Regulatory Authority of India), so important for all
the players in the hectic telecom sector), DRDO (Defence Research
and Development Organization), not to forget consumer courts, which
of late have become very protective of consumer rights, taking punitive
action against erring companies on the slightest pretext.

In order to thrive, gain market share and expand their customer
base, companies need to adhere to a variety of statutory and regulatory
provisions as laid down from time to time.

Check Your Progress - 1

1. What is market environment?

2. What are the forces that influence the economic environment?

3. What does the micro environment consist of?

4. List two techniques for scanning the business environment.
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B. Macro environment

Extending far beyond the boundaries of the firm’s internal and immediate
exterior environments, the larger macro environment includes a host of
forces and influences that have a powerful impact on policies and strategies
needed to contend with. Many of these are beyond the power of the firm
to control, all it can do is capitalize on opportunities while steering clear of
obstacles and potential minefields, all the while staying on the right side of
ethicality, public opinion and statutory provisions. Moreover, with the
emergence of regional alliances and the unmistakable signs of the emergence
of a nascent global economy, no firm can afford to ignore the critical factors
in the macro environment.

If one were to define the macro environment, Hill and Jones’ version
is worth recalling: ‘The macro environment consists of the broader economic,
social, demographic, political, legal and technological setting within which
the industry and the company are placed.’ The important influences in the
macro environment are discussed as follows.

1. Economic environment: It is the economic framework within
which a firm’s functions play a crucial role in its efforts to thrive
and grow and beat its competitors. Since business is
fundamentally an economic activity, the economic environment,
both within the country as well as beyond its national frontiers
will have a definite influence on its fortunes. It is inconceivable
that there could be any institutions, bodies or persons who are
insulated from the effects of the economic environs. Business
has to deal with a vast number of governmental bodies, rules,
regulations, and guidelines relating to its statutory responsibilities,
the capital market, sources of finance, including stock market
options, venture capital, offshore funds, disinvestment options,
bank funding and so on.

All these factors require careful analysis before decision or action,
since once a particular business policy is adopted, it is practically
irreversible. Economic forecasts and reports of the state of the
national and global economy help a firm in taking business
decisions. By and large, it is only those firms that can judge the
trends in the economy that survive and prosper over long periods.
In India, we have seen the meteoric rise of companies like
Reliance Industries, Bharti Enterprises, Satyam and Infosys—
new age companies that eclipsed many older, bricks-and-mortar
business groups like those of the Modis, Jaipurias, Shrirams and
Mafatlals, whose fortunes were on the wane. Only the Tata and
Birla groups retained their respectability, if not their exclusivity.
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Since a firm’s long-term survival depends upon correctly reading
the economic trends, it would be useful to examine in detail the
various components of the economic scenario. These are as
follows:

(i) Economic system: A country’s economic model, i.e.,
socialist, capitalist, and mixed economy has a vital bearing
on a firm’s capacity to exploit its opportunities. India
followed a socialistic pattern of economy for several
decades, but it did not bring rapid development. Even the
experiment with a mixed economy has not fared too well.
As a result, from 1991, the country has seen the
government making a strategic retreat from many an
economic activity, to focus on its role in governance and
regulation. With the noticeable cutback in bureaucratic
control following liberalization, the private sector has taken
remarkable initiative in moving the economy forward, with
encouragement from several reserved sectors like civil
aviation and petrol and gas prospecting / processing being
thrown open to all. The growth of a resurgent middle class
with ample disposable incomes, and the emergence of a
new wealthy class (there are 50,000 crorepatis in India)
seems to indicate that the economy is well set to vindicate
the Goldman-Sachs Report that India will be an economic
super-power by 2050.

(ii) Economic policies: The government plays a regulatory
and supervisory role in the economic system, by means of:

(a) Annual budgets

(b) Economic planning, e.g., Five-Year Plans

(c) Industrial laws and statutory regulations

(d) Industrial policy, including licensing

(e) Export—import restrictions
(f) Laws to regulate commercial and business activity,

including (FDI)

(g) Wage and price controls

(h) Trade, commerce and transport policy

(i) National income and BOP/external debt monitoring

(j) Agricultural produce procurement (foodgrains and
sugarcane) policies, subsidies and rural economic
upliftment programmes

(k) Public distribution system
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(l) Controls over various products as regards their
availability and consumption, e.g., addictive substances,
including tobacco

(m) A plethora of legislation, including the Factories Act,
1948; the Industrial Disputes Act, 1947; the
Companies Act, 1956; and the Foreign Excgange and
Regulation Act, 1947 (as modified by the FEMA)

(iii) Economic growth: The economic performance and
growth of domestic industry and business is heavily
dependent on the growth of the economy as a whole,
since greater all-round prosperity engenders increased levels
of expenditure spending as well as investment, which
expands circulation of money in the economy and
encourages exports. In contrast, depressed economic
conditions would lead to less production, erosion of savings
and inflationary conditions—a condition known as
‘stagflation’.

(iv) Interest rates: The Reserve Bank of India, the apex bank
that monitors and controls the economy, uses interest rates
as one of its prime means of controlling money supply,
promoting savings as well as investment, and curbing
inflation. How well it does its job is reflected by the fact
that India has one of the lowest rates of inflation in the
world, at around 4 per cent. At the other extreme is
Namibia, where there is 1000 per cent inflationary growth
every month. The difference between bank borrowing
(deposits) rates and lending rates is called the interest
‘spread’. Banks are now allowed to fix this ‘spread’ within
upper and lower limits as set by RBI from time to time.
This encourages open competition between banks, leading
to greater efficiency and better customer service. Interest
rates on the lower side reflect a more dynamic and healthy
economy; e.g., interest rates in India are still very high as
compared to the US and other developed countries.

(v) Currency exchange rates: National currencies are valued
against each other at certain rates of exchange. For
example, one US dollar sells for about ` 61 (selling rate)
according to the Indian currency. The costlier the dollar is
against the rupee, the more exports gain in rupee terms.
Rupee devaluation, therefore, is beneficial for exporters,
but not for importers. This is a property of the exchange
mechanism that the Indian economy has taken advantage
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of in the past—when foreign exchange reserves of the
country were abysmally low and exports needed to be
boosted, while imports had to be strictly curbed. With
forex reserves now at $ 160 billion, the scenario has
changed. The Indian rupee is weighted against other hard
currencies by exchange rates decided by RBI on the basis
of a ‘basket’ of currencies. Banks can now fix their own
exchange (buying and selling) rates, subject to RBI
guidelines.

2. Political environment and the role of government: The
economic and political systems of a country are mutually
dependent, one reflecting the ideologies of the other. India is a
sovereign democratic state operating through a two-party
parliamentary system of government modelled on the British
pattern, majority rule being the basic tenet thereof. There is a
ruling party or a coalition of parties and there is the ‘opposition’
(represented in Parliament by opposition members who are there
by virtue of being elected from their respective constituencies).

The three pillars of the government are:

(i) Legislature

(ii) Executive

(iii) Judiciary

The legislature enacts legislation, i.e., makes laws by means of
statutes or Acts, after issues are debated and passed by majority
vote in the parliament and the Bill (as an inchoate Act is called)
receives the presidential assent. The executive branch of the
government, i.e., the bureaucracy, is entrusted with the task of
implementing these statutes (including ordinances or regulations
flowing therefrom), while the judiciary adjudicates on issues
arising from non-compliance with these laws.

This being the basic structure of our political, judicial and
administrative set-up, within which all human activities in the
state must operate, it follows that business and industry are
legally and morally bound to conform to it. How well they do
so to a large measure determines their (and the country’s) long-
term growth and prosperity. Non-compliance entails punitive
measures that are meant to discourage deviations from the
standards laid down. As the world shrinks and society becomes
increasingly complex in organization and administration, and as
problems multiply across a vast spectrum of human activity,
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business and industry will need to be more proactive and
innovative in managing the fallout.

The political and legal environment exerts its influence on business
through:

(i) Legal obligations for business that determine its decisions
and actions

(ii) Political and ideological postures that underlie defence and
strategic positions have a bearing on business moves, vis-
à-vis trade pacts, inimical terms with certain countries that
restrict the scope for trade and economic relations, negative
features of international trade that impinge on business
initiatives, and regional alliances that foster mutual
cooperation and development.

(iii) Internal strife by aggrieved sections of society that hamper
economic activity and development in certain parts of the
country; controversial and destabilizing issues can divide
society on the lines of caste, sex or religion. They can
disrupt normal life, bring economic activity to a virtual halt
and cause civil unrest and loss of national property.

(iv) Political philosophies that stabilize or disrupt economic
progress, disbalance the stock markets, encourage nepotism
and graft, tolerate bureaucratic inefficiency, foster a nexus
between politicians and bureaucrats, and seriously erode
the moral fabric of the nation.

(v) Reactions of the three pillars of democracy as regards the
crying need to address burning (and long pending) issues
crippling progress across various fronts, including social
justice, public health, poverty eradication, employment
generation and rise in the standard of living of the people
of the republic.

(vi) Foreign policy initiatives that strengthen the nation, hold
out hope for betterment of the common man’s lot, instil a
sense of national pride in citizens, and project a positive
image of the country and its leadership to other nations of
the world.

It goes without saying that policies and decisions of the
government should encourage business by creating conditions
that act as a tonic for the tired economic system, instead of
enacting illogical laws and imposing conditions that act as barriers
to progress.
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3. Socio-cultural environment: A society’s heritage is its cultural
values and belief systems, which play a vital role in all decisions
concerning the way social life is organized, and which subtly
impose norms that encourage acceptable individual and group
behaviour. This includes conventions about dress, food habits,
notions of personal and public hygiene, formal and informal
relationships, family traditions and local customs, marriage and
procreation, respect (or otherwise to elders), and general attitudes
and approach to life. In this respect, India is several countries
within a country, for such norms can vary dramatically across
regions, making for heterogeneity within an outwardly
homogeneous whole. This is a major reason in favour of
encouraging mutual interaction and acceptance/ tolerance for
others’ point of view.
As regards the impact of this apparently turbulent situation on
business and industry, it may be said (albeit with a little
trepidation) that the improvement in primary education and rising
literacy levels have created a better overall climate for investment
(both domestic as well as foreign). With the proliferation of
media such as TV, national (and even international) homogeneity
is only a matter of time. This is good news for national unity and
mutually harmonious relations between what used to be
discordant and widely different communities.

The socio-cultural environment encompasses the economic,
political, legal and technological factors. That is, the socio-cultural
customs and beliefs of the people shape the economy, the
political-legal system and technology. For instance, social
pressure against environmental pollution has led to legislation
and government regulation which in turn stimulated new
technology to reduce pollution.

The buying behaviour of consumers, their preferences, attitudes,
beliefs, lifestyles and social values change over a period of time.
These social and cultural changes affect the business strategies
of an organization.

Culture broadly determines the types of goods and services a
business should produce. The type of food people eat, the
clothes they wear and the building materials they use to construct
houses vary from culture to culture. Therefore, firms should
understand cultural preferences and provide products and
services accordingly. The values and beliefs associated with
colour also vary from culture to culture. Green is a favourite
colour in Arab countries, whereas in Malaysia it is associated
with illness. Red is a favourite colour in communist countries,
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whereas in many African countries, it is an unpopular colour.
Therefore, while designing a product, the business must take
into account the values and beliefs associated with colours.

Social changes also influence the business policies of an
organization. Let us consider some examples to make this clear.

At one time, it was though that the normal thing for a family unit
was to have two to three children. Now people prefer to have
a small family with one child, male or female. This change has
a big impact on baby food, toys and other such items.

At one time, retired people, widows and widowers lived with
their relatives. Now the trend is to live alone. This has a big
impact on builders. At one time, most married women stayed at
home. Now, most of them work. This has caused problems for
firms who had door-to-door sales.

Newer attitudes on the part of the workers and employees
about how many hours they wish to work, the quality of life they
expect at work and the kind of supervisory style they expect
can affect the strategy formulation of a business.

The emergence of a strong consumer movement is having its
own impact on business strategy. The growth of strong
consumerism in India has led to the passing of the Consumer
Protection Act, 1986. Consequently, strategists have been forced
to make many adjustments in response to this socio-cultural
force.

4. The natural environment: Just as important as our cultural
heritage, though we often fail to recognize it, is our natural
heritage. This includes the land, its forests (what’s left of them),
its interlinked ecosystems, and its myriad varieties of flora and
fauna. We learn vicariously from the laments of western
conservationists that development comes at an avoidable price,
if only one is alive to the perils of unrestrained industrial growth.
Climatic changes across the planet are a warning enough that
hard days lie ahead for humanity if we do not cooperate with
nature instead of conspiring against her. Needless to say, depletion
in the earth’s natural resources and atmosphere that support life
will have disastrous effects on all. Business and industry have a
major role to play by seeing to it that their actions reduce
environmental impacts to the barest minimum.

The major factors involved in environmentally-friendly business
operations can be grouped as follows:

(i) Natural resources and special features of the environment
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(ii) Climatic conditions and weather patterns

(iii) Topographic variations

(iv) Locational factors

(v) Infrastructural factors, such as roads, ports, etc.

In the final analysis, business is completely dependent on the
environment.

No business can survive in climatically inhospitable conditions,
even if it were to be established there. Some of the relevant
observations are summarized as follows:

(i) Business and industry are dependent on a vast variety of
natural inputs.

(ii) Oil, forest-based produce and mineral wealth come from
natural sources.

(iii) Agricultural activity, which gives us food, comes from the
natural environment. No amount of technological inputs
can help if the environment is (rendered) incapable of
supporting food production.

(iv) Domestic and international trade is dependent on
geographical factors.

(v) Business and industry flourish due to certain advantages
enjoyed from the natural environment.

With growing awareness of the importance of preserving and
protecting the natural environment and ecologies of the region,
the country’s leadership has of late shown a certain amount of
interest in this direction. While much remains to be done, business
and industry should see it in their own (as well the national)
interest to come forward and voluntarily play an active role in
environmental preservation.

Check Your Progress - 2

1. What are the different determinants of macro environment?

2. List the factors involved in environmentally-friendly business
operations.

1.3 Indian Business Environment and Importance

Before you go on to discuss Indian business environment, you should first
know what the characteristics of various economic systems are.
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1.3.1 Capitalism

A capitalist economy is an economy where the laws of demand and supply
operate freely. The capitalist system is one which is characterized by private
ownership of the means of production, individual decision-making and the
use of market-mechanism to carry out the decisions of individual participants
and facilitate the flow of goods and services in markets. The capitalist
system has the following features:

1. Market mechanisms are the key factors that regulate the capitalist
economy.

2. There is consumers’ sovereignity.
3. There is competition.

4. The factors of production—land, labour and capital—are privately
owned and production occurs on private initiative.

5. There is free enterprise that is private firms are allowed to obtain
resources to organize production and to sell the their products in any
way they choose.

6. There is freedom of choice of occupation.

7. There is freedom to save and invest.

8. The government has no role in economic activities.

1.3.2 Socialism

A number of market systems operate under the socialist spectrum. While there
are the communist countries characterized by state capitalism, there also exist
democratic nations working primarily on socialist principles with dominant
private players. By socialism it is meant that the means of production are
either owned by or controlled by the state. Here the state controls and regulated
functions such as allocation of resources, investment pattern, consumption
and income distribution.

The salient features of a socialist system are as follows:

1. The major means of production are either owned by the government
or their use is controlled by the government.

2. Socialistic economies generally have a central authority like the central
planning agency to formulate the national plan for development and
to direct resource mobilization, allocation and investment to achieve
the plan targets.

3. In communist countries, there is no consumer sovereignty because the
state decides what should be made available to consumers.

4. The freedom of occupation is absent or restricted.
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5. The wages and prices in a communist economy are fixed by the
government and not by market forces.

6. There is an equitable distribution of income.

1.3.3 Mixed Economy

A mixed economy is the outcome of compromise between two diametrically
opposite schools of thought — one that champions the cause of laissez-faire
capitalism and the other that espouses the cause of socialization of all means
of production.

Considering the limitations of both maximum role of government under
socialism and minimum role of government under capitalism, the world
politico-economic order has moved towards mixed economy with optimum
role of government. The feature of a mixed economy is that the public,
private and joint sectors all are involved in the decision-making process that
influences the functioning of an economy.

There are four important economic roles played by the government
in a mixed economy.

1. The regulatory role: A large part of the economy is regulated
by the government. The government may determine the
conditions under which persons or associations may enter certain
lines of business as in the granting of a charter, a franchise or
a licence or permitting them to use public resources. The
government may regulate the conduct of economic ventures of
any kind. Public control may extend to the results of business
operations as in the limitations of public utiltiy profits, ceilings on
dividends and the imposition of excess profits tax. The government
controls the relationships between various segments of the
economy, the purpose being to settle conflicts of interests and
to prevent undue concentration of economic powers in a few
hands.

2. The promotional role: The state will have to assume direct
responsibility to build and strengthen the necessary development
infrastructures such as power, transport, finance, marketing,
institutions for training and other promotional activities. The
promotional role of the state also encompasses the provision of
various fiscal, monetary and other incentives for the development
of certain priority sectors.

3. The entrepreneurial role: The growing importance of the
entrepreneurial role of the state is evident from the rapid expansion
of the public sector in most countries. Governments are called
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on to act as bankers or owners of infant industries and generally
to expand their central concern for the economy. Governments
may be required to manage non-profitable business concerns.

4. The planning role: The modern state is the custodian of the
welfare of society. The welfare government has the responsibility
for fulfilling the aspirations of the people by bringing about all-
round prosperity.

1.3.4  Basic Nature of the Indian Economic System

The economy of India is said to be the twelfth largest in the world on the
basis of market exchange rates. India’s mixed economy is a blend of the
features of a capitalist market economy as well as a socialist command
economy. The public sector comprises areas which are either extremely
important or not sufficiently profitable to be left to the market. Examples of
such areas are the postal system and the railways. Post Independence,
banks were nationalized. Once the economy was spend in the early 90s,
private players emerged in the banking sector.

From the 1950s to the 1980s, India adopted socialism. It was
characterized by public ownership, a lot of regulation and protectionism. All
this put together, slowed down the pace of growth and even encouraged
corruption.

After 1991, following liberalization, the Indian economy has become
more market-based. This has definitely increased the pace of growth.

Approximately 60 per cent of the population is involved in agriculture,
28 per cent of the employment is seen in the service sector and approximately
21 per cent in the industrial sector.  The country has a huge labour force
with approximately half a billion workers; 17 per cent of GDP comes from
the agricultural sector whereas the industrial and service sectors account for
29 per cent and 54 per cent, respectively. India’s main industries comprise
chemicals, steel, food processing, textiles, transportation equipment, mining,
cement, petroleum, machinery and IT-related software and services.

Post Independence, the country chose to operate as a planned
economy. The attempt was to allocate the national resources in an effective
and equitable manner and to bring about balanced economic development.
The Planning Commission, with the prime minister as its head, was responsible
for formulating and directing the Five-Year Plans.

India as a Mixed Economy

Ours is a mixed economy in which both the public and the private enterprises
work side by side. It is a compromise between private capitalism and state
socialism. Private enterprise is actuated by the profit motive which may be
looked upon as an index of efficiency while public enterprise serves a social
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end. Therefore, we may say that a mixed economy is a combination of
efficiency with social objective. The onus lies on the public sector to initiate
development steps to accelerate the rate of economic growth. The private
sector might, or might not, participate in such measures. However, it is the
duty of the public sector to give shape to the entire pattern of investments
in the economy whether the investments are made directly or whether they
are made by the private sector.

In a mixed economy, the private, public, joint sectors and the like, all
have some say in the major decisions that influence the functioning of an
economy.

In a mixed economy, the entire economic system is divided into three
parts:

(i) Sectors which are exclusively controlled and managed by the
private enterprise subject to the general control and regulation
by the state;

(ii) Sectors   which    are   exclusively    controlled    and managed
by the state

(iii) Sectors which are jointly managed and controlled by the state
and private enterprise. The three systems are discussed as follows:

1. Private sector: There is a vast private sector in India dealing with both
production and distribution of goods and services. The private ownership has
taken many forms—single proprietorship, partnership, joint stock companies
and cooperatives. The private sector produces and distributes a major
proportion of the total product of the country. This is quite clear from the fact
that it contributes to the GDP to as much as 75 per cent. Agriculture is mainly
in private hands.

The private sector industries are based on self-interest and profit
motive. Individual initiative is given full scope and the system of private
property is respected. Individual freedom and competition are allowed to
co-exist. At the same time, it is not free capitalism but controlled capitalism
because free enterprise and profit motive are all controlled in the interest of
society.

2. Public sector: The Industrial Policy Resolution of 1948 of the Government
of India contemplated a mixed economy. There was a sphere reserved for
private enterprise and another for public ownership. The government was of
the opinion that the state could expand its economic activities, thereby, increasing
its contribution to the national wealth. In the 1956 Industrial Policy, industries
were categorized into three categories.

 The first category included industries whose future growth and
development would be the sole responsibility of the state. There are
seventeen industries in this category and all new units in these industries
would be established by the state.
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 The second category included industries that would be primarily owned
by the state but the private sector may be permitted to supplement
the effort of the state. There are twelve industries in this category that
are less in importance than those in the first category. The third
category included all the remaining industries and their future growth
and development would, in general, be the responsibility of the private
sector. However, the state would have the power to intervene in this
category as well.

In a country aiming at a socialist pattern of society, the public sector
has to occupy progressively ‘the commanding heights’ in the economy. Over
the last four decades, the public sector has emerged as a major factor in
the country’s economic growth.

The public sector, though it contributes only around 25 per cent to
the country’s GDP, is of crucial importance because it controls some key
production and distribution activities of the economy.

Public enterprises include all industrial activities of the government like
commercial or public industrial enterprises. Public enterprises occupy an
important position in the Indian economy. It is no exaggeration to say that the
economy would sink or swim depending upon the efficiency with which these
enterprises operate.

Check Your Progress - 3

1. Point out the main features of a capitalist economy.

2. What is socialism?

3. What are the four economic roles played by a government in a
mixed economy?

4. Define private and public sector.

1.3.5 The Public Sector in India

The modern Indian economy is the creation of the Congress party and its
leaders. Socialism is largely a misnomer in the case of India, except for
government ownership in industry and commerce. India is still primarily an
agricultural country and the distribution of income depends mainly on the
distribution of agricultural property. Although there have been some attempts
to distribute land to the peasants, land remains unequally distributed although
there is evidence that the range of income inequality has been reduced. The
tax system continues to be regressive, direct taxes are rarely levied on land
and high urban income taxes are marked by evasion. The pre-tax income
distribution figures sum up the failure to establish a more equitable distribution
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of income. In 1960, the bottom 10 per cent of families accounted for less
than one per cent of all income, while the top 10 per cent accounted for
over one-third of all income. This income distribution is less equitable than
in industrialized capitalist countries. Rather than seeking to achieve ‘socialist’
objectives through income redistribution, the architects of modern Indian
economy emphasized state ownership of industry. The feeling was that
socialism could be achieved through state control of industry which would
serve as a surrogate for social change.

Public enterprises are expected to be the principal agents for rapid
economic and social transformation by developing infrastructure in the core
sector and by closing the gaps in the industrial structure. Its dominant
position in the financial field is intended to control and guide the private
sector, wherever necessary. Lastly, the economic growth through public
enterprise will ensure social justice.

In developing countries, public enterprises are a vital part and not a
matter of choice for economic growth. In India, although the Congress
government was committed to the expansion of the public sector, it did not
venture into the jurisdiction of private enterprise. Existing enterprises were
nationalized where public welfare was at stake or where it was imperative
to pull up the standards of regulation and efficiency of the said industry.
Public enterprises have forayed into areas that were until now untouched by
the private sector.

In the Industrial Policy Statement of 1956, it was emphasized that
public enterprise was designed to control the ‘commanding heights’ of the
economy.

During the first Five-Year Plan (1951-56), there were only five CPSEs
(Central Public Sector Enterprise) operating in basic and heavy core industries
like railways, post and telegraphs, all India radio and aircraft industry. These
industries were considered to be of strategic importance, public utility services
and essential industries demanding large scale investment. As seen in Figure
1.1 the number of CPSEs has gone up to 260 in FY 2012. Additionally, the
CPSEs have also established their footprint in a multitude of activities such
as steel, engineering, heavy machinery, petro-chemicals, textiles, manufacturing
and pharmaceuticals. In accordance with the government’s philosophy to
develop people’s ownership of CPSEs, more than 30 CPSEs were divested
during the period from FY 1992 to FY 2001 through a combination of
strategic sale to private partners as well as public offers. The disinvestment
has led to significant monetization of the government’s investment in CPSEs
and enabled sharing of the value created with the public at large through
listing of CPSEs on stock exchanges.

The first Exchange Traded Fund (ETF) of Central Public Sector
Enterprises (CPSE) is set to hit the market soon thereby providing investors
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an opportunity to take exposure into the 10 major listed public sector
companies. An ETF is similar to that of a mutual fund but trades like a stock
on an exchange.  The new offer will add to the long list of ETFs which has
been dominated by Gold ETFs so far. This would help the government meet
the revised disinvestment target of `16,027 crore. In the interim Budget for
2014-15, the government lowered the PSU stake sale target from `40,000
crore to `16,027 crore.

The public enterprises comprise:

(i) Public utilities, e.g., the railways, posts and telegraphs and
irrigation projects.

(ii) Departmental undertakings of the government, central as well as
state, e.g. posts and telegraphs, and integral coach factory.

(iii) Other industrial undertakings which derive their finance from the
Government of India in the form of equity capital and loan, e.g.
Durgapur Steel Plant and Hindustan Fertilizers.

Public sector units generally are of four kinds:

(i) National monopolies like the railways that have downward
sloping unit cost curves. These are hard to assess, being
monopolies.

(ii) Entrepreneurial ventures that, at the start and for many years
thereafter, are monopolies or near monopolies. These are
generally large units with sophisticated technologies and long
gestation periods that produce basic products. Many of the
Indian public sector manufacturing units are of this type.

(iii) Sick units in the private sector that have been taken over to
maintain employment etc.

(iv) Units taken over or formed to acquire the ‘commanding heights’
or for other ideological reasons.

1.3.6 Evolution of the Public Sector

The state entered the industrial sector post Independence. Prior to 1947,
public sector investment was confined to the railways, post and telegraphs
department, ordinance factories and a few state-managed factories in sectors
such as quinine and salt. The Industrial Policy Resolution, 1948, brought the
public sector into the limelight. The resolution suggested that a dynamic
national policy must be drawn up to establish a steady increase in production
by any means possible along with steps to ensure equitable distribution.
Since then the expansion of public sector enterprises has been extremely
rapid. The idea that in the economic development of the country the state
enterprises would play a predominant role took root with the adoption of
a socialist pattern of society in the Second Plan.
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The growth of public enterprises in India has taken place in two
ways: (a) by nationalizing existing enterprises and (b) by starting new
enterprises. The State Bank of India, LIC, the Air India and nationalization
of twenty banks are included in the first category, while the Hindustan Steel
Ltd. and the Fertilizer Corporation of India fall in the second category.

The enormous growth of public sector investments has taken place
against a political and ideological background which is peculiar to Indian
political development.

Philosophy: The Indian National Congress had traditionally expressed
its socio-economic aspirations in radical terms. The resolution of the 1929
Lahore Resolution was to remove poverty and to alleviate the living and
financial conditions of the masses. It was decided to make radical changes
in the economic and social structures of society to remove inequalities. The
subsequent Karachi Resolution declared that the state shall own or control
key industries and services, mineral resources, railways, waterways, shipping
and other means of public transport.

Objectives: The objectives behind establishing new enterprises and
reasons for nationalizing some existing ones are varied and often different
from case to case and from time to time. Perhaps the only generalization
possible in this regard is that public enterprise for us is more a matter of
necessity than of choice. It is not so much the ideology as the compulsion
of our situation that has led to the growth of public enterprise in India.

A brief statement about the need and role of public enterprise in India
is contained in the statement of former Prime Minister, Indira Gandhi, that
we cite—to gain control of the commanding heights of the economy; to
promote critical development in terms of social gain or strategic value rather
than primarily on considerations of profit; and to provide commercial surpluses
with which to finance further economic development.

1.3.7 Rationale for the Public Sector

1. Socialist pattern of society: The public sector was meant to socialize
the means of mass production and benefit the masses, as is typically
the case in a socialistic pattern of society. The commanding heights
of the economy—the core sector comprising investment, production,
distribution and consumption—were state owned, so as to promote
national development as opposed to considerations of private profit.
In such a situation, the so-called public sector needs to expand rapidly,
cover areas where the private sector is unwilling or unable to
participate, and play a dominant role in shaping the economy. Some
of these areas are power, communications, mass transportation,
information and broadcasting, mines and defence production. Initially,
the public sector took the lead in developing basic and capital goods
industries, laying the foundations for national growth unhindered by
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narrow considerations of profit as would arguably be seen in a laissez
faire economy dominated by private enterprise, where motives of
personal profit would presumably supersede national priorities. In
time, however, some of these monolithic establishments exhausted
their early dynamism and metamorphosed into complacent, inefficient,
cash-strapped, over-staffed, over-unionized islands of mediocrity that
generated huge losses. These dinosaurs had run out of time and were
little relevant to the economy.

2. Socio-economic objectives:  Reduction of inequalities of wealth
and income is the most important socio-economic objective, going
hand in hand with the need to eliminate poverty and establish an
egalitarian society by redistributing wealth and potential earnings
equitably. Another important objective of a socialist system is to help
the underprivileged realize their dormant potential by liberating them
from economic serfdom and to give them all an opportunity to attain
social justice. Although rarely declared in so many words, the giant
public sector organizations were also meant to work for the uplift of
these neglected sectors, by means of reserving a certain percentage
of jobs for the weaker sections of society including the physically
handicapped. Nationalized banks rendered yeoman service by
extending concessional loans under the ‘Differential Rates of Interest’
scheme, that allowed cheap finance to reach District Consultative
Committee, the sponsored beneficiaries drawn from such sections of
the local populace—something a purely profit-driven banking system
would never dream of undertaking.

3. Balanced regional development: One of the major goals of planning
is to try and correct regional disparities by spreading the benefits of
economic development as evenly as possible across the country. It is
vital for humane as well as for security reasons to ensure that the
fruits of prosperity percolate throughout the nation, for civil unrest is
usually born out of discontent with a system of wealth distribution that
serves only to defeat the very purpose of adopting a socialistic type
of governance. This is particularly true of the sensitive north and
northeastern states, many of which are economically undeveloped
and hence vulnerable to ideologies incompatible with our peaceful,
non-violent, democratic system of governance run on socialist principles.
Industrial development of these areas is a top priority; Bhilai, Rourkela
and Durgapur are well- known examples, but more such success
stories are needed, and quickly.

4. Need for rapid economic development: The need of the hour is
rapid economic development. The private sector has neither the desire
nor the resources to undertake the massive programme of
industrialization. Hence, dependence on the private sector will only
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slow down economic development. Expansion of public enterprise
will speed up the rate of economic growth.

5. Pattern of resource allocation: The main reason for the expansion
of the public sector lies in the pattern of resource allocation decided
upon under the plans. In the First Plan, the major emphasis was on
agriculture but in the Second Plan the emphasis was shifted to basic
and capital goods industries. During the First Plan period, the private
sector was dominant in the field of industrial activities. But with changed
emphasis it was inevitable that the public sector must grow not only
absolutely but also relatively to the private sector.

6. Building infrastructure: Infrastructure provides certain basic facilities
for rapid economic growth. In the economic infrastructure, there are
facilities like power, irrigation, transport and communication, banking,
training, etc. Social infrastructure includes education, health, sanitation,
drinking water facilities, etc. The development of infrastructure is not
possible through the efforts of private individuals since its benefits go
to society as a whole and not to individuals. It is therefore mainly the
responsibility of the state. The infrastructure has accounted for 95.1
per cent of the public outlays in the First Plan and nearly 75 per cent
in the subsequent plans.

1.3.8 Performance of Public Enterprises

The evaluation of the performance of the public sector is rather difficult.
Public enterprises should be evaluated in terms of social cost-benefits rather
than commercial profitability alone. The performance of the public sector
can be assessed on the following grounds:

1. The share of the public sector in the net domestic product has
been steadily increasing. The public sector accounts for one-fourth of
the total income of the economy. The compound rate of annual growth
of the public sector was 6 per cent whereas that of the private sector
was only 2.8 per cent.

2. If we evaluate the relative efficiency of investment in the public
enterprises against the performance of private enterprises, we find
that private enterprises are, on an average, 2.5 times more profitable
than public enterprises. For every hundred rupees invested, the private
enterprise yields a return of ` 11.40, while the same amount in the
public enterprise yields only ` 4.70. We must not forget that public
enterprises are mostly concentrated in basic, core and heavy industries
where the rate of return is very low and also in sick enterprises taken
over by the Government, such as the National Textile Corporation
and Coal India Limited.
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The economic efficiency of a public sector industry should be
considered in terms of the transformation of the industrial structure,
modernization, higher labour productivity on a countrywide scale, etc.
The fact is that a higher proportion of the value derived by the public-
sector industries is realized outside this sector and it is therefore very
difficult to estimate the efficiency of public-sector enterprises in terms
of costs and profitability.

B.H. Dholakia advocates the adoption of the total factor
productivity criterion to judge the efficiency of public-sector enterprises.
The criterion examines the contribution made by the enterprise to the
country’s net national product in terms of rent, wages and salaries,
interest and profit. Adopting this criterion, Dholakia finds that over
the period 1967–1968 to 1975–1976, the overall economic efficiency
of the public enterprises increased at a rate of 2.44 percentage points
per annum whereas that of private-sector enterprises could increase
by only 0.59 percentage points per annum.

3. Share in capital formation: The public sector has played an important
role in capital formation. The share of the public sector in the total
gross fixed capital formation in the country was 41 per cent during
the First and Second Plans and 49 per cent during the Third Plan. It
was reduced to 42 per cent in the Fourth Plan and 40 per cent in the
Fifth Plan. But it again rose to 47 per cent in the Sixth Plan and 48
per cent in the Seventh Plan.

It should be pointed out that investment in the private sector
producing luxury goods should be evaluated lower than the similar
type of investment in the public sector which is engaged in the
production of basic goods and infrastructural services to the economy.
Considering this, capital formation in the public sector is very significant
for a developing economy like India.

4. Public-sector enterprises and employment: In India, the organized
sector is very small as it provides 10 per cent of the total employment
in the economy and about 90 per cent is provided by the unorganized
sector. The workers employed in the public sector constitute only 7
per cent of the total labour force in the country and those employed
in the organized private sector are 3 per cent. The number of persons
employed in the public sector enterprises stood at 23.05 lakh as on
31 March 1991. The public sector is a model employer which provides
the workers better wages and other facilities compared to the private
sector. The public sector enterprises have also spent huge amounts
for the development of townships around industries.

5. Public sector and foreign exchange earnings: Foreign exchange
earnings of public enterprises have been substantial and they have
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also helped in saving foreign exchange through their efforts to substitute
imports. Capital goods and industrial machinery that were imported
about three decades ago are now being manufactured in the country
itself. This has saved valuable foreign exchange. Public sector export
earnings went up from ` 2,143 crore in 1980–1981 to ` 6,366 crore
in 1989–1990. In addition to actual exports by manufacturing units,
foreign exchange is also earned from services rendered by air
corporations, shipping companies, etc.

6. Financial performance: The value of sales of public-sector enterprises
is an indicator of their contribution to the flow of goods and services
in the economy. The total turnover of public enterprises amounts to
` 5,86,140 crore in 2003–2004. Public enterprises contribute to the
national exchequer in the form of interest on Government loans, income
tax and excise duty. In 1990–1991 Central Government units generated
about ` 11,372 crore of resources; they contributed about ` 1,400
crore towards tax and ` 4,100 crore towards interest.

As far as net profit after tax is concerned, the position was
unsatisfactory up to 1980–81. However, the situation improved and
the public sector made impressive profits. In 1981–82 net profit after
tax was ` 445 crore which went up to 3,789 crore in 1989–90 and
` 53,168 in 2003-04.

Shortcomings

It is a fact that public sector enterprises contributed less to industrial progress
than was expected of them. These enterprises suffer from a number of
shortcomings such as overcapitalization, underutilization of plant, bureaucratic
and irresponsible management, political interference and wrong personnel
policies and overstaffing.

Underutilization of installed capacity is an important cause for the
low-level profitability in public-sector enterprises. In 1988–1989, nearly 40
per cent of public enterprises showed capacity utilization of less than 75 per
cent and 20 per cent enterprises worked at even lower than 50 per cent
rate of capacity utilization. Unutilized capacities means higher overhead
charges which reduce the rate of profit. There is over-regulation of
Government undertakings which is not good for any business enterprise.

Check Your Progress - 4

1. What is included under public enterprises?

2. List the four kinds of public sector units.

3. How has the growth of public enterprises taken place in India?

4. What do you understand by unutilized capacities?



29

1.3.9 The Private Sector

It is pertinent to discuss the role and future of the private sector against the
background of a socialist pattern of society which is the declared objective
of the Government policy in India. The pattern of socialism that we have
envisaged is different from that pursued by many western countries. Unlike
China, India has chosen an economic system that is basically capitalist in
character, but it combines this system with a significant degree of state
influence, the latter implemented through various types of controls and a
state planning system.

Nehru, who shaped the destiny of the country for nearly two decades,
was not in favour of socialism for its own sake. He was not in favour of
nationalization of private undertakings until it could be proved that some
definite social purpose would be achieved by such nationalization, a purpose
that could be secured under private management. The acceptance of the
philosophy of a socialist pattern of society by the government had led to a
feeling that the private sector in the country has a dark future. The Third
Five-Year Plan, however, clearly stated that the socialist pattern of society
envisaged in India’s plans does not imply that all economic initiative must
rest with the state. Indeed, it assigns to private enterprise an important role
in national development, provided it attunes itself to the new philosophy of
democratic socialism and operates in unison with the public sector.

In the private sector, the enterprise is owned by private persons. This
sector includes the corporate sector with such organizations as public limited
companies and private limited companies. Outside the corporate sector,
there are many forms of ownership like single entrepreneurship, partnership
and cottage industries. Private sector can be divided into two parts:

(i) The organized sector

(ii) The unorganized sector

In the unorganized private sector, it is difficult to enforce policy
interventions.

The private sector plays an important supportive role in India’s mixed
economy. Seen in 1948 as complementary to the catalytic, dynamic and fast
expanding public sector. The private sector was nonetheless treated as vital
to the Indian economy.

It was accorded due recognition as playing a useful partnership role
in rounding up the economy. It was not intended to nationalize it straight
away, but to regulate and direct it properly, and facilitate and encourage its
development through provision of infrastructure along with financial institutions,
that would all serve to promote and assist it to serve social objectives.

It is pertinent to mention that the private sector not only survived this
slightly patronizing approach as well as the hardships of the ‘license Raj’ but
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went on to achieve heights of glory and achievement. Meanwhile, several
public-sector units stultified and decayed, to the point that they had to go
the Board for Industrial and Financial Reconstruction (BIFR) way or be
disposed of (under the policy of divestment or ‘disinvestment’). The main
reasons as to why the private sector turned the tables on its bigger, stronger
stablemate are following:

1. Entrepreneurial talent is the greatest asset of the private sector.
While most of the public sector units did not have a mindset that
promoted cost or profitability consciousness as opposed to
Western countries where private enterprise has played such an
important role in economic development that Joseph Schumpeter
has described it as the initiator and moving force behind
industrialization.

2. Private entrepreneurs are driven by profit and survival needs to
constantly innovate, reduce costs and improve both products
and bottomlines, in response to stakeholders’ demands.

3. In India, the role of the private sector—even after five decades
of planning—translates to 75 per cent of the economy, while the
state-aided public sector is a distant straggler with a mere 25
per cent share.

4. The private sector in India is vast; agriculture—the most important
productive activity—is the largest employer. It employs 66.5 per
cent of the working population and contributes around 30 per cent
of the net domestic product, though much of it is mere subsistence
farming for a vast multitude of destitute marginal farmers and
agricultural labourers.

5. Trading activities are mostly concentrated in private hands; the
few public sector organizations engaged in trading, like the State
Trading Corporation, withered away after their monopoly was
demolished by liberalization.

6. Coming trends in private sector engagement in large retail and
real estate developments, including the involvement of the two
Reliance Groups of companies, presage a new thrust of the
private sector into the service industry—an evolutionary step
that signals that the Indian economy is approaching the next
stage of development already well underway in the developed
countries.

Trading activities are mostly concentrated in private hands. This is
because of the general belief that the trading community renders useful
services and its returns are justifiable.
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The private sector in industry can be conveniently classified into three
groups:

(i) Unorganized industrial units

(ii) Small-scale industrial units

(iii) Large-scale industrial units

Sluggish industrial performance also affected corporate performance.
The rate of growth of sales of the corporate sector particularly in respect
of listed manufacturing companies for the private sector, declined from
an average of 28.8 per cent in Q1 of 2010-11 to 11.4 per cent in Q2 of
2012-13, the latest quarter for which comparable set of data are available.
There was a significant increase in the rate of growth of interest expenditure
with year on year growth peaking at 41.5 per cent in Q2 of 2011-12.
Together with a deceleration in the rate of growth of sales, the ratio of net
profit to sales also moderated. The ratio of profit to sales which averaged
8 per cent in the first two quarters of 2010-11 has also moderated to 3.6
per cent in Q3 of 2011-12 and has been in the range of 5 to 6 per cent
in the last three quarters. The growth of interest payments moderated to 10
per cent in Q2 of 2012-13, reflecting stabilization of the interest rate with
repo rates remaining unchanged from April, 2012 to January, 2013.
Consequently, profit in Q2 2012-13 grew somewhat, in part also because
of a sharp increase in other incomes. The corporate sector has only had
limited pricing power, with inflation for non-food manufacturing recording a
sharper deceleration than headline inflation. Inflation for capital goods
remained relatively low.

Most of the consumer goods industries are generally left to private
enterprise as this sector has already established itself in some major consumer
goods industries like cotton textiles, jute and edible oils. These industries
require small capital and yield quick returns. As such, these are fit for the
private sector. These industries are also regulated with a view to controlling
investment in different industries.

While the large-scale private industries are restricted and regulated,
the small sector is encouraged to expand in the old field and enter into new
spheres. Quite a large number of products, more than 800, are reserved for
this sector. These industries are encouraged for being labour-absorbing
industries as also those that can be easily dispersed over space.

The general pattern of development of the corporate form in India is
similar to that in the Western countries. The methods of growth have been
through diversification, integration, acquisition and merger. Crossing
international borders in joint ventures to other countries is also in progress.
Most of the growth in the corporate sector has been through foreign
collaboration in technology and sometimes capital also and rarely through
innovation by means of internal research and developing technology.
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The hereditary succession is still common, though a professional
managerial class is slowly evolving. Some authorities even equate private
sector to the ‘family sector’ in view of the widespread prevalence of family
management in large companies.

Favourable Factors in the Environment

The economic environment in India at present has some favourable as well
as unfavourable factors from the point of view of private enterprise. The
favourable factors are as follows:

1. Private enterprise derived many special benefits from the plans and
policies of the government. The vast outlays in the public sector since
the beginning of the Plan period provided the necessary infrastructure
for the development of private business and generated widespread
demand for its products.

2. The Plan documents indicated the specific areas in which further
investment could be made. These provided valuable guidelines for the
private enterprise to proceed.

3. The Indian market is completely sheltered since the policy of developing
indigenous resources led to almost total banning of such imports that
might compete with the products of local industry. This is a further
reason why the private enterprise has been able to make good profits
even when some of their products were substandard.

4. The various feasibility studies and demand projection estimates made
by the public sector institutions enabled the potential entrepreneurs to
know the prospects of investment in those fields.

5. Various institutions have been set up to see that industries are not
starved of legitimate financial needs. Development banks like IFC,
ICICI, IDBI, SFC, etc. provide industries with financial assistance.
They help industries in the form of long-term loans, underwriting of
shares and debentures and participating in equity. A study of the
balance sheets of a large number of companies indicates that finance
provided by such institutions enabled them to grow and prosper.

6. The private enterprise received some direct incentives from the
Government. Despite the heavy doses of taxation, many of the Finance
Acts contained various tax concessions such as tax holidays for new
undertakings, developmental rebate, abolition of bonus tax, etc. Income
Tax Act also provides fiscal incentives to the individual and corporate
sectors.

Unfavourable Factors in the Environment

1. The government has declared itself to be pursuing the aim of establishing
a socialist pattern of society which puts a constraint on the expansion
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plans of the private enterprise. In pursuance of its declared economic
policy, the Government has established its own undertakings to capture
the ‘commanding heights of the economy’. If need be, Government
will use its economic power to put a restriction on the activities of
private undertakings. Nationalization of commercial banks is a case
in point.

2. Private undertakings in India have been operating in an environment of
taxation. The heavy burden of taxation has acted as a disincentive to
increased production. By immobilizing funds which might have flowed
into private undertakings, it has acted as a brake on industrial growth.

3. Big businesses are subject to a large number of restrictions, especially
the MRTP Act. After the virtual abolition of the MRTP in the new
industrial policy, the situation has changed.

4. According to industrial policies announced from time to time, there
are a large number of industries which are either reserved for the
public sector or for the small sector. Also in the remaining sector, the
Government has reserved the right to establish new undertakings.
Thus, the private sector does not have any independent field of its
own, which is worthwhile for investment.

5. The decision of the Government to vest the public financial institutions
with powers to convert their long-term loans of companies into equity
capital and to nominate directors on the boards of the latter is also
viewed as an attempt to put a brake on the growth of private
enterprise. The plea that this is being done in the interests of
shareholders does not seem to be very convincing to many.

Despite these constraints, there has been an expansion of private-
sector activities. Under the new Industrial Policy of 1991, emphasis has
been shifted from public to private sector.

It should be noted that there has been growing concentration of
economic power in the hands of big business houses. This economic power
has secured control over political power. Owing to the commanding position
of big businesses in the total industrial sector, they can exercise considerable
influence over government policies. The Report of the Dutta Committee
showed that 20 big business houses secured a disproportionately large
share in the number of licenses issued. During the last 25 years, through the
process of concentration of wealth and economic power they have
strengthened themselves with the result that the two top business houses
(the Tatas and the Birlas) have amassed huge total assets.

1.3.10 The Joint Sector

The radical shift in government policy has brought the concept of the joint
sector into sharp focus. It is nothing but a form of partnership between the
public sector and the private sector.
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Although the Joint Sector concept was conceived by the authors of
the 1956 Industrial Policy Resolution, it was really the brainchild of the
Industrial Licensing Policy Enquiry Committee, popularly known as the
Dutta Committee. Besides the public and the private sectors, there was a
need for a new sector—a joint sector—for the harmonious industrial
development of the economy. The joint sector is envisaged as something in
between the public and the private sector and in which the state could
actively participate in management, control and decision-making. It is claimed
that the joint sector scheme has the advantages of both the public and the
private sectors and at the same time avoids the evils of both sectors and
thus fulfils the basic socio-economic objectives of the country. Moreover, it
offers an avenue of growth when all other gates to growth seem to be
closed. The concept of a joint sector is basically an extension of the idea
of mixed economy in which the public and private sector units are separate
and function independently but are nevertheless part of a national plan. It is
a compromise between total nationalization and complete private autonomy.
In the joint sector, the relationship between the representatives of the private
and public sectors is much closer as they have to work together within the
same unit. The joint sector was recommended for industrial units in which
a considerable proportion of the cost and expenses of a new project could
be directly or indirectly met by public financial institutions.

There are three different concepts of joint sector: First, financial
institutions can exercise the right to convert debt into equity and appoint
directors on company boards. Second, the government may appoint directors
on company boards through the exercise of powers granted by the
Monopolies and Restrictive Trade Practices Act to check malpractices. This
need not involve share participation and must not be confused with the joint
sector. The third form is the real joint sector where the Government directly,
or through its agencies, is a co-shareholder in an enterprise. The Government,
in this case, plays a promotional and entrepreneurial role and is an active
majority partner.

Features of the joint sector: In a memorandum submitted to the
Government, J.R.D Tata suggested a slightly different definition of the joint
sector. ‘A joint sector enterprise is intended to be a form of partnership
between the private sector and the government in which the state investment
of capital will not be less than 26 per cent, the day-to-day management will
normally be in the hands of the private-sector partner, and control and
supervision will be exercised by a board of directors on which the government
is adequately represented’.

The Dutta Committee advocated the conversion of some of the private-
sector units into joint sector enterprises as an important means of curbing
the concentration of economic power in certain private groups. A number
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of new industrial projects had been established in the private sector with the
help of funds provided by public financial institutions but the latter had not
asked for a voice in the management. It was strange that huge private
industrial empires should be built up with funds provided by public institutions
without knowing how the money was actually spent. The Dutta Committee
asked the Government to enunciate a new industrial policy whereby this
anomaly could be rectified.

There was a change in the industrial policy without there being a
change in the 1956 Policy Resolution. The Government announced the new
industrial policy in February 1970. The joint sector concept as suggested by
the Dutta Committee, was accepted in principle. It was laid down that while
sanctioning loans or subscribing to debentures, public financial institutions
should in future have the option to convert them into equity within a specified
period of time. Specific guidelines had been laid down. In case the aggregate
loans granted were below ` 25 lakh, the financial institutions are not to
insert any convertibility clause in the agreement. If the loans granted were
between ` 25 lakh and ` 50 lakh, it is optional for the financial institutions
to insert a convertibility clause in the agreement. Once convertibility was
agreed to, the undertaking is required to appoint representatives of the
lending institutions as directors on the company board.

It is not difficult to understand the logic behind the joint sector. As
had been emphasized by the then Prime Minister, the old concepts of
exclusive private ownership and private profit do not fit in with today’s
social values and priorities. An open society requires an open corporate
structure; the joint sector provides this openness without taking away the
advantages of private enterprise and initiative. The joint sector is a departure
from exclusive private ownership but it should be welcomed in preference
to outright nationalization.

The joint sector experiment has been viewed with misgivings by many
industrialists. It has been assailed as ‘nationalization by the backdoor’. But
others have welcomed it on the ground that it is preferable to wholesale
nationalization of existing private undertakings. There is one serious objection
to the joint sector. The concept is based on mutual trust and confidence, yet
the idea originated because the private sector could not be trusted enough
to grow on its own. Thus, conceived in mistrust, the marriage might be a
disastrous failure.

The joint sector was evolved to check the concentration of economic
power of private groups. But some think it is not necessary to check the
concentration of economic power as the existing Monopolies and Restrictive
Trade Practices Act was adequate for the purpose.
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1.3.11 The Cooperative Sector

The cooperative sector has emerged as an important sector in our economic
environment. Cooperatives, inspired by the principle of self-help, are of
great importance for the poor people of India. Cooperatives consist of
persons of small means. Unable to face cut-throat market competition,
these people get together and organize themselves into cooperatives. Thus,
poor individuals, through cooperative, acquire the strength to perform tasks
which they would not be able to do otherwise.

The cooperative idea took a concrete shape in India for the first time
in 1904 when the Cooperative Credit Societies Act—a measure designed
to combat rural indebtedness and provide for registration of credit societies—
was passed. Later, in 1912, the Cooperative Societies Act also provided
for registration of non-credit societies as well as federations of cooperatives.
Since then, the cooperative movement has made noticeable progress, specially
in agricultural credit, marketing and processing of agricultural produce, supply
of farm inputs and distribution of consumer goods. An idea of the growth
of cooperative movement in India can be had from the fact that there were
as many as 3.50 lakh cooperative societies of all types with the total
membership of about 16 crores and total working capital of about ` 62,500
crore as on 30 June 1990. Another distinguishing feature of the cooperative
scene is that it is largely village-based. The Government’s emphasis on
institutionalization of distribution of inputs to farmers and marketing of their
agricultural produce through cooperatives owned by them has helped in
strengthening the cooperative sector in the rural areas.

By June 1989, there were 93,000 primary agricultural credit societies
operating in the rural areas. Membership of these societies comprised 9.20
crore persons. Cooperatives occupy an important place in the field of
village and small industries and handloom weaving. As on 30 June 1989,
there were 53,786 industrial cooperatives with a membership of 43.76 lakh.
The National Federation of Industrial Cooperatives was set up in 1966 with
a view to assisting the marketing of products of the member societies.

The total number of cooperative spinning mills installed was 10,948
in the growers’ sector and 61 in the weavers’ sector with a capacity of
about 29.13 lakh spindles, which was about 11 per cent of total spindlage
in the country.

Functional cooperatives for programmes like dairy, fishery and poultry
mainly extended help to the weaker sections. As such, cooperatives provide
increased employment and income opportunities to different sections like
small and marginal farmers and fishermen. The National Cooperative
Development Corporation (NCDC) also gives financial assistance to various
types of cooperatives.
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Cooperative societies is a state subject under the Constitution.
However, such cooperative societies having their objects not confined to
one State, and come under the jurisdiction of Central Government. The
Multi-State Cooperative Societies Act, 1984 came into operation from 16
September 1985. At present, there are 182 Multi-State Cooperative Societies
in the country.

A major development after Independence has been the emergence of
the National Cooperative Federations which added a new dimension to the
cooperative infrastructure. With the National Cooperative Union of India at
the apex, other National Level Cooperative Federations established in the
country are: National Agricultural Cooperative Marketing Federation,
National Federation of State Cooperative Banks, National Federation of
Cooperative Sugar Factories, National Cooperative Agriculture and Rural
Development Banks’ Federation, National Cooperative Consumers’
Federation, National Federation of Industrial  Cooperatives, All India
Federation of Cooperative Spinning Mills, National Cooperative Housing
Federation, National Cooperative Dairy Federation, National Federation of
Urban Cooperative Banks and Credit Societies, National Federation of
Fishermen’s Cooperatives, National Federation of Labour Cooperatives
and National Cooperative Tobacco Grower’s Federation.

Emerging Patterns of Corporate Management

For a long time the company management was in the grip of the managing
agents. The managing agency has been criticised as paternalistic, family-
oriented, authoritarian, secretive and unsophisticated. The system was useful
in the past for developing industrial growth in India and had great
achievements to its credit but circumstances are different today. The economic,
social and political environments are no longer the same and capital no
longer shy. With the Government itself coming into industry and the growth
of a new class of small entrepreneurs, management from outside can no
longer be considered necessary. Besides, with an increasing awareness of
management education in India, many opportunities are available in India for
such training. In the new environment, the trained professional and efficient
managers who are quite capable of managing the organization from within
are becoming increasingly available.

Professionally qualified people are entering into company’s management
either as professional managers or by virtue of share holding. Engineers,
chartered accountants, marketing specialists, personnel executives are being
increasingly appointed at the middle or lower levels of company management.
Those who make outstanding contribution in their respective areas of
management are elevated to the rank of employee-directors.
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A vacuum was created in the corporate management after the abolition
of the managing agency system, which has created scope for the opportunity
of professional management. Management institutes have emerged in the
country to produce management experts. The management of industry is
gradually passing into the hands of professional managers, replacing the
born managers or hereditary managers of yore. The Sachar Committee
wants workers’ representatives on the Board of Directors of a company.
Worker-Director is now an established practice in all public-sector enterprises
although not a common feature in the private-sector enterprises. The
Companies Amendment Act is inconsistent with the emerging trends in our
socio-economic environment. The growth of business has to be monitored,
controlled and directed towards national interest at the national interest.
Industry behemoths such as BHEL, SAIL, ONGC and STC have emerged
as dynamic government companies and their social responsibility is to protect
the interests of shareholders and also of stakeholders. In view of these
trends, new amendments of the Companies Act are appropriate.

Check Your Progress - 5

1. What was the objective behind retaining private enterprise in India?

2. What is the joint sector?

3. What is the cooperative sector?

4. In which year did the idea of having cooperatives come into being?

1.4 Strategies and Resource Allocation

Planning in the economic sphere is the most important development of
modern  age. Today, unlike in the 1930s, planning in the economic sphere
has the same significance as God in the spiritual sphere.

In most countries, the authority of the government is freely invoked
to stimulate the new investment and technological changes in a systematic
manner, so as to use the natural resources in accordance with the economic
conditions of the country and to synchronize the process of economic
development with the socio-economic institutions of the country.

The planning mechanism is an urgent necessity in an underdeveloped
economy to end poverty and stagnation.

Economic planning refers to the formulation of major economic
decisions: What things are to be produced, how are they to be produced
and to whom are they to be allocated. Economic planning is the conscious
decision of a determinate authority that is based on a detailed survey of the
economic system as a whole.
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The case for planning or state control of the economy essentially rests
upon the failures of an unplanned economy. The case for planning in advanced
countries rests on three grounds, viz., the painful experience of the worldwide
depression of the 1930s, the wartime experience of rationing and price
control to achieve national goals and the Soviet success in the initial period
with five-year plans. These three developments attracted some developing
countries towards planning.

In a developing economy, socio-economic problems like poverty,
unemployment, stagnation in agricultural and industrial production and unequal
distribution of income and wealth can hardly be solved within the framework
of an unplanned economy. Planning is required to remove these maladies.

1.4.1 Objectives and Strategies of Planning in India

Economic planning is characterized by some definite and predetermined
objectives to be realized within a definite time period. The objectives pursued
in different planned economies in the last three or four decades are many
and varied. They are not the same for all countries, nor are they the same
for the same country for all times to come. The objectives to be set forth
by the planners depend on, among other things, the nature of the present
state of the economy, the stage of economic development, the socio-economic
conditions prevalent at the time and the requirements of a particular situation.

Economic planning may have political objectives like the strengthening
of defence, building nuclear plants or the maintenance of international peace
or social objectives like the provisions for social security and social justice.
However, the economic objectives are far more important and significant
than others. Let us review briefly the leading economic objectives of planning
in India.

1. Improvement in the standard of living of the people: That
the standard of living of the people in the less-developed countries
is very low as compared to those in the highly developed
countries is not the most important issue. But the people in less-
developed countries are ill-fed, ill-clothed, ill-housed and
undereducated. Accordingly, planning in such countries strives
for a quick improvement in the living conditions of the people.

Although such an objective did not clearly appear in the
early years of planning in the Soviet Union, it had been accorded
a top priority in Indian plans right from the beginning. Thus, the
report of India’s First Five-Year plan begins with the statement:
The central objective of planning in India at the present stage is
to initiate a process of development which will raise living
standards and open up people to new opportunities for a richer
and more varied life.
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2. Rapid increase in national income and per capita income:
This objective directly follows from the first one. It is clearly
understandable that the people’s standard of living cannot be
easily raised unless the plans provide for the rapid increase in
national and per capita income of the people. The experiences
of the different countries demonstrates that only centralized and
planned efforts can bring about a quick increase in national and
per capita income. In all the five-year plans of India, the broad
aim has been to rapidly increase the national income through
massive investment in different sectors of the economy.

3. Achieving full employment: Another basic objective of various
planned economies has been to achieve full employment. Thus,
Zweig remarks, the provision of wholetime employment appears
either as a primary objective of planning or a necessary by-
product of planning of whatever type, primarily undertaken for
other reasons. Full employment is inherent to a planned economy.

The Great Depression of the 1930s created serious problems
of unemployment in countries like Great Britain and the US.
Since then, the economic policy of almost every country has
been directed towards full employment. In fact, the goal of full
employment has become one of the most powerful slogans of
the time. Accordingly, in developed economies of the US and
UK, the attainment of full employment has become the principal
objective of planning.

In a developing economy, planning is pursued for the rapid
development of the economy through the development of
agriculture, industry and other vital sectors. Accordingly, full
employment in such economies is sometimes strongly emphasized
and at others only implied. In India, the expansion of employment
opportunities had been one of the principal objectives of all the
five-year plans.

4. Rapid industrialization: Rapid industrialization, with particular
emphasis on the development of basic and heavy industries, is
also considered one of the basic objectives of planning in the
underdeveloped countries. Apart from strengthening the
infrastructure of the economy, industrialization brings in its wake
inventiveness, a modern and entrepreneurial outlook and an
environment for rapid technological process. For this reason,
the Soviet planners placed supreme importance on the
development of industries. The objective of the First Five-Year
Plan (1928–32) in the former Soviet Union was the development
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of forces of production through steady industrialization. India
also aimed at rapid industrialization in its Second Plan. It is now
universally recognized that rapid industrialization is necessary for
attaining a higher rate of economic growth in addition to its
favourable impact on the resource utilization and on the creation
of employment opportunities. Indeed, there is a fairly strong
empirical association of industrialization and high national incomes.

In a predominantly agricultural economy like India, the priority
is very often placed upon the development of agriculture as is
evident from the Indian planning. But the economic, sociological
and political factors may reinforce one another in making
industrialization a desirable policy for developing countries.

5. Self-sufficiency in food and basic raw materials: This
objective aims at making the country self-sufficient in food and
other basic raw materials within a reasonable period of time.
Such self-sufficiency provides a strong and solid base for the
economy preparing a background for future stable growth.

The dependence on foreign countries for food and basic materials
is not only undesirable, but also dangerous especially in a situation
of the critical foreign exchange position. In view of this, one of
the principal objectives of India’s Third Plan was the attainment
of self-sufficiency in foodgrains and an increase in agricultural
production for meeting the basic requirements of industry and
exports.

6. Reduction in disparities in income and wealth: Economic
planning in less-developed countries also aims at reducing
economic inequality prevailing in such countries. Economic equality
for all sections of the people is desirable for establishing social
justice. The planning strategy is to be directed to increase income
and opportunities for the people at the lower levels and to
reduce the income of the people at the upper levels by suitable
methods. In India, this objective has been incorporated in the
five-year plans. Thus, one of the principal objectives of India’s
Third Five-Year plan was to establish progressively greater
equality of opportunity and to bring about reduction in disparities
in income and wealth and a more even distribution of economic
power. This was proposed to be achieved through the
establishment of a socialist pattern of society.

7. Removal of poverty: An underdeveloped country is
characterized by a vicious circle of poverty. Accordingly, planning
in such countries has to be well-directed towards its early
elimination. This is sought to be achieved by raising the minimum
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level of consumption for people living below the poverty line.
This objective has been emphatically underlined in India’s Fifth
Five-Year plan. One of the major strategies of the plans for the
removal of poverty is the adoption and implementation of the
minimum needs programmes, under which the supply of essential
articles of consumption are to be assured to the poor. At the
same time, the planning strategy is to be directed towards the
early elimination of mass unemployment and underemployment.
But, poverty is too big and complex a problem in a vast country
like India to be overcome within a short period of time. It calls
for a sustained effort over a long period for its gradual removal.

8. Other objectives: The other principal objectives of planning
are attainment of economic self-reliance for a self-sustainable
growth, correcting imbalances in the economy, providing
economic security to the people, reconstruction of the economy
damaged by war or political partition of the country, etc.

As stated earlier, economic planning in the underdeveloped economies
usually has multiple objectives, instead of a single objective as is possible
in the developed countries. The problems of underdeveloped countries are
many and the shortcomings are varied. Accordingly, the planning contains a
number of objectives to be realized over a period of time.

1.4.2 Instruments of Planning

The major objectives of planning are to achieve a high rate of economic
growth. The major choice areas revolve around the volume of investment,
the allocation of investment and the choice of techniques in production. The
last two are closely interrelated. The need for planning arises because the
perceptions of the planner regarding the optimal values of the three crucial
variables mentioned are different from what the market mechanism would
decide. In other words, the divergence between social and private costs
and benefits makes it necessary, for the planner to intervene with a battery
of instruments. In this context, we must distinguish between the public and
private sectors. In addition, a distinction must be drawn between price and
non-price instruments where the former operates through the price mechanism
and the latter operates outside it.

Fiscal and monetary policy instruments are used to influence the volume
of investible resources from domestic sources. Direct allocations of investment
by the private sector are sought to be controlled by price and non-price
instruments. Price controls and tariffs are used to alter private profitability
so that it coincides with social profitability. Hence, private sector allocation
of investment funds conforms to social goals. When this is not possible,
non-price instruments like quantitative controls on the expansion of existing
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industries, the use of import quotas to restrict raw material imports and
restrictions on foreign collaborations are used to guide the allocation of
private sector investment along desired channels. In many developing
countries, non-price instruments have been found to be more effective.

Quantitative controls on foreign collaboration as well as restrictions
on royalty payment are used as instruments to reach the objective of self-
reliance. Import tariffs and export subsidies are a part of price instruments,
while import quotas and export obligations are a part of non-price instruments
in reducing imports and increasing exports.

Inequality in asset distribution is sought to be reduced through
qualitative non-price measures like monopoly controls. Regular inequalities
are reduced through fiscal subsidies to induce private investment in backward
areas.

1.4.3 Five-Year Plans of India

The objectives of India’s Five-Year Plans may be enumerated planwise
under separate heads:

The First Plan (1951–1956): The First Plan had two major
objectives:

(i) To correct the economic disequilibrium caused by World War
II and the partition of the country.

(ii) To initiate the process of all-round balanced development which
ensures a rising national income and a steady improvement in
the living standards over a period of time. The short-term
objective of the First Plan was to tackle the multiple problems
of steadily increasing prices, shortage of foodgrains, raw materials
and essential consumer goods, and the rehabilitation measures
for displaced persons. The long-term objective was to initiate a
continuous process of economic development to ensure higher
standards of living for the people.

The Second Plan (1956–1961): The Second Plan was framed against
the broad objective of the country’s economic policy of building a socialistic
pattern of society. The principal objectives were:

(i) A substantial raise in national income to increase the national
living standards

(ii) Rapid industrialization with particular emphasis on the
development of heavy and basic industries

(iii) Considerable expansion of employment opportunities

(iv) Reduction of income and wealth inequalities and an even
distribution of economic power
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The short-term aim of the Second Plan was to create industrial
infrastructure for rapid industrialization and the long-term aim was to establish
a socialistic societal pattern.

The Third Plan (1961–1966): The objectives of the Third Plan
were more specific and time bound. These were as follows:

(i) To establish rise in national income of more than 5 per cent per
annum

(ii) To achieve self-sufficiency in foodgrains and meet the
requirements of industries and exports

(iii) To expand industries like steel, chemicals, fuel and power and
establish machine-building capacity such that the requirements
of further industrialization could be met within 10 years or so
chiefly from the country’s own resources

(iv) To fully utilize the human resources of the country and ensure
considerable expansion in job opportunities

(v) To establish greater equality of opportunity and bring about
reduction in income disparities and an equitable distribution of
economic power

It shows that the objectives of the Third Plan were more or less the
same as those of the Second Plan except that the second one was more
concerned about self-sufficiency in foodgrains.

The Fourth Plan (1969–1974): The Fourth Plan could not commence
when it was due because of the problems that beset the Third Plan. It began
after a gap of three years with the following major objectives:

(a) To achieve price stability by building buffer stocks of foodgrains
and other essential commodities

(b) To accelerate the tempo of development in conditions of stability
and reduced uncertainties

(c) To obtain annual rates of growth of 5.7 per cent of the national
income

(d) To ensure an increase of 5 per cent in agricultural production
and 8 to 10 per cent in industrial production

(e) To reduce dependence on foreign aid and significantly do away
with PL 480 imports till 1971 and to step up savings-income
ratio till self-reliance

(f) To improve the standard of living of people through programmes
which promote equality and social justice

The basic objective of the Fourth Plan was, however, the attainment
of self-reliance and promotion of growth with stability. The emphasis on
these two objectives had become necessary at that time on account of a
persistent rise in prices since the commencement of planning. In fact, economic
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planning aims ultimately at a steady and satisfactory rate of growth without
inflation and without dependence on foreign aid.

The Fifth Plan (1974–1979): The Fifth Plan had two basic objectives:
(i) Removal of poverty (ii) Attainment of economic self-reliance.

To realize these major objectives (see Table 1.1), the Fifth Plan
prescribed an appropriate policy framework and strategies. The Fifth Plan
was, however, terminated one year earlier than its five-year term. Although
the country made progress in achieving economic self-reliance due to larger
exports and better domestic production, the Fifth Plan had failed miserably
to realize the objective of removal of poverty.

It has been observed in the Draft Outline for the 1978–1983 Plan,
the country is not yet anywhere in sight of the eradication of poverty.
Accordingly, the removal of poverty has been retained as one of the major
objectives of the Sixth Plan.

The Sixth Plan (1980–1985): The Sixth Plan had the following
objectives:

(i) Considerable increase in the rate of growth of the economy,
improved efficiency in resource utilization and improved
productivity

(ii) Improving the impulses of modernization to achieve economic
and technological self-reliance

(iii) Intense reduction in the rates of poverty and unemployment

(iv) Accelerated development of indigenous energy sources with
strong emphasis on conservation and efficiency in the use of
energy

(v) Improving the general quality of life of the people, with stress on
people who are economically and socially handicapped. This is
done through a minimum needs programme whose coverage
ensures that all parts of the country attain within a prescribed
period nationally accepted standards

(vi) Strengthening the redistribution bias of public policies and
services in favour of the financially challenged. This contributes
to a reduction in income and wealth inequalities

(vii) Progressive reduction in regional inequalities and in the spread
of technological benefits

(viii) Promoting policies to control population growth by voluntarily
accepting the ‘small family’ norm

(ix) Creating harmony between the short- and the long-term goals
of development by ensuring the protection and improvement of
ecological and environmental assets
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(x) Promoting an active involvement of all sections of society in the
development process by appropriate communication, education
and institutional strategies

The Seventh Plan (1985–1989): The Seventh Plan emphasized
policies and programmes to accelerate the growth in foodgrains production,
increase employment opportunities and raise productivity.

The three major objectives of the seventh plan were:

(i) Accelerate the growth in foodgrains production

(ii) Increase the employment opportunities

(iii) Establish growth in the areas of increasing economic productivity.

The Eighth Plan (1992–1997):The Eighth Five-Year Plan was in
essence a response to the ills stemming from the country’s imminent debt
crisis. In laying the groundwork for long-term structural adjustment, the
Plan’s overall aim was to  stimulate industrial growth by encouraging greater
private-sector investment in  the economy, thereby freeing Government
resources for further investment in  basic infrastructure, agriculture, industrial
development and human resources development. With a steady reduction in
the share of public investment, both planned and actual, and in total investment,
the Government’s responsibility in determining the structure of the economy
through its own investment behaviour has receded significantly. With a greater
importance of private investment (see Table 1.2) and the movement towards
a more market-based system, planning has been able to move in the direction
of a less-controlled economy, representing the evolution of the Government’s
role from direct involvement to facilitation, towards policy planning initiatives
rather than the erstwhile direct intervention strategies.

Apart from creating liberal conditions for foreign and private
investment, the foreign exchange system was reformed, currency was devalued
and the tariff reduced from 350 per cent to 85 per cent; restrictions on
import relaxed, while those for the main intermediate goods were removed
altogether; reformation of the tax system, reduction of subsidies and
restructuring of public enterprises were also targeted. While the Eighth Plan
reinforced the need for the expansion of private enterprise, it did not support
large-scale privatization of the public sector. The Eighth Plan ended in 1997
and was proclaimed a success by most analysts. In a broad sense, the
results of the Eighth Plan have not been unsatisfactory. Economic growth
averaged 6 per cent a year, employment rose, poverty was reduced, exports
increased and inflation declined.

Actual growth rate achieved in the eighth plan: The average
growth rate attained in the Eighth Plan was 6.8 per cent in terms of the GDP
at market prices. This had been substantiated by an average investment rate
of 25 per cent of GDP, thereby yielding an incremental capital-output ratio
(ICOR) 3.7, which was significantly less than that assumed in the Eighth
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Plan calculations. There had been a considerable increase in the domestic
savings rate during the Eighth Plan period to 24 per cent of GDP as
compared not only to the long period of stagnation experienced during the
1980s, but also in relation to the savings target assumed for the Eighth Plan
projected at 21.6 per cent. This was a positive development.

Table 1.1 Growth Performance in the Five-Year Plans

(per cent per annum)

Target Actual

1. Fifth Plan (1974–79) 4.4 4.80
2. Sixth Plan (1980–85) 5.2 5.66
3. Seventh Plan (1985–90) 5.0 6.01
4. Eighth Plan (1992–97) 5.6 6.78

NB: The Eighth Plan actual is based on the Quick Estimate for 1996–97.

Table 1.2 Share of Public Sector in Total Investment

(per cent)

PlannedRealized

Fifth plan (1974–79) 57.6 43.3
Sixth plan (1980–85) 52.9 47.8
Seventh plan (1985–90) 47.8 45.7
Eighth plan (1992–97) 45.2 34.3

The Ninth Plan (1997–2002): The total volume of investible resources
or total savings available in the economy during the Ninth Plan was, as in
the past, determined both by the level of domestic savings and by the inflow
of foreign savings, financing a desirable level of the current account deficit.
Domestic savings originated from three principal sectors, namely: (a) the
government, including the public sector (b) the private corporate sector and
(c) households. The inflow of real foreign savings represented the current
account deficit and was financed either in the form of debt, both public and
private, or foreign investment, both direct and portfolio. In recent years,
with the nation’s foreign currency assets surging to over $120 billion and a
current account balance of payments surplus emerging, foreign saving is not
really a problem.

Ninth-plan performance: The Ninth Five-Year Plan focused on the
redistribution of wealth and alleviation of poverty, providing further impetus
to agriculture, further privatization of the economy, attracting of foreign
investment, and reducing the budgetary deficit. On the whole, there were
improvements flowing from the reform era including an increase in the GDP
growth rate from an average of about 5.7 per cent to about 6.1 per cent
in the Eighth and Ninth Plan periods, percentage reductions in poverty from
a third of the population to a fourth, increased literacy from 52 per cent in
1991 to 65 per cent in 2001, and India’s emergence as a strong competitor
in Information Technology as evidenced by software exports and BPOs, all
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of which heralded the dawn of the information age in the country. However,
persistent inefficiencies – unemployment and underemployment, and welfare
deficiencies – marred the picture. Moreover, since 1998, a series of domestic
and international imbroglios struck a jarring note in an otherwise fair record
of economic growth (see Table 1.13).

The GDP growth rate during the Ninth Plan was anticipated to reach
a modest 6.2 per cent per annum despite an increase in private and public
savings and a current account deficit of approximately 1.7 per cent of the
GDP. Public investment as a whole was assessed to be approximately
33 per cent of the total investment in the economy substantially lesser than
45.2 per cent assumed during the Eighth Plan and approximately 34.3 per
cent as in the Eighth Plan was likely to be achieved. The standard of living
of the people as fixed by the growth in private consumption was assumed
to grow by 5.7 per cent per annum, which amounted to a growth in per
capita consumption of 4 per cent. This is based on the assumption that a
growth rate of population of 1.7 per cent over the plan period. This compared
favourably with the annual growth of 2.9 per cent and 3.5 per cent in per
capita consumption recorded during the seventh and the eighth Plan periods
and arose from the lower rate of population growth on one hand and more
availability of foreign and public savings to finance the required investment
on the other (see Table 1.4).

On the adverse side, the pattern of growth and employment elasticities
were such that the employment potential created in the baseline scenario
could be assumed to barely absorb the additions to the labour force during
the plan period. However, because of the increase in rate of infrastructure
investment, the conditions were assumed to have been created to facilitate
acceleration in the growth rate and, consequently, a sharp reduction in the
employment rate during the post-Plan period.

Table 1.3 Macro Parameters for the Ninth Plan (1997-2002)

(For the revised GDP growth of 6.5% per annum)

VIII Plan IX Plan Post Plan

1.  Domestic savings rate
 (% of GDP at market price) 23.8 26.1 27.2

2. Current account deficit
 (% of GDP at market price) 1.1 2.1 2.6

3.  Investment rate
 (% of GDP at market price) 24.9 28.2 29.8

4. ICOR 3.7 4.3 3.9

5.  GDP growth rate
(% per Annum) 6.8 6.5 7.7

6. Export growth rate
(% per Annum) 11.9 11.8 14.5

7. Import growth rate
 (% per Annum) 11.7 10.8 15.9
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Table 1.4 Macro-economic Aggregates for the Ninth Plan
 (` ’000 crore at 1996–97 prices)

VIII Plan 1996–97 2001–02 IX Plan

1. GDP at factor cost 5012.3 1149.2 1576.0 6902.5

2. GDP at market prices 5573.6 1277.0 1759.1 7694.0

3. Gross domestic savings 1337.9 334.0 477.4 2010.8
of which:

3a. Private 1255.6 309.7 434.0 1883.7

3b. Public 82.2 24.3 43.4 127.1

4. Total consumption 4242.1 956.8 1300.0 5761.2
of which:

4a. Private 3635.9 824.6 1112.7 4888.7

4b. Public 606.2 132.2 187.3 872.5

5. Gross capital formation 1398.7 348.5 495.2 2170.6
of which:

5a. Private 938.4 251.9 329.0 1444.4

5b. Public 460.3 96.6 166.2 726.2

6. Public borrowings 378.1 72.3 122.9 599.1

7. Current account deficit 60.8 14.4 17.9 159.8

8.  Exports 470.3 117.4 205.1 800.9

9.  Imports 505.0 132.2 221.0 936.1

Note: Public borrowings included the debt issued to the public both for financing public
investment (` 378.1 thousand crore during the Eighth Plan) and for sterilization of
foreign exchange inflows.

At 1996–1997 prices, the central government’s gross budgetary
support (GBS) to the Ninth Plan had been estimated at ` 3,74,000 crore,
including ` 1,70,018 crore of central aid to the states and union territories.
With the Ninth Plan resources of  central public sector units (CPSUs)
projected at ` 2,85,379 crore, the resources base available for the central
plan arrived at ` 4,89,361 crore. The Ninth Plan placed the central
government’s GBS at ` 3,16,286 crore or 84.6 per cent of the estimated
level. Central aid to states and union territories was determined at  ̀1,38,394
crore or 81.4 per cent of the projected level. With realization of CPSUs’
resources at ` 2,28,795 crore or 80.2 per cent of the projected level, the
resources available for the central plan worked out to 83.1 per cent of the
projected level or ` 4,06,687 crore at 1996-97 prices.

Projection and Realization of the Ninth-Plan Resources

The estimated pattern of funding the GBS reflected a significant deterioration
of non-debt contribution in relation to the Ninth Plan projections. The share
of balance from current revenues (BCR) in GBS witnessed a steep decline
to -49.6 per cent as against the projection of -0.7 per cent only. The
realized share of borrowings, therefore, needed to increase to 144.1 per
cent as against a projected share of 84.7 per cent to bridge the BCR gap.



50

Resources – A Persistent Constraint

The steep decline in BCR was caused by a stagnating level of revenue
receipts and a considerable growth in non-plan revenue expenditure (NPRE)
in relation to GDP. Net central revenues fell by 0.43 percentage points of
GDP from 9.23 per cent in 1996–1997 to 8.80 in 2001–2002. The tax
revenue (net) decreased by more than a percentage point from 6.85 per cent
in 1996–1997 to 5.80 per cent in 2001–2002. The decline in tax revenue
(net) could not be compensated by an increase of 0.69 percentage points in
non-tax revenue from 2.38 per cent to 3.07 per cent during the same time
period. As against a fall of 1.05 percentage points in tax revenue (net), the
gross tax revenue of the central government declined by 1.21 percentage
points from 9.41 per cent in 1996–1997 to 8.20 per cent in 2001–2002. This
meant that the effect of the decline in gross central tax revenues on central
finances was shared partly with the states (see Table 1.5).

Table 1.5 Ninth-Plan Resources of the Centre

(` crore at 1996–97 prices)

Projection Realization % Realization

1. Balance from current revenues –2.778 –1,56,790 –5,544.0
(–0.7) (–49.6)

2. Borrowings including net MCR 3,16,760 4,55,624 143.8

(84.7) (144.1)

3. Net inflow from abroad 60,018 17,452 29.1

(16.0) (5.5)

4.  Gross budgetary support to plan 3,74,000 3,16,286 84.6
(1+3) (100.0) (100.0)

5.  Central assistance to States and UTs –1,70,018 –1,38,394 81.4

(45.5) (43.8)

6. GBS for Central plan (4+5) 2,03,982 1,77,892 87.2

7.  Resources of public-sector enterprises 2,85,379 2,28,795 80.2

8. Resources for Central Plan (6+7) 4,89,361 4,06,687 83.1

Note: Figures in parentheses are percentages of Gross Budgetary Support.

Determining the gross central tax revenue in relation to GDP gave
way to concern regarding the following issues:

 Decline of the tax base as implied by insufficient coverage of the
service tax base

 Growth spurt in different types of tax exemptions and concessions

 Increased coverage of modified value-added tax (MODVAT)
without upward adjustment of tax rates

 Slackened approach of the tax administration leading to leakage
of revenue
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Non-Plan Revenue Expenditure

Non-plan revenue expenditure (NPRE) rapidly grew by 1.30 percentage
points of GDP from 9.3 per cent in 1996–1997 to 10.6 per cent in 2001–
2002. Table 1.6 presents a summary of the breakdown of the increase in
NPRE. The growth in pension and salary payments brought about by the
implementation of the Fifth Pay Commission’s recommendations led to an
increase of almost 40 per cent in NPRE. Along with the growth in subsidies
and other NPRE, comprising mainly defence, the massive decline of BCR
was the result of the stagnant revenue receipts of the central government.
Borrowings had to increase to cover the gap that consequently increased
the interest burden and led to a further raise in NPRE. This led to a still
sharper decline in BCR. In the Ninth Plan, increase in the interest payments
accounted for quarter of the total growth of NPRE.

The debt-servicing burden, as reflected by the percentage of interest
payments to revenue receipts, increased from 47.1 per cent in 1996–1997
to 50.5 per cent in 2001–2002, underlining the fragile sustainability of the
central government’s debt burden, which increased by almost 8 percentage
points from 49.4 to 57.5 per cent of GDP during the same period. The
gross fiscal deficit of the central government which caused this rose from
4.88 per cent of GDP in 1996-1997 to 5.76 per cent in 2001–2002, an
increase of 0.88 percentage points. Consequently, borrowing for funding the
GBS was 43.8 per cent above the projected level.

Table 1.6 NPRE and its Components of the Centre

 (As a percentage of GDP)

Items 1996–97 2001–02 Increase

1.  Interest 4.35 4.69 0.34

2.  Pension 0.37 0.64 0.27

3. Salary 0.48 0.76 0.28

4. Subsidies 1.13 1.33 0.20

5. Other NPRE 2.97 3.18 0.21

6. (Total) NPRE 9.30 10.60 1.30

The net inflow from abroad on government account deployed for
financing externally aided projects (EAP) was projected to contribute 16
per cent of the GBS in the Ninth Plan. However, its realization is 2.91 per
cent of the target, which reduces its realized share in plan resources to 5.5
per cent. The decline in net inflow from abroad has been attributed to
international sanctions (following the Pokhran nuclear tests) and inadequate
provision for counterpart funding of EAP projects through domestic resources.
Following the lower realization of the central government’s GBS, central aid
to the states and union territories plans also recorded a similar level of
achievement at approximately 81.4 per cent. Central assistance as percentage
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of GBS, which was estimated at 45.5 per cent, fell to 43.8 per cent. The
proportional impact of a shrinking GBS on the quantum of central aid was
clearly evident here.

The realized share of IEBR in the Ninth Plan was estimated at 56.3 per
cent, indicating by and large a similar decline as that of GBS. In absolute terms,
IEBR was realized at 80.2 per cent. Operational inefficiencies of the CPSUs
accounted considerably for a lower realization of internal resources (IR).

Postscript: If the realization of non-debt resources in relation to the projections
during the Ninth Plan is anything to go by, the task of raising non-debt resources
to the target level proposed in the Tenth Plan is quite difficult, although not
impossible. However, fiscal reforms in this regard assume much importance
and are most crucial to attaining the Tenth Plan targets. The 2006–2007 budget
has tried inter alia to do precisely that.

Check Your Progress - 6

1. What were the two major objectives of the First Five-Year Plan?

2. What does economic planning mean?

3. List four main objectives of economic planning in India.

4. What was the main focus of the Ninth Five-Year Plan?

Tenth Five-Year Plan (2002–2007)

The Approach Paper to the Tenth Five-Year Plan envisaged an accelerated
growth rate of the GDP (8 per cent) during the Tenth Five-Year Plan and
established specific monitorable targets covering economic, social and
environmental dimensions of development including poverty reduction,
universal primary education, literacy rate enhancement, slashing infant mortality
rates, while improving public health across a host of parameters such as
provision of safe drinking water to remote rural areas, controlling and
reversing the effects of pollution in rivers, increasing forest cover and curbing
the population growth. Many of these goals tie up with the World Health
Organization’s Millennium Development goals.

With agriculture as the major plank of the development strategy, the
Approach Paper looked at finding ways of encouraging growth sectors with
more scope for employment generation and dove-tailing programmes to
unleash development-related synergies, especially by means of promoting
rural entrepreneurship (in the absence of adequate employment avenues),
improving supply chain mechanisms, empowering rural local government
institutions and strengthening the existing infrastructure.   The emphasis
accorded to various sectors is highlighted as follows:
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 Agriculture: The backbone of the economy, agriculture contributes
25 per cent of GDP and provides employment to 69 per cent of
the population. India is the world’s largest milk and meat producer;
we have the largest population of buffaloes, and also the largest
area of land under irrigation. Yet, there are disturbing signs of
declining production trends, while the vast potential for export of
processed foods including organic farming products, and
horticultural and herbal produce, still lies more or less untapped.
The thrust of the Tenth Plan was to resolve these issues including
a greater focus on areas such as better land and water management,
development of the North-East with a view to harnessing its unique
potentials, infrastructural reforms such as those urgently needed in
the seed sector, overhauling outmoded land legislations and
marketing protocols, quality enhancement and better supply chain
management, empowering the actual producers by disabling
retrogressive factors such as mandis and middlemen, while
improving the flow of  bank credit to the sector.

 Irrigation: Over the six decades of Independence, land area
under irrigation has gone up steadily, from 22.6 million hectares in
1950–1951 to 44.0 million hectares in 1974, to 99.35 million
hectares of potential created in the Ninth Plan. This growth trend
needs to be accelerated by considering the issues from a national
perspective.

 Power: In 1950, the total installed capacity was only 2,301 MW,
which went up to 1,07,325 by March 1997. Under rural
electrification schemes, 5.09 out of 5.87 lakh villages have been
electrified—a level of 86.7 per cent electrification. But, with growth
of power and subsidies in the wake of WTO and globalization
trends, rising cost of power and other inputs supplied to the rural
sector will be sustainable only if greater production efficiency is
attained. Urgent steps are needed to bridge the widening gap
between demand and supply if the country is not to slip into a
dangerous situation of power starvation which will hamstring
developmental efforts.

 Education: If India is to assume its rightful place in the comity of
nations, giving a powerful fillip to education is of prime importance.
The National Policy on Education (1986) envisaged provision of
free and compulsory education to all children up to the age of
fourteen years by the turn of the twentieth century. universal access,
universal retention and universal education were the three pillars
of the Plan document as far as education was concerned, its focus
on adult education and providing primary education to future citizens
being the major planks of a policy to boost national literacy levels.
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Various problem areas were given additional emphasis in the Tenth
Plan, such as retention of school drop-outs, providing access to
minimum levels of learning, improving systemic effectiveness by
enhancing teacher motivation, skill levels, and making primary
education at the rural level accountable to Panchayati Raj and
other institutions of local government at the grassroot level.

Major initiatives have been taken for qualitative and quantitative
improvement of primary education such as Operation Blackboard, non-
formal education programme, teachers’ education, District Primary Education
Programme, minimum levels of learning, nutritional support to children in
primary schools by way of mid-day meals, and enhanced induction of
students at the level of primary education. With the aim of achieving the
Universalization of Elementary Education (UEE) goals, the Sarva Shiksha
Abhiyan (SSA) launched towards the end of the Ninth Plan now looks
promising with its aim of forever altering the face of primary education in the
country with benefits of primary education to all children between six and
fourteen years of age by the year 2010, the idea being to generate quality
primary education in a phased manner, self-managed at the community level
and driven by the need to neutralize discriminating disparities, especially
those relating to the girl child, category of backward citizens and the disabled
and disadvantaged children.

Over the years, the statistics relating to UEE programmes have shown
an encouraging upward trend. The number of primary schools has gone up
from 2.10 lakh in 1950–1951 to 6.41 lakh in 1999–2000, while upper
primary schools have increased from 0.13 in 1950–1951 to 1.98 lakh in
1999–2000. The GER (Gross Enrolment Ratio) has risen from 42.6 per
cent in 1950–1951 to 94.90 per cent in 1999–2000. Similarly, drop-out
rates are also showing a declining trend.

Under adult education, the Total Literacy Campaign (TLC) is the
principal strategy adopted by the National Literacy Mission (NLM) for the
eradication of illiteracy in the country. The NLM aims at providing functional
literacy to all persons in the age group 14–35 years; more than 561 (out
of a total of 588 districts in the country) districts are covered under the
programme, over a crore of volunteers have been mobilized, and 9.153
crore people have been made literate by the end of December 2000, under
the programme. As a result, the percentage of literacy has increased from
52.21 in 1991 to 65.38 per cent in 2001. Perhaps, more importantly, the
female literacy rate, has gone up from 39.29 in 1991 to 54.16 in 2001, a
major achievement.

Higher institutions of learning number over 273 including universities/
deemed universities, and 12,300 colleges, with the Ninth Plan period
witnessing the emergence of specialized universities devoted to science and
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technology, and health sciences. There has been considerable emphasis
during this time period on a unified approach to higher education, with
special attention to relevance, quality, promotion of value education and
strengthening systems. The Ninth Plan saw a phenomenal raise in the number
of institutions for technical management education. While in 1947, there
were only forty-six engineering colleges and fifty-six polytechnics with an
annual intake of 6,240 students, the number of AICTE-approved institutions
has risen to more than 4,791 with an annual intake of 6,77,728 students in
2001–2002. Moreover, there are over a thousand institutions imparting
management education, led by the premium Indian Institutes of Management
at six places (Ahmedabad, Bangalore, Indore, Kolkata, Lucknow and
Mumbai), apart from several other premier institutions that have earned a
redoubtable name for themselves in the region.

 Industry: The Industry and Mineral Sector Plan is guided by the
Approach Paper to the Tenth Five-Year Plan. The period 2001–
02 witnessed a slight retardation in the rate of industrial growth.
By 2005, however, the rate of growth had picked up appreciably.
In order to capitalize on the energized economic environment
ushered in with the beginning of the era of liberalization of the
economy from 1991 onwards certain steps were taken for
reduction of procedural bottlenecks, export promotion,
infrastructural improvements, disinvestments leading to
Government’s phased pull-out of the business arena leaving it
more free to outperform its role of governance also for attracting
FDI (Foreign Direct Investment) with booming stock markets,
rapid influx of multinational companies, a host of foreign M&As
(mergers and acquisitions) and many sectors such as
pharmaceuticals, information technology, telecom, air transport,
automobiles, textiles, retail, real estate, metals and commodities
exhibiting rapid growth, the industrial sector is on a high growth
trajectory. The recent diplomatic initiatives with the US have
opened a new chapter in India’s development, with vast implications
in terms of nuclear energy and defence cooperation between the
two countries.

 Local self-government: After the 73rd constitutional amendment
empowering Panchayati Raj Institutions (PRIs), a healthy trend
towards decentralization of governance has been set in motion.
According to Article 243(G), PRIs have been empowered by the
state governments to function as effective instruments of local self-
government. All the states (barring Arunachal Pradesh and
Chandigarh) have set up State Financial Commissions that will
oversee the devolution of delegation of authority to the PRIs
regarding collection of revenue for apportionment between them
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and the state governments, and allocation of budgetary resources
to them. A detailed procedure for establishing the machinery for
carrying out the objectives of this devolution of authority to
grassroots level has been laid down, which is expected to improve
the quality of life and more involvement of the people with the
controlling factors of their economic and social development. This
would include making primary educational and health facilities
accountable which were hitherto reporting to the district
administration. This would generate better response to local needs
and priorities. Gram Sabhas – created under Article 242(A) and
vested with powers and duties analogous to State legislatures –
would oversee the functioning of Panchayats, mobilize human
and other resources for community development and welfare
programmes initiated by them, all pointing to the rapid emergence
of Gram Sabhas as the bedrock of democratic traditions in the
country.

 Programme implementation: The Ministry of Statistics and
Programme Implementation was entrusted with the task of
monitoring the progress of implementation of the progress of the
Plan, regarding the eleven key industrial sectors, viz., power, steel,
coal, railways, ports, telecommunications, fertilizers, cement,
petroleum, roads and civil aviation, for review by the Cabinet and
the PMO.

 Monitoring the twenty-point programme implementation:
Poverty alleviation and improving the lot of the poor and
downtrodden are important objectives of the planning process.
The twenty-point prgramme or TPP is a high-profile package of
programmes relating to bringing about significant progress under
various heads such as poverty alleviation, employment generation,
education and health. Begun in 1975, the package has been
restructured over the years, notably in 1982 and 1986 to bring it
closer to the popular aspirations and economic realities.

Some of the TPP schemes such as family welfare programmes are
funded entirely by the Central Government, while other programmes like the
Swaranajayanti Gram Swarojgar Yojana and Indira Awaas Yojana are
financed jointly by the states and the Centre. Annual targets are set in
consultation with the states, with careful monitoring: fifty-four items are
under evaluatory criteria, but sixty-five items can be specifically monitored
according to physical targets, with the banking system playing a leading role
in extending loans to beneficiaries identified under the schemes, with the
outlays monitorable under the head of priority-sector lending, at various
points including the district consultative committee (DCC) and banking
department level.
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Eleventh Plan (2007–2012)

The Eleventh Five-Yearplan (2007–2012) aims at achieving a new vision-
based growth of the country. It aims at reducing poverty and focuses on
bridging the countless gaps that continue to divide our society, and hence,
the country. Its prime objective is to bring the national economy on a
sustainable growth with a growth rate of approximately 10 per cent by
2012.

The following are the sector-wise objectives of the Eleventh Plan:

 Income and poverty: Income generation for eradicating poverty
has been a primary concern of policy makers in India since
Independence. The Eleventh Plan also makes it one of its primary
focuses. The Plan announces that gross domestic product will be
increased from 8 to 10 per cent. The agricultural gross domestic
product growth rate will be increased to 4 per cent annually. The
plan announces that 70 million new jobs will be created during the
Plan period. With regard to employment generation, the Plan aims
at bringing down educated unemployment by 5 per cent. For
untrained and unskilled labourers, the real wage rate will be increased
by 20 per cent.

 Education: The Eleventh Plan reiterates that a high literacy rate
is essential for the overall development of Indian society. In view
of this, it has made some important declarations to enhance the
level of literacy in the country. Important among these are: The
plan will ensure that dropout rates in elementary schools are brought
down to 20 per cent by 2011–2012. If implemented, this will go
a long way in raising the literacy level.The plan aims at increasing
literacy rate to 85 per cent in the plan period. This will bring India
to the level of some developed countries. In India, there exists a
big male – female divide in education, as in so many other spheres.
So the plan declares that the gender gap in literacy will be lowered
by 10 percentage points during 2007–2012.

 Health: Bringing improvement in health care system is an important
thrust area of the Eleventh Plan. The Plan focuses on decreasing
the infant mortality rate, maternal mortality rate and total fertility
rate. It has announced that clean drinking water will be provided
to all in the country by 2009. Its objective is to to reduce
malnutrition among children by 50 per cent as well as reduce the
widespread anaemia in the country.

 Women and children: Women and children are the most neglected
segments in the Indian society, especially among the lower
strata.The country can never witness real progress as long as
these segments remain backward and neglected. In view of this,
the Eleventh Plan aims at raising the sex ratio for the age group
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0–6 years to 935. The Plan has declared that at least 33 per cent
beneficiaries of all government schemes in the country have to be
women and girl children.

 Infrastructure: Infrastructure development is the key to
development in a country. So, development of roads, electrification,
laying of telephone lines and provision of homesteads are some of
the central objectives of the Eleventh Plan. The Plan has declared
that by 2009, the entire rural area of the country will have electricity.
There would be round-the-clock power supply. All areas having
population of 1,000 and above will have all-weather road
connections by 2009. All villages in the country will have telephone
connections by 2012. Moreover, the plan aims at providing all the
needy  with homestead sites.

 Environment: With regard to environmental upgradation, the
primary objectives of the Eleventh Plan are: five percentage
enhancement in forest area in the country; and World Health
Organization (WHO) standards for air quality in all major urban
areas to be attained by 2011–2012.

Twelfth Plan (2012-2017)

The Twelfth Plan period presents both challenges and opportunities. The
Plan commenced at a time when the global economy was going through a
second financial crisis, precipitated by the sovereign debt problems of the
Eurozone which erupted in the last year of the Eleventh Plan. The crisis
affected all countries including India.

Our growth slowed down to 6.2 per cent in 2011-12 and the
deceleration continued into the first year of the Twelfth Plan, when the
economy is estimated to have grown by only 5 per cent. This poses an
immediate challenge of bringing the economy back to a higher growth path.
Short term downturns occur in all economies. They do not necessarily
indicate an erosion of longer term potential, but they do call for urgent
corrective action. The emphasis of the Twelfth Plan was to bring the economy
back to rapid growth while ensuring that the growth is both inclusive and
sustainable. The Twelfth Plan, therefore, proposed a two pronged strategy
focusing initially on the need to bring the macro economic imbalances under
control and to reverse the slow down, while also pushing for structural
reforms in many areas that are critical for maintaining medium term growth.

The Twelfth Plan has set a target of 8 percent growth over the five
year period 2012-13 to 2016-17. The Plan document makes it amply clear
that a return to high growth will not come from following a business as usual
approach. It will require policy action on many fronts, by both the central
and the state governments. The Plan provides a detailed outline of the key
steps needed in each area.
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Health

Health is another critical dimension of human capability, which needs much
greater attention in the Twelfth Plan. At present, less than 30 per cent of
outpatient and less than half of inpatient health care capacity of the country
is in the public sector, and the majority of the population relies on private
health care provision which often imposes a heavy financial burden. It is,
therefore, essential to expand public sector capacity in health care especially
in the rural areas. The NRHM, launched during the Tenth Plan, made an
important start in expanding health care facilities in rural areas. While additional
infrastructure has been created, there are large shortages of personnel,
especially specialists in rural health facilities, reflecting the fact that trained
human resources in health are in short supply and it takes many years to set
up new medical colleges to train the required number of doctors.

Education

The absolute numbers of children who are out of school remains large.
Though there is no doubt that access to education is now more or less
universalized, the focus of the Twelfth Plan is to bring down the number of
uneducated children and dropouts. The Twelfth Plan will also confront the
greater challenge of improving the quality of school education. This means
extensive and improved teacher training, upgrading curriculum and enforcing
of accountability in teachers’ attendance. As increasing number of children
finish elementary school, there will be need to expand capacity in secondary
and higher secondary schools. Envisaging universalisation of secondary
education by 2017 should be a priority in the Twelfth Plan.

Sanitation

Sanitation and clean drinking water are critical determinants of health and
are complementary to each other. Without proper sanitation, the incidence
of diarrhoeal diseases due to contaminated drinking water will not come
down, and without adequate water supply, improved sanitation is generally
not possible. It is, therefore, necessary to adopt a habitation approach to
sanitation and to institutionalize the integration of water supply with sanitation
in each habitation. The problem of sanitation in urban areas is also very
serious since almost all our cities, including even the State capitals and
major metros, have a large percentage of the population (45 per cent in
Delhi) not connected to the sewer system. Urban development must give
top priority to planning for water, toilets and sewerage as an integrated
whole taking into account the likely expansion of the urban population.

Agriculture

A weakness in the economic performance thus far is that growth in the farm
sector (agriculture and allied activities), though better than in the Tenth Plan,
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remains short of the 4.0 per cent Plan target. The farm sector has grown
at an average rate of around 3.2 per cent during the first four years of the
Eleventh Plan and assuming conditions remain favourable in 2011, the average
farm sector growth in the Eleventh Plan period may be a little over 3.0 per
cent. This is a marked improvement from the average growth of about 2.0
per cent during the Tenth Plan period. Still, with half of our population
dependent on agriculture and allied activities, we need faster farm sector
growth to benefit poor farmers, many of whom are women. The below
target growth in this sector is one of the reasons for increase in food prices
over the last two years. Global development experience, especially from the
BRIC countries, reveals that one per centage point growth in agriculture is
at least two to three times more effective in reducing poverty than the same
magnitude of growth emanating from non-agriculture sector. Since agriculture
is a State subject, the Centre will have to work hand in hand with the States
to bring coherence in policies and strategies. Overall investment in agriculture,
which had dipped to less than 10.0 per cent of agri-GDP in 2002-03 has
been substantially raised and today stands at more than 21.0 per cent of
agri-GDP. Higher levels of investments in agriculture, both by the public and
private sector can yield much better results if the reforms are undertaken to
streamline not only the incentive structures for the farmers, but also the
institutional framework in which agriculture and related activities take place.

1.4.4 Evaluation: Achievements and Failures of the Planning
Exercise

The achievements and failures of the Five–Year Plans of India have been
discussed  as follows:

Development gains: The following are the major development gains
of the Five-Year Plans of India:

(i) Growth in national and per capita income: The growth in
national income in the thirty years of planning was considerably
higher than that recorded in the fifty years preceding
Independence. So, the growth makes a significant break from
the virtual stagnation of the pre-Independence years. The per
capita income also recorded an increase, but the rate of increase
was not at all adequate (annual rate of increase being 1.3 per
cent).

(ii) Agricultural prosperity: The thirty years of planning have
brought about some radical changes in the long-neglected
agricultural sector. These measures are: extensive land reforms,
fixation of land ceilings, redistribution of surplus lands among the
landless farmers, high-yielding variety seeds, use of chemical
fertilizers, provision of larger volume of agricultural credit, etc.
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The Green Revolution has helped to reduce considerably the
serious food crisis which gripped the country in the first three
plans. The output of foodgrains which was only 54 million tonnes
in 1950-1951 reached the record level of about 125 million
tonnes in 1977–1978. A large number of irrigational dams such
as Bhakra-Nangal Project and Damodar Valley Project and
Hirakud Dam were constructed to increase irrigational facility
and generate electricity.

(iii) Growth of infrastructure and basic industries: The economy
has made considerable progress in the development of
infrastructure and basic industries. The basic requirements of
economic growth such as water and power potential, rail and
road network, science and technology are now increasingly
available and progressively utilized for development of the
economy.

In industries, particularly in basic industries, the country has
made substantial progress. Industrial production has more than
trebled, and the output of certain basic industries like steel and
aluminium has increased considerably. The country now produces
a wide range of products from simple consumer goods to a
large variety of equipment. There has been virtual self-sufficiency
in equipment needed for railways, road transportation and
communications. Machinery required by traditional industries
like sugar, textile and cement is now manufactured within the
country. In fact, there has been about a fifteen-fold increase in
the output of industrial machinery. Such a phenomenal
development in the sphere of industries has been possible due
to the rapid expansion of the public sector in the last thirty
years.

(iv) Development in education and social services: Another area
in which the country has made impressive gains is in the expansion
of educational facilities and social services like public health and
sanitation measures. Between 1951 and 1971, the literacy rate
rose from 16.6 per cent to 29.4 per cent. Educational and
research facilities have increased considerably. There has also
been a vast improvement in the provision of health facilities in
the last four decades.

(v) Increase in savings and investment: Savings and investments
have made considerable progress during the plan period.
Domestic savings increased from about 5 per cent in 1950–
1951 to 15 per cent in 1997–1998. Similarly, the gross
investment rose from about 7 per cent to 17.1 per cent during
the period. Such an impressive achievement was possible due
to larger savings and greater thrust on capital formation.
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(vi) Other development gains: Some other important gains were:

(a) Greater efforts to increase rural development through
community development projects, national extension
services, integrated rural development programmes, food-
for-work programmes, rural industries project, etc.

(b) Reorientation of the foreign trade structure through import
restriction and substitution, export promotion and growth
of the economy.

(c) Progressive nationalization of vital sectors like coal-mining,
insurance and banking for building up a socialistic pattern
of society and for curbing monopolies.

But, the progress acheived so far is not yet satisfactory, as a vast
majority of our people still live in extreme poverty and the country has failed
to solve the problems of food, population explosion, mounting unemployment,
acute power crisis, persistant rise in prices, etc.

Failures

Although the Indian Plans have made some outstanding development gains
in the last forty years, one should not overlook some of the serious
shortcomings and failures of that period. Some of these failures have already
generated a feeling of pessimism and disillusionment among a large section
of people. Some of these shortcomings are outlined as follows:

(a) Poverty not yet alleviated: Removal of poverty has consistently
been one of the major objectives of the Five-Year Plans, yet
several studies (e.g., estimates of Ojha, Dandekar and Rath,
etc.) have indicated that the population below the poverty line
(290 million persons in 1997–1998 as against Ojha’s estimate
of 190 million persons in 1960–1961) has increased
considerably. The Planning Commission itself has recognized
this continuing abject poverty. In the Draft Fifth Plan it has
remarked, economic development during the two decades since
the inception of planning has resulted in a sizeable increase in
average per capita income—yet large numbers have remained
poor.

In the Draft Sixth Plan the Planning Commission remarks, ‘In
the course of twenty-five years of planned development, the
country is not yet anywhere within sight of eradication of abject
poverty’. It indicates that the strategy and measures adopted
under the Plans for the alleviation of poverty were faulty and
inappropriate.

(b) Socialistic ideas not yet fully realized: One of the basic
aims of the Indian Plans is the establishment of a socialistic
pattern of society. The expansion of the public sector, land
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reforms benefitting landless and marginal farmers, social justice,
redistributive measures, nationalization of vital sectors, etc., have
been adopted under the Plans’ socialistic ideals. However, these
ideals have remained more or less to realize tall ideas in the
government’s pronouncements, as most of the socialistic measures
have practically failed to realize their respective objectives.

(c) Persistent inflationary pressures: The plans have althogether
failed to check the serious inflationary pressures in the economy
during the plan period. While the prices rose by 35 per cent
during the Third-Plan period, they soared to 54 per cent during
the Fourth-Plan period. The rise in prices still continued at 9.5
per cent increase in 1978–1979. These inflationary pressures
contributed to social and political tensions and have practically
shattered the confidence of the people in the planning process.

(d) Mounting unemployment and failure in manpower
utilization: The development plans have failed to arrest the
increasing incidence of unemployment. Although considerable
attention has been paid to the problem of unemployment right
from the beginning, yet the plans fail to provide the growing
numbers with jobs. Despite the creation of jobs in every Five-
Year Plan, unemployment at the end of each Plan becomes
larger than it was at the beginning. The Planning Commission
remarks in the Sixth Plan that employment generation has not
kept pace with the growth of the labour force and that
unemployment, especially in the form of rural underemployment,
has been increasing rather than decreasing.

(e) Inappropriate plan strategies: The development strategies
adopted in our plans are not appropriate for the purposes for
which they have been adopted. Professor Jagdish Bhagwati has
shown that the structure of our economic policies (for
industrialization, self-reliance, socialistic society, etc.) in the last
two decades of planned development was founded on several
premises. But experience has shown that these premises have
been either misguided or inadequate or unrealistic within our
political framework.

In such situations, a restructuring of our policy framework is
called for.

(f) Gap between plan projections and actual achievements:
In the 1978–1983 draft plan, it has been said that the successive
plans have assumed higher levels of investment and savings in
real terms and consequently a much higher rate of growth than
was warranted by objective considerations. As a result, the gap
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between actual achievements and plan projections in all the
sectors (such as in agriculture and industry, and so on) of the
economy is constantly growing. This has led to a loss of credibility
to the planning process.

(g) Lack of fexibility and adjustability: The plan in the past
could not adequately take into account the year-to-year
fluctuations in agricultural output. Besides, there had not been
any machinery for adjustment of plans to unforeseen external
events, as a result of which the third, fourth and fifth plans were
disrupted by inflationary crises. The unplanned cuts in
development outlay resulted in distortions of plan priorities.
Besides, the previous planning process (i.e., process prior to
the rolling plan technique) provided for one mid-term appraisal
only. But, such an appraisal was not adequate to introduce
necessary changes and adjustments in plans.

(h) Bureaucracy and administrative constraints:  The
development plans in India suffer due to administrative
bureaucracy. The bureaucratic administrative machinery
sometimes creates difficulties in the proper implementation of
development programmes. Besides, the administrative structure
of the Planning Commission and the working of the feudal system
has slackened the implementation of plan policies and
programmes. The Planning Commission is merely an advisory
committee and recommends the Plan to the Central Government,
which in turn, transmits to the states for its execution at state
and local government levels. This dichotomy in plan formulation,
and its execution by numerous administrative units at state and
local levels, stands in the way of implementation.

Some of these shortcomings have been, however, removed with the
adoption of the new planning strategy which became effective from April
1978. The removal of other defects (or of the crisis of Indian Planning) calls
for drastic and bold steps towards the elimination of these serious hurdles
which continue to stand in the way of India’s economic development.

1.4.5 Trends in Industrial Production

Industrial development during the plan period can be divided into the following
four phases:

Phase I (1951–56) building strong industrial base: This phase
laid the base for all future industrial developments. The Second Plan, which
is  based on the Mahalanobis model, laid emphasis on the development of
basic industries and capital goods industries. Accordingly, substantial
investments were made in industries like heavy engineering, iron and steel
and machine-building industries. The same pattern of investment was
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continued in the Third Plan as well. As a result, there occurred a significant
acceleration in the compound growth rate of industrial production over the
first three plan periods up to 1965 from 5.7 per cent in the First Plan, 7.2
per cent in the Second Plan and 9.0 per cent in the Third Plan. The rate
of growth of the capital goods industries shot up from 9.8 per cent per
annum in the First Plan to 13.1 per cent per annum in the Second Plan and
further to 19.6 per cent per annum in the Third Plan.

Phase II (1965–80) industrial deceleration and structural
retrogression: The period from 1965 to 1976 was marked by a sharp
deceleration in industrial growth. The rate of growth fell sharply from 9.0
per cent per annum during the Third Plan to a mere 4.1 per cent per annum
the period between 1965 and 1976. The last year of Phase II, i.e., 1979–
1980, recorded negative growth of industrial production of 1.6 per cent
over the preceding year.

During Phase II, several causes were cited for the phenomenon of
deceleration and retrogression in the industrial sector. The government
expressed the view that exogenous factors such as the 1965 and 1971
wars, drought conditions in some years, oil crisis of 1973, infrastructural
constraints and bottlenecks were responsible for the slowdown in growth.
K.N. Raj argued that slow growth in the agricultural sector accounted for
the slowdown of industrial growth by restricting the supply of raw materials
on the one hand, and by constraining the demand for industrial goods on the
other. T.N. Srinivasan argued that there was a considerable slackening of
real investment in Phase II, particularly in the public sector and this brought
down the rate of growth in the industrial sector. Some economists like
Jagdish Bhagawati blamed the wrong industrial policies, complex bureaucratic
system of licensing and irrational and inefficient system of controls for industrial
deceleration.

Phase III (1981–1991) period of industrial recovery: The 1980s
can broadly be termed as a period of industrial recovery. The rate of
industrial growth was 6.4 per cent per annum during 1981–1985, 8.5 per
cent per annum during the Seventh Plan and 8.3 per cent in 1990–1991.
This is a marked upturn from growth rates of around 4 per cent achieved
during the latter half of the 1960s and 1970s.

The main causes of industrial recovery during the 1980s are as follows:

1. New industrial policy and liberal fiscal regime: One of the
most important causes of industrial recovery during the 1980s
was the opening up of industrial and trade policies by the
government. The most important changes were the attempt to
bring down the domestic barriers to entry and expansion, to
introduce competition in domestic industry, to simplify the
procedures and provide easier access to improved technology
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and intermediate material imports, as well as more flexibility in
the use of installed capacity with a view to enabling easier
supply in response to changing demand conditions. The important
features of the liberal fiscal regime were (i) the maintenance of
high budgetary deficits every year, (ii) resorting to massive
borrowing, often at high interest rates and (iii) encouraging
dissaving.

2. Contribution of the agricultural sector: Increased prosperity
of large farmers in certain regions of the country helped to
increase additional demand for industrial goods. The rural sector’s
demand for non-agricultural consumer products rose considerably
from 35 per cent in 1967–1968 to 47 per cent in 1983.

3. Growth of service sector: There was a significant increase in
government expenditure on all services in the 1980s. The
consumption pattern of the service class is less food-intensive
and more oriented towards durable consumer goods. Therefore,
the consumption pattern of effective demand in the 1980s changed
in favour of consumer durable goods.

4. The infrastructure factor: There was a market resurgence in
infrastructure investment in the 1980s. As against only 4.2 per
cent per annum increase in infrastructure investment during 1965–
1966 to 1975–1976, the increase was as high as 9.7 per cent
per annum during 1979–1980 to 1984–1985. Infrastructure
investment rose further by 16.0 per cent in 1985–1986 and
18.3 per cent in 1986–1987.

Phase IV (1991–92 onwards): This phase heralded a new era of
economic liberalization. The most important liberalization measures planned
to affect industrial sector performances were large-scale reduction in the
scope of industrial licensing, reductions in areas exclusively reserved for the
public sector, simplification of procedural rules, disinvestment of equity of
selected public sector undertakings, liberalization of trade and exchange rate
policies, enhancing the limit of foreign equity participation in domestic industrial
undertakings, reduction of customs and excise duties and personal and
corporate income tax.

The rate of growth of industrial production which was 7.8 per cent
per annum during the pre-reform decade fell to 6.0 per cent per annum
during the post-reform decade. This disappointing performance is basically
due to a steep fall in the rate of growth of the capital goods sector as well
as the basic goods sector.

The average annual rate of growth of the industrial sector in the
Eighth Plan was 7.4 per cent per annum—the same as the targeted rate of
growth.
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An important reason for the slowdown of industrial growth in the
recent past has been the slowdown in investment. It is a fact that capital
formation in the public and private sectors provides a stimulus for industrial
growth in the form of both the direct demand that such expenditures involve
and the indirect demand resulting from income generation by investments.
However, as a result of the adoption of the macroeconomic adjustment
programme of the International Monetary Fund (IMF) in 1991, the
Government of India was forced to cut down public expenditure drastically.
Since public investment and private investment complemen teach other, a
reduction in the rate of growth of public investment had a depressing effect
on private investment as well.

The most important reason for unsatisfactory performance of the
industrial sector has been the deteriorating state of infrastructure. Industrial
production has suffered not only on account of inadequate availability of
infrastructure like power and transporation bottlenecks, but also due to
poor quality of infrastructure. All these factors added to the real costs of
manufacture, and thus, adversely affected the competitiveness of domestic
industry. The addition to power capacity in the Eighth Plan was less than in
the Seventh Plan, even in absolute terms. The performance of the industrial
sector in 1998–1999 was particularly disappointing with the rate of growth
in this sector being just 41 per cent. The factors responsible for poor
industrial growth are listed in the Economic Survey under two heads—
domestic and—external.

The domestic factors are the following:

(i) The decline in agricultural production in 1997–1998 affected
rural income, which directly resulted in lowering the demand for
certain industrial products,

(ii) Capital markets have remained depressed for the past couple of
years, drying up sources of investment funds for industry,

(iii) Larger enterprises have been in a better position to access
funds. However, some of these units have utilized the resources
largely in mergers and acquisitions, rather than additional capacity
creation and

(iv) Deficiencies in infrastructure services.

The external factors are the following:

(i) Export growth has been sluggish since 1996–1997 and the low
demand for exports has adversely affected industrial production;

(ii) Although the Indian rupee has depreciated somewhat since
August 1997, there has been much greater depreciation in East
Asian currencies following the East Asian crisis in mid-1997.
This higher depreciation has eroded the competitiveness of Indian
products overseas by making them more expensive; and
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(iii) Several industries like steel, chemicals and electronic components
have been subject to competitive pressures from imports.

Prospects: As a founder-member of the World Trade Organization,
India has withdrawn all quantitative restrictions on imports. This is bound to
result in intense competition with imports in the coming years, forcing a
number of industrial units to close down. The pressure of competition will
be particularly harsh on many small-scale units as they simply cannot
withstand competition from resource-rich and technologically advanced
multinational companies (MNCs). In fact, even our large private-sector
companies are just pygmies compared to MNCs and many of them fear
competition is going to be tough. As far as the basic goods and capital
goods industries are concerned, they might receive a setback, as the end-
use industries will not have full access to cheaper imports. Challenges will
not be easy for the end-use industries either because they have to compete
with foreign goods on both price and quality fronts. In fact, some consumer
goods industries are already feeling the heat of cheaper imports from Chinese
goods in the Indian market.

1.4.6 Problems of Industrial Development

1. Gaps between targets and achievements: Except during the 1980s
when targets of overall growth in the industrial sector were achieved,
in the entire earlier period of planning, achievements were below the
targets. It has been estimated that the average shortfall in industrial
achievements has been about 20 per cent in each plan period. The
average industrial growth rate achieved over thirty-five to forty years
has been about 6.2 per cent relative to the projected average of
about 8.0 per cent.

2. Underutilization of capacity: A large number of industries suffer
from substantial underutilization of capacity. Though estimates vary, it
can be safely assumed that the average level of utilization, in a number
of industries in India fluctuates around 50 to 60 per cent.

3. Growth of regional imbalances: Industrial development in India
has remained concentrated in a few states, while other states continue
to lag far behind. Though substantial investments in the public sector
were made in the relatively backward states of Odisha, MP and
Bihar, the expected trickle-down effect were in no way evident and
large tracts of these states remained untouched by planning. Schemes
for developing backward areas were no more successful.

4. Industrial sickness: At the end of March 1999, there were 3.09
lakh sick industrial units with an outstanding bank credit of ` 19,464
crore.



69

Check Your Progress - 7

1. What initiatives were taken in the field of education in the Tenth Five
Year Plan?

2. Which amendment empowered the Panchayati Raj institutions?

3. With regards to environment what was the primary objective of the
Eleventh Five Year Plan?

1.5 Let Us Sum Up

 The environment refers to the sum of all factors—economic, political,
social and cultural—that are beyond the purview of business entities
and their management and external to their span of control.

 The business environment is part of the macro-context while the
business firm comprises the micro-unit. In other words, the
environmental factors are a situation within which the firm functions.

 The environmental factors are numerous and complex. Some of these
factors are static while others are dynamic. The environmental factors
usually differ from country to the other.

 A business cannot function within a vacuum; like any other organic
entity, it is in constant touch with—and is duly impacted by—its
environment. Its immediate environment may be said to be composed
of micro-components such as its suppliers, customers, competitors,
the workforce, the working climate and regulatory agencies.

 The micro environment comprises those forces in the immediate vicinity
of an organization that influence its functioning. It is this proximity that
makes them so potent in their impact.

 Extending far beyond the boundaries of the firm’s internal and
immediate exterior environments, the larger macro environment includes
a host of forces and influences that have a powerful impact on policies
and strategies needed to contend with.

 The economic framework within which the firm functions plays a
crucial role in its efforts to thrive and grow and beat its competitors.
Since business is fundamentally an economic activity, the economic
environment, both within the country as well as beyond its national
frontiers will have a definite influence on its fortunes.

 The economic and political systems of a country are mutually
dependent, one reflecting the ideologies of the other. India is a sovereign
democratic state operating through a two-party parliamentary system
of government modelled on the British pattern, majority rule being the
basic tenet thereof.
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 A society’s heritage is its cultural values and belief systems which play
a vital role in all decisions concerning the way social life is organized,
and which subtly impose norms that encourage acceptable individual
and group behaviour.

 A capitalist economy is an economy where the laws of demand and
supply operate freely. The capitalist system is one which is
characterized by private ownership of the means of production,
individual decision-making and the use of market-mechanism to carry
out the decisions of individual participants and facilitate the flow of
goods and services in markets.

 Socialism is generally understood as an economic system, where the
means of production are either owned or controlled by the state and
where the resource allocation, investment pattern, consumption, income
distribution, etc., are directed and regulated by the state.

 A mixed economy is the outcome of compromise between two
diametrically opposite schools of thought — one that champions the
cause of laissez-faire capitalism and the other that espouses the cause
of socialization of all means of production.

 The economy of India is said to be the twelfth largest in the world
on the basis of market exchange rates. India’s mixed economy is a
blend of the features of a capitalist market economy as well as a
socialist command economy.

 India’s economy is a mixed economy in which both the public and the
private enterprises would work side by side. It is a compromise
between private capitalism and state socialism.

 Public enterprises include all industrial activities of the government
like commercial or public industrial enterprises.

 Planning in the economic sphere is the most important development
of modern age. Today unlike in the 1930s, planning in the economic
sphere has the same significance as God in the spiritual sphere.

 In a developing economy, socio-economic problems can hardly be
solved within the framework of an unplanned economy. Planning is
required to remove these maladies.

 The major objectives of planning are to achieve a high rate of economic
growth. The major choice areas revolve around the volume of
investment, the allocation of investment and the choice of techniques
in production.

1.6 Key Words

 Micro-environment: Those forces in the immediate vicinity of an
organization that influence its functioning.
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 Macro-environment: The environment extending far beyond the
boundaries of the firm’s internal and immediately external environments.

 Capitalist economy: An economy characterized by private ownership
of the means of production, free operation of the factors of demand
and supply and individual decision-making to facilitate the flow of
goods and services in the market.

 Socialism: An economic system, where the means of production are
either owned or controlled by the state and where the resource
allocation, investment pattern, consumption, income distribution, etc.,
are directed and regulated by the state.

 Joint sector: A form of partnership between the private sector and
the government.

 Cooperative sector: A system of coming together of people of small
means to face cut-throat market competition by organizing themselves
into cooperatives.

 Privatization: A process of involving the private sector in the
ownership or operation of a state-owned or public sector undertaking.

 Economic planning: Making of major economic decisions – with
regard to what and how things are to be produced and to whom they
are to be allocated—by the determinate authority.

1.7 Terminal Questions

Short-Answer Questions

1. List the characteristics of a socialist economy.

2. Briefly give the rationale for the functioning of the public sector.

3. What are the features of the joint sector?

4. What were the objectives of the first two Five-Year Plans?

5. Why are private enterprises more profitable than public enterprises?

6. What hindered the growth of the private sector in India?

Long-Answer questions

1. What are the key components of business environment? Discuss in
detail.

2. Analyse the features of the Indian business environment.

3. What are the various factors that favoured the growth of private
enterprise in India?

4. Describe the objectives and strategies of planning in India.

5. Evaluate the achievements and failures of the Five-Year Plans of India.
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1.9 Model Answers to ‘Check Your Progress’

Check Your Progress-1

1. When the business environment is influenced by market forces like
demand, supply or competition, it is referred to as market environment.

2. The economic environment is shaped by the monetary policies, tax
policies, economic policies and industrial policies of the country.

3. The micro environment consists of the forces in the immediate vicinity
of an organization that influence its functioning.

4. There are two techniques of scanning business environment, which
are as follows:

(i) Identifying the particular environment and then finding out the
elements of such an environment and analysing them.

(ii) Changing the decision-making process of the firm.
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Check Your Progress-2

1. The key determinants of macro environment are broader economic,
social, demographic, political, legal and technological factors within
which a company or industry is placed.

2. The major factors involved in environmentally-friendly business
operations can be grouped as follows:

(i) Natural resources and special features of the environment

(ii) Climatic conditions and weather patterns

(iii) Topographic variations

(iv) Locational factors

(v) Infrastructural factors, such as roads, ports, etc.

Check Your Progress-3

1. The main features of a capitalist economy are a free rein of market
mechanisms of demand and supply, consumer’s sovereignty,
competition, private ownership, free enterprise, freedom of choice of
occupation, freedom to save and invest and limited role of government.

2. Socialism refers to an economic system, where the means of production
are either owned or controlled by the state and where the resource
allocation, investment pattern, consumption, income distribution, etc.,
are directed and regulated by the state.

3. The four main economic roles played by the government in a mixed
economy are the regulatory role, the promotional role, the
entrepreneurial role and the planning role.

4. The public sector refers to all government activities, including public,
industrial and commercial enterprises. The private sector, on the other
hand refers to a form of partnership between the private and joint
sectors.

Check Your Progress-4

1. Public enterprise includes the following:

(i) Public utilities such as railways, posts and telegraphs and irrigation
projects

(ii) Departmental undertakings of the government, central as well as
state. For example, posts and telegraphs and integral coach
factory

(iii) Other industrial undertakings which derive their finance from the
Government of India in the form of equity capital and loan. For
example, Durgapur Steel Plant and Hindustan Fertilizers.
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2. Public sector units are of four kinds, which are as follows:

(i) National monopolies like the railways that have downward
sloping unit cost curves. These are hard to assess, being
monopolies.

(ii) Entrepreneurial ventures that at the start and for many years
thereafter, are monopolies or near monopolies.

(iii) Sick units in the private sector that have been taken over to
maintain employment.

(iv) Units taken over or formed to acquire the ‘commanding heights’
or for other ideological reasons.

3. The growth of public enterprises in India has taken place in two
ways:

(i) By nationalizing existing enterprises

(ii) By starting new enterprises

4. Unutilized capacities mean higher overhead chargers which reduce
the rate of profit. There is over-regulation of charges which reduce
the rate of profit. There is an over-regulation of government
undertakings which is not good for any business enterprise.

Check Your Progress-5

1. The socialist pattern of society envisaged in India’ plans does not
imply that all economic initiative must rest with the state. Private
enterprise plays an important role in national development provided
it attunes itself to the philosophy of democratic socialism and works
in unison with the public sector.

2. Joint sector refers to a form of partnership between the private sector
and the government.

3. Cooperative sector refers to a system of coming together of people
of small means to face cut-throat market competition by organizing
themselves into cooperatives.

4. The cooperative idea took a concrete shape for the first time in India
in 1904 when the Cooperative Credit Societies Act was passed. It
was a measure to combat rural indebtedness.

Check Your Progress-6

1. The two major objectives of the First Five-Year Plan were correction
of the economic disequilibrium caused by WWII and partition of the
country.
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2. Different authorities have given different definitions of economic
planning. Basically, it refers to the central control exercised over the
entire economy of the country.

3. The four main objectives of economic planning in India are:

(i) to improve the standard of living of the people

(ii) to rapidly increase the national income and per capita income

(iii) to achieve full employment

(iv) to attain rapid industrialization

4. The Ninth Five-Year Plan focused on the redistribution of wealth and
alleviation of poverty, providing further impetus to agriculture, further
privatization of the economy, attracting of foreign investment, and
reducing the budgetary deficit.

Check Your Progress-7

1. Major initiatives were taken for qualitative and quantitative
improvement of primary education such as Operation Blackboard,
non-formal education programme, teachers’ education, District Primary
Education Programme, minimum levels of learning, nutritional support
to children in primary schools through mid-day meals.

2. The 73rd constitutional amendment empowered the Panchayati Raj
institutions.

3. With regards to environment, the primary objectives of the Eleventh
Plan were five percentage enhancement in forest area in the country
and World Health Organization (WHO) standards for air quality in all
major urban areas by 2011-2012.
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ECONOMIC TRENDS
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2.7 Key Words
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2.10 Model Answers to ‘Check Your Progress’

2.0 Objectives

After going through this unit, you will be able to:

 Discuss the economic trends in India

 Explain the concept of balance of payments

 Expound the significance of globalization

 Analyse the role of MNCs in the world economic changes

 Explain the importance of the EXIM policy in India

2.1 Introduction

The unit focuses on various trends in the Indian economy. It begins with an
overview of the recent economic trends, focusing on trends in national income,
saving and investment. The unit also deals at length with the trends in India’s
balance of payments (BOP). The discussion on BOP will be followed by a
detailed review of the internal situation of the country, particularly its political
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circumstances and how it has adapted itself in the era of globalization and
privatization. The unit will help acquaint the students with the growth story of
the Indian economy in the context of the country’s foreign trade in the era of
globalization.

Other important aspects that will be dealt with in this unit are—the
role of foreign capital in the Indian economy, the emergence of MNCs and
importance of the EXIM Policy in India.

2.2 Economic Trends in India: An Overview

The Central Statistics Office (CSO) released the Quick Estimates of national
income aggregates, including savings and investment for 2010-11 on January
31, 2012, and the Advance Estimates of national income for 2011-12 on
February 7, 2012. Let us have a look at the recent trends in the Indian economy
in the following sections.

2.2.1 Trends in National Income

Real GDP growth dropped sharply to 6.9 per cent in 2011-12, after two
successiveyears of fairlyrobust growth of 8.4 per cent (Table 2.1).The growth
rate in 2011-12 was only slightly higher than that recorded in 2008-09, the
year in which the Indian economywas indirectlyand adverselyaffected bythe
global financial crisis, and reflected the impact of myriad factors viz., sharp
deterioration in the externalenvironmentmainlydue to the seemingly intractable
sovereigndebt ramifications in theEuroarea,domestic monetarypolicyactions
to restrain unabated inflation and inflationaryexpectations and non-monetary
factors such as hindrances to execution of investment projects.

Table 2.1 Sectoral Growth of Gross Domestic Product at Factor Cost
(At 2004-05 Prices)

(Per cent)

Sector 2005 2006 2007 2005 2008 2009 2010 2011 2008
2006 2007 2008 2008 2009 2010 2011@ 2012# 2012

(aver- (aver-
age) age)

I. Agriculture and
allied activities 5.1 4.2 5.8 5.0 0.1 1.0 7 2.5 2.7

II. Industry 8.5 12.9 9.2 10.2 4.1 8.9 6.8 3.6 5.9

(i) Mining and quarrying 1.3 7.5 3.7 4.2 2.1 6.3 5.0 -2.2 2.8

(ii) Manufacturing 10.1 14.3 10.3 11.6 4.3 9.7 7.6 3.9 6.4

(iii) Electricity gas
and water supply 7.1 9.3 8.3 8.2 4.6 6.3 3.0 8.3 5.6

III. Services 11.1 10.1 10.3 10.5 9.4 10.0 9.2 8.8 9.4

(i) Construction 12.8 10.3 10.8 11.3 5.3 7.0 8.0 4.8 6.3

(ii) Trade, hotels,
restaurant, transport,
storage and
communication## 12.0 11.6 10.9 11.5 7.5 10.3 11.1 11.2 10.0
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(iii) Financing, 12.6 14.0 12.0 12.9 12.0 9.4 10.4 9.1 10.2
insurance, real
estate & business
services

(iv) Community, 7.1 2.8 6.9 5.6 12.5 12.0 4.5 5.9 8.7
social & personal
services

IV. GDP at factor cost 9.5 9.6 9.3 9.5 6.7 8.4 8.4 6.9 7.6

@: Quick Estimates. # : Advance Estimates.
##: The figure is combination of ‘trade, hotels and restaurant’ and transport, storage & communication.
Sources: Central Statistics Office.

The deceleration in real GDPduring 2011-12 vis- à-vis the previous year was
evident across the major sectors – largely in agriculture on account of the base
effect, followed by industry and, to some extent, in ser vices. Within industry,
while the mining and quarrying sector contracted and the growth rate of the
manufacturing sector (which accounts for around 80.0 per cent of the industrial
sector) nearly halved, the electricity, gas and water supply sector picked up
sharply in 2011-12. Within services, the growth rates of all the sub-sectors
moderated except those of ‘trade, hotels and restaurants’ and ‘community,
social and personal services’.

Thus, during the four years since the global financial crisis indirectly
impacted on the Indian economy, the growth rate of real GDP averaged 7.6
per cent which was lower by nearly 2 percentage points than that during
2005-06 to 2007-08, with moderation reflected across most sub-sectors.
Only, the ‘community, social and personal services’sub-sector accelerated
sharply during the latter period, largely reflecting the impact of the fiscal
stimulus measures during 2008-09 and 2009-10. Even so, the Indian
economy generally outperformed the other economies, with the notable
exception of China, right through 2007 to 2010 and according to IMF is
expected to continue to do so in 2011 and 2012 (Table 2.2).

Table 2.2 Growth Rate of Real GDP
(at Market Prices)*

(Per cent)

Country 2007 2008 2009 2010 2011 P 2012 P

Advanced Economies 2.8 0.1 –3.7 3.2 1.6 1.2

Germany 3.4 0.8 –5.1 3.6 3.0 0.3

Japan 2.4 –1.2 –6.3 4.4 –0.9 1.7

United Kingdom 2.7 –0.1 –4.9 2.1 0.9 0.6

United States 1.9 –0.3 –3.5 3.0 1.8 1.8

Euro Area 3.0 0.4 –4.3 1.9 1.6 –0.5
Emerging and 8.9 6.0 2.8 7.3 6.2 5.4
Developing
Economies

Russia 8.5 5.2 –7.8 4.0 4.1 3.3

Brazil 6.1 5.2 –0.6 7.5 2.9 3.0

China 14.2 9.6 9.2 10.4 9.2 8.2

India 10.0 6.2 6.8 9.9 7.4 7.0

*: Calendar Year P: Projected

Source: International Monetary Fund, World Economic Outlook, January 2012.
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The Central Statistics Office (CSO) released the estimates for the
Second Quarter of GDP for 2013-14. Growth in GDP at factor cost at
constant (2004-05) prices (real GDP) for the Second Quarter (Q2) of
2013-14 is estimated to be 4.8 per cent as against 4.4 per cent in First
Quarter (Q1) of the current financial year.

Details of growth in 2012-13 and in first and second quarters of
2013-14 are in Figure 2.1.

As can also be seen from Table 2.3 as compared to Quarter-2(Q2)
Financial Year (FY) 2012-13 there is an up-tick in almost every sector of
the economy in Q2 FY 2013-14.

In agriculture, forestry and fishing, as against 1.7 per cent in Q2 FY
2012-13, the growth rate in Q2 FY 2013-14 is 4.6 per cent. Similarly, in
industry, growth increased from 1.3 per cent in Q2 FY 2012-13 to 2.4 per
cent in Q2 FY 2013-14. Within industry, there is a major up-tick in electricity,
gas and water supply from 3.2 per cent in Q2 2012-13 to 7.7 per cent in
Q2 2013-14. In services, there is a decline compared to Q2 of 2012-13
but there is an improvement in some sectors over Q1 of 2013-14. If the
services sector shows brisk growth in Q3 and Q4, it will help in the recovery.

The performance of the economy in the second quarter is broadly on
expected lines. With the recent improvements in some important sectors like
manufacturing, better performance of exports and with the measures taken
by the government, the economy can be expected to show further
improvement. We expect the growth for the financial year 2013-14 to be
5.0 per cent.

Press Information Bureau Government of India

***

Estimates of GDP For Second Quarter (Q2) For 2013-14

December 2nd, 2013

Agrahayan 11, 1935

The Central Statistics Office (CSO) released the estimates for the
Second Quarter of GDP for 2013-14.

Growth in GDP at factor cost at constant (2004-05) prices (real
GDP) for the Second Quarter (Q2) of 2013-14 is estimated to be 4.8 per
cent as against 4.4 per cent in First Quarter (Q1) of the current financial
year.

Details of growth in 2012-13 and in first and second quarters of
2013-14 are in Figure 2.1.
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Fig. 2.1 Savings and Capital Formation by Institutions

As can also be seen from Table 2.3, as compared to Quarter-2(Q2)
Financial Year (FY) 2012-13 there is an up-tick in almost every sector of
the economy in Q2 FY 2013-14. In agriculture, forestry & fishing, as
against 1.7 per cent in Q2 FY 2012-13, the growth rate in Q2 FY 2013-
14 is 4.6 per cent. Similarly, in industry, growth increased from 1.3 per cent
in Q2 FY 2012-13 to 2.4 per cent in Q2 FY 2013-14. Within industry,
there is a major up-tick in electricity, gas and water supply from 3.2 per
cent in Q2 2012-13 to 7.7 per cent in Q2 2013-14. In services, there is
a decline compared to Q2 of 2012-13 but there is an improvement in some
sectors over Q1 of 2013-14. If the services sector shows brisk growth in
Q3 and Q4, it will help in the recovery.

Table 2.3 Growth Rates in Per Cent

The performance of the economy in the second quarter is broadly on
expected lines. With the recent improvements in some important sectors like
manufacturing, better performance of exports and with the measures taken
by the government, the economy can be expected to show further
improvement. We expect the growth for the financial year 2013-14 to be
5.0 per cent.
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2.2.2 Trends in Domestic Saving and Investment

Increase in investment by the private corporate sector explained the bulk of
the increase in overall investment during the upswing phase between 2004-05
and 2007-08. The same sector contributed the most to the current decline in
investment rate. The growth in investment by the private corporate sector was
particularly sharp during 2004-05 to 2007-08, when it averaged 48.1
per cent annually at current prices. The rate of growth declined to 3.4 per cent
during 2008-09 to 2012-13. Public-sector investment, which grew at an annual
rate of 23.9 per cent in the former period, also slowed subsequently. Household
investment growth, in contrast, increased from an annual average of 12.3
per cent during 2004-05 to 2007-08 to an average of 23.5 per cent in 2008-
09 to 2012-2013. These patterns of investment by institutions are reflected in
Table 2.4.

Table 2.4 Savings and Capital Formation by Institutions

(Per cent of GDP at current market prices)

Sector 1990-91 2000-01 2004-05 2008-09
to 1999- to to to 2012-13

2000 2003-04 2007-08 2012-13

Public 8.8 6.8 8.1 8.6 8.1

Private Corporate 7.0 5.6 13.9 11.1 9.2

Household 8.0 12.1 11.9 14.1 14.8

Total investment* 24.3 25.0 35.3 35.5 34.8

Source: CSO
Note: * Total investment will not be equal to the sum of the three components because of

valuables and errors and omissios.

For estimation of Gross Domestic Savings the economy is classified
into 3 broad unstructured sectors: public, corporate and households. The
savings rate increased from 29.0 per cent in 2003-04, the highest achieved
till then, to 36.8 per cent in 2007-08, which still remains the historic peak
in Table 2.5.

Table 2.5 Gross Domestic Savings Rate and its Components
as Percentage of GDP at Current Market Prices

(Per cent of GDP at current market prices)

Item 1990s 2000s 2007- 2008- 2009- 2010- 2011- 2012-
08 09 10 11 12 13 Historic

Gross domestic savings 23.0 30.6 36.8 32.0 33.7 33.7 31.3 30.1 36.8(2007-08)

Household sector 17.7 23.1 22.4 23.6 25.2 23.1 22.8 21.9 25.2(2009-10)

Financial 9.6 10.8 11.6 10.1 12.0 9.9 7.0 7.1 12.0(2009-10)

Physical 8.0 12.3 10.8 13.5 13.2 13.2 15.8 14.8 15.8(2011-12)

Private corporate sector 3.6 6.3 9.4 7.4 8.4 8.0 7.3 7.1 9.4(2007-08)

Private sector 1.6 1.2 5.0 1.0 0.2 2.6 1.2 1.2 5.6(1976-77)

Source: CSO

Note: *The figure in brackets is the year in which the highest rate was recorded.
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Fig. 2.2 Composition of Saving and Investment

The rate of gross capital formation declined to 35.1 per cent in 2010-11 from 36.6
per cent in the previous year, mainly due to decline in private corporate sector and
public sector investment rates (Table 2.3). The composition of gross capital
formation showed that after 2007-08, the household sector generally replaced the
private corporate sector as the highest investing sector (see Figure 2.2).

The household sector continued to remain the net supplier of funds
to the private corporate and public sectors. The public sector draft on
private savings (i.e., the saving investment gap), however, increased sharply
after 2007-08 largely reflecting the fiscal stimulus and other measures.

Check Your Progress - 1

1. List the three classifications used for the estimation of Gross Domestic
Savings.

2. What was the result of increased investment by the private sector
during 2004-05 and 2007-08?
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2.3 Balance of Payments

The concept of balance of payments (BOP) has emanated from the commercial
and financial transactions between nations. The balance of payments is a
combination of three types of financial flows:

First, the value of visible exports can be balanced against the value
of visible imports to determine trade balance. Trade in merchandise represents
these visible items like grain, garments and machines.

Second, the value of invisible exports can be balanced against the
value of invisible imports to determine invisible balance. Invisible trade is
represented by services like shipping, insurance, tourism and consultancy.
When merchandise exported from India is carried on foreign ships, the
charges paid for these services constitute invisible imports or import of
services. On the other hand, charges received by Indian ships or for insuring
get counted as invisible exports or export of services. Likewise, foreign
tourists visiting India generate invisible exports for the country while Indian
tourists going abroad create invisible imports for their country. When foreign
consultants are hired by Indian firms, the government or other agencies, the
consultancy fees amount to invisible imports. As against this, when fees for
such services are received here by Indians from abroad, these fall under the
category of invisible exports. Total visible and invisible exports balanced
against visible and invisible imports is called current account balance. If
these combined exports exceed the combined imports, there is favourable
current account balance. In case, such imports exceed such exports, there
is unfavourable current account balance. It is the rate at which both these
variables are just equal.

Third, the balance of payments consists of balance of investment and
other capital flows, called capital account balance. If such inflows into a
country exceed the outflows, the amount of ‘net inflow’ would either push
up the favourable current account balance into a more favourable balance
of payments or the unfavourable current balance would be transformed into
a less unfavourable balance of payments. Conversely, when there is net
outflow on capital account, an unfavourable current account balance would
turn into a more unfavourable balance of payments. In case there had been
a favourbale current account balance, it may either become less favourable
BOP or an unfavourable BOP, depending on whether the net outflow is
smaller or bigger than the erstwhile current account balance.

In effect, BOP signifies the supply and demand of foreign currency.
The supply is generated, in the normal course, through (visible and invisible)
exports, and capital inflows, while demand emanates from (visible and
invisible) imports and capital outflows.
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Items in Balance of Payments

Visible Invisible
Capital
Transfer

1. Visible items: All types of physical goods, imported and exported,
are known as visible items because they can be seen and touched.

2. Invisible items: All services which are exported and imported, such
as banking, insurance, travelling, donation, investment and income
constitute invisible items.

3. Capital transfers: Items consisting of capital receipts and capital
payments are known as capital transfers.

Balance of Payments may be Favourable or Unfavourable

Excess of goods and services exported plus capital transferred abroad over
the goods and services imported and capital transfers from abroad is known
as favourable balance of payments. In other words, favourable balance of
payments means Exports > Imports.

Excess of goods and services imported plus capital transfers from
abroad over the goods and service exported to countries abroad is known
as unfavourable balance of payments. In other words, unfavourable balance
of payments = Exports < Imports.

Accounts of Balance of Payments

BOP has two main forms—Current Account and Capital Account.
The balance of payments always balances: There are two major categories
of BOP accounts of a country: (i) payments in respect of exports and imports
(including visible, invisible and gold) and (ii) payments in respect of lending
and borrowing. If a country’s exports are larger than the imports; at any point
of time, the surplus will be held abroad in the form of debts due and owing to
it. Similarly if imports are larger than the exports, the deficit is held in the form
of a debt due and owing to foreigners.

Exports – Imports = Debts due from foreigners

Imports – Exports = Debts due to foreigners

The balance on the Export/Import Account must be equal and opposite to the
balance on the Loan Account. The Balance of Payments accounts are kept in
the form of a double entry bookkeeping. Corresponding to every credit entry
(export), there is a debit entry (loan). The total of the credit and the debit
columns must be equal. This is what is meant when you say that balance of
payments always balances. The statement is in the nature of a truism. It must
not be interpreted to mean that the international economic transactions of a
country are always in equilibrium and that no country has a respite from the
balance of payments problem.
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2.3.1 Pattern in India

In India, the balance of payments compilation, concepts and techniques are
almost similar to those followed by the International Monetary Fund (IMF).
These are codified by the fund in the Balance of Payments Manual given to
member countries for their reference and guidance. Although the details of items
and the mode of presentation may differ in each country, the broad framework
does not differ with countries submitting periodically their balance of payments
accounts to the funds for consolidation, assessment and/or publication.

The usual classification of the accounts into current and capital items
– the former in the nature of income and the latter in the nature of capital
is followed by India also. The items shown above the line, being financial
in nature. The concept of surplus or deficit as followed by the Ministry of
Finance is the sum total of items namely, (i) external assistance utilized
(ii) borrowings from IMF, if any, (iii) changes in country’s foreign exchange
reserves. The rest of the items of current and capital nature appear above
the line. In the presentation of data by the RBI, reserves and monetary gold
appear as balancing items, leaving aside ‘errors and omissions’.

In India, balance of payments had been showing consistently in deficits
order to finance the plan expenditure. Thus, our imbalance in balance of
payments is not really of a short–term disequilibrium type but of a structural
nature. Massive doses of foreign aid (official loans, grants and commodity
assistance) have been used for financing a sizeable part of our import
requirements for planned investment. So the measurement of the deficit is
being made in terms of drawl on induced foreign official resources (loans
and grants), borrowings from IMF and use of our foreign exchange reserves.

Sectoral breakdowns: India’s balance of payments data is presented
in a way as to be amenable to sectoral analysis. The details of short-term
and long-term nature under both government and private sectors are
presented separately. Thus, the contributions to the foreign sector represented
by the balance of payments from the government, business and financial
sectors are available from this data. In the current account, imports and
exports are given with breakdowns of government and private sectors
separately. Under the category of invisibles, government receipts and
expenditure, and government remittances—inflows and outflows—and other
items to the extent possible, are presented separately for the government
and the private business sector. The transfer payments are presented
separately for the government and the private sector.

Trends in balance of payments: In post-independence India, regular
balance of payments data has been maintained. During the First Plan period
(1950s), the balance of payments position improved considerably and the
overall deficit was brought down to a total of ` 348 crore over the period.
It was only during the Second Plan period that the tempo of planned



89

investment gathered momentum with pressure on the balance of payments.
Imports far surpassed exports and the deficit over the period 1955–56 to
1960–61 amounted to ` 2,135 crores.

The continuous deficits in our balance of payments, was often
misunderstood as a symptom of disequilibrium. During the Third Plan period,
there was a progressive rise in imports on account of food grains scarcity
and rising investment targets. The trade deficits amounted to ` 2,295 crore
and the payment of deficit was ` 3056 crore.

During the Fourth Plan period from 1969–74, the net positive balance
in the balance of payments amounted to ` 396 crore. This was made
possible by a sizable utilization of foreign assistance (` 4,184 crores), a
drawl on IMF by ` 62 crore and a positive balance in invisible trade of
` 1664 crore due to remittances from the Gulf countries. During the Fourth
and Fifth-Plan periods there was a general improvement in the food situation
and a sizable buffer stock was built up. During the latter part of the 1970s,
there was a continued inflow of remittances leading to a positive balance in
current account, with foreign exchange reserves standing at a record of
` 5220 crore at end March 1979. It was only in the Sixth and Seventh Plan
periods (1980–90) again that there were persistent current account deficits
financed by large doses of foreign assistance and drawl on IMF. Of the
various items of current account, the most significant are the merchandise
transactions which account for about 70 percent of the total receipts and
payments. Of the invisible items of current account, travel, transportation
and transfer receipts not only form a positive balance but also account for
a significant share in the total invisible account.

There have been significant improvements in the structure of India’s balance
of payments and the strength of the external sector since the economic crisis
of June, 1991. The following are the observations:

(i) The export cover of imports rose sharply from an annual average of
62 per cent during 1980–81 to 1990–91 to 74 per cent during
1992–93 to 1999–2000.

(ii) The reforms of the 1990s facilitated India to move away from a
closed economy framework towards a more open and liberal economy.

(iii) The ratio of exports and imports to GDP rose from an annual average
of 13.2 per cent during 1980–81 to 1991–92 to an average of 19.9
per cent during 1992–93 to 1999–2000.

(iv) The current account deficit, as percentage of GDP, declined from an
annual average of 3.9 per cent during 1980–81 to 1991–92 a well
manageable level of 1.2 per cent during 1992–93 to 1999–2000.

(v) The capital account of BOP has also undergone a major structural
change in favour of non-debt creating foreign investment flows.
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(vi) Foreign exchange reserves were built to a very comfortable level of
about eight months of imports from a critical level of about two
months of imports in June 1991.

(vii) External debt and debt service indicators marked sustained
improvements. External debt, as a per cent of GDP, declined gradually
from 38.7 per cent at the end of March 1992 to 21.9 per cent at the
end of March 2000.

(viii) Similarly, debt service payments on external debt, as a per cent of
current receipts, declined gradually from 35.3 per cent in 1991–99
to 16.0 per cent in 2000

(ix) The strength of the external sector has enabled India to withstand
fairly well the Asian financial crisis and the related adverse spill over.

There are, however, significant risks and uncertainties to the otherwise
encouraging outlook in the external environment. They include:

 The uneven pattern of growth of GDP

 Demand growth among the three major currency areas (US, Europe
and Japan),

 The associated imbalances in their external current accounts

 The apparent misalignment among major currencies particularly the
euro and the US dollar. The possibility that these imbalances may
unwind in a disorderly fashion.

Overall, India’s balance of payments in 1999–2001 remained comfortable.
The current account deficit in 1999–2000 was contained to 0.9 per cent of
GDP, despite an unfavourable international trade and financial backdrop
including a near two – third hike in India’s import bill. This was made possible
because of a strong recovery of exports, and a surge in net inflow of invisibles,
reflecting sharp increases in software service exports and private transfers.

Exports, on BOP basis, during 1989–99 had faltered with a negative
growth rate of 4.9 per cent in US dollar value, following sluggish growth
rates witnessed in the previous two years. During 1999–2000, exports
made a welcome recovery of 11.6 per cent with the recovery being moderate
in the first half and strong in the second half of the year. Total imports, on
payment basis, expanded sharply by 16.5 per cent during this period.

At the end of March 2007, with outstanding foreign exchange reserves
at $ 199.2 billion, India held the fifth largest stock of reserves among the
emerging market economies and sixth largest in the world.

On the back of turnaround in exports and decline in gold imports,
current account deficit in India narrowed to 1.2 per cent of GDP, in the
July-September Q2 of 2013-2014.

Role of services in balance of payments: In more recent years trade in
services has come into greater focus for many reasons. First the comparative
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advantage for trade in goods has reached a limit in respect of many developing
countries while the need for imports and exchange earnings continued to grow.
It is in this context that these developing countries have to divert their attention to
the promotion of services sector in international trade. As for the quantum of
world trade in services, the value of trade has grown enormously during the last
two decades. Here, the term ‘services’ is defined to include all current account
items other than merchandise trade and pure transfer payments. It is also interesting
to note that this trade in services is more concentrated in developed counties
than the trade in merchandise items, and it will take a long time before developing
countries can capture any important segment of the world trade in this respect.

Non-resident inflows: In the category invisibles, a substantial inflow took
place in recent years in the non-official flows into India. Since 1982, the
Government has been encouraging these inflows through higher rates of interest
on non- resident rupee accounts with banks than on domestic deposits. The
RBI has also kept the SLR requirements for these deposits lower at 25 per
cent as against the normal requirement from 31-38 per cent. Such deposits
are exempted from wealth tax and interest on income exempted from income
tax. The rates of interest on foreign currency non-resident account were,
however, kept lower than on Indian deposits due to lower interest rates in the
markets abroad for foreign currencies.

Allocation (or cancellation) of special drawing rights (SDRs): The allocation
or cancellation of SDRs by the IMF involves the creation or extinction by the
IMF of reserve assets which form part of a country’s holdings of official reserve
assets. The allocation of SDRs results in increase (debit) in SDR holdings while
cancellation results in decrease (credit). The SDR holdings are a component of
official reserve assets. In the balance of payments, the offsetting entry to increase
in SDR holdings is provided by the item allocation (credit) while cancellation
(debit) serves as an offsetting entry to decrease in SDR holdings.

Monetization/demonetization of gold: Gold is both a commodity and a
financial asset. When it is held by the Central Monetary Authority (in India, it
is the Reserve Bank of India), as a part of its international reserves, it is treated
as a financial asset and is referred to as monetary gold. When it is held by any
other party, including the government, it is treated like any other commodity.
When the central monetary authority acquires gold with a view to strengthening
its international reserves, from a non-monetary sector, either from a resident
or from a non-resident, it is referred to as monetization of gold. Demonetization
refers to the reverse transfer of gold from monetary sector to non- monetary
sector. It occurs when the central monetary authority releases monetary gold
from the holdings of official reserve assets for non- monetary purposes.

Unrequited transfers: The unrequited transfers cover gifts, grants, migrants,
transfers, taxes, etc where one transistor provides something of an economic
value to another without a quid pro quo, i.e., anything in return. The country
receiving the grant or gift neither transfers nor promises to transfer anything in
exchange. The lack of economic values on one side is compensated for by an
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entry which is referred to unrequited transfers. In India’s balance of payments,
the term ‘transfers’ is used in the same sense as unrequited transfers.
Double entry system of recording:The balance payment is based on double
entry system of bookkeeping, similar to that used in business accounting. This
is an internationally accepted convention for balance of payments compilation.
Transactions in a double entry accounting system are recorded in pairs of
credit and debit entries of equal value. With respect to accounting therefore, a
country’s balances of payments refers to transactions which have economic
values, the counterpart entries for credits or debits are automatically paired.

Under double entry system, credit entries are used to record unrequited
transfers, income receivable and financial transactions involving either a
decrease in assets or increase in liabilities.

Balance of payments and international economic linkages: According
to Alan C. Shapiro in the Journal of Applied Corporate Finance (‘Why the
trade deficit does not matter’, March 1989), the analytical framework that
links the international flow of goods, services, and capital to domestic economic
behaviour consists of a set of basic macroeconomic accounting identities. These
basic identities linking national economic activity with balance-of- payments
account show that a nation which produces more than it spends will save
more than it invests more than it imports, and winds up with a capital outflow.
A nation that spends more than it produces will invest more than it saves,
import more than it exports, and wind up with a capital inflow.

Uses of balance of payments: In recent years, the balance of payments has
emerged as a major branch of economic enquiry. The interest in this subject is,
in part a reflection of the complex payment problems of the post-war years
and, and in part the result of a greater appreciation of the implications of
national economic measures of the external financial position of a country.
Developments in the balance of payments are, therefore, of special concern to
all those interested in the formulation of correct national economic policies.
The practical uses of balance of payments statement are many. Apart from
lending precision to a country’s external transactions, it gives an idea of the
historical influences governing the balance of payments. Data presented over
a period of time provides a reliable basis for estimating the kind of relationship
that exists between the balance of payments and the national income, and
helps to provide answers to such other questions as the seasonal and cyclical
trends, and regional features of the transactions. The usefulness of a balance
of payments statement as a guide to monetary, fiscal, trade and other policies
cannot, therefore, be over-emphasised. A decision to raise the bank rate, for
instance, inevitably involves an examination of the balance of payments. A tax
measure on exports or on import may affect the balance of payments similar
to direct regulations of trade. Public investment policies too, have an important
bearing on, and are, therefore, framed with reference to balance of payments.
A decision to expand the capacity of an export industry has necessarily to be
based, on the foreign exchange earnings of the industry. Similarly, development
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of facilities for foreign tourists requires knowledge of their expenditure patterns
and the contribution of tourism to the economy of the country providing the
facilities. The balance of payments also assists in assessing a country’s ability
to pay for current goods and services and of its credit-worthiness to borrow
abroad and repay the loans. A major contribution to the development of
standard compilation techniques for balance of payments statistics came from
the International Monetary Fund, a specialized agency of the UN operating in
the monetary and exchange field. India is one of the members of the IMF.
Among the various obligations imposed by the membership of the institutions
is one which requires every member to submit periodic reports on the balance
of payments to the IMF. To facilitate a consistent system of international
reporting, the IMF has also developed a ‘Balance of Payments Manual’.

Compilation of balance of payments was not a technique entirely new
to India. During the pre-war years, India had, in fact, compiled certain
estimates of balance of payments for the use of the League of Nations. This
led to an assumed responsibility for the dissemination of data on the
international transactions of the individual countries before the setting up of
IMF. In the pre-war estimates of India’s balance of payments, a large part
of the invisible transactions remained unrecorded and the compilations lacked
certain essentials of a modern balance of payments statement. The systematic
compilation of India’s balance of payments commenced only in the year
1948. This was needed for meeting the growing official demand for statistics
in this field and for fulfilling the country’s obligations to IMF.

There is an obvious relationship between the balance of payments
and the national income. The latter, provides a measure of a country’s total
economic transactions, which also includes the activities of the residents
transcending the national boundaries. The contribution of the balance of
payments to or its draft on the flow of national income will equal the
difference between the exports and imports of goods and services. Other
connections between the balance of payments and the national income have
also been gaining increasing attention in recent years. Mention may be made
here, in passing, of such relationships as the propensity to import, the
income elasticity of imports, the foreign trade multiplier and the foreign trade
accelerator. In the context of the development that has been planned in
India, studies of these relationships would gain importance.

Check Your Progress - 2

1. What is meant by the term ‘balance of payments’?
2. What is meant by favourable and unfavourable balance of payments?

3. What is the double entry system of recording?
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2.4 Economic Pattern and Various Policies of India

Political stability and business and economic environment can be described
under various heads as will be discussed in the section.

2.4.1 Political Stability and Business and Economic Environment

Sovereign risk: India has been practicing a dynamic form of parliamentary
democracy since Independence. The risk to sovereignty in India is therefore
nil for both ‘foreign portfolio investment’ and ‘foreign direct investment’.
However, it is advised to not make investments in the north-eastern parts of
India because of terrorist threats. Kashmir is also a troubled area, but investment
opportunities in Kashmir are not restricted by law.

Political risk: India faced political instability for some years because no party
won an absolute majority in Parliament. Political stability returned after the
general elections in 1999. However, this did not change India’s economic
course although it did delay certain economic decisions.

The political divide in India is not related to policy, but essentially to
personalities. Economic liberalization (what foreign investors are interested
in) has been accepted as a necessity by all parties including the Communist
Party of India (Marxist).

As for terrorism, no terrorist outfit has been powerful enough to
disturb the state. Apart from Kashmir in the north and states in the north-
east, terrorist activity is either non-existent or too weak to be of any
significance. It would take extreme to imagine a state-disrupting revolution
like it happened in Bangladesh or an annexation of India by a foreign power
like it happened in Kuwait.

Thus, political instability in India poses no risk to foreign direct investors
because no policy framed by a past government has been vetoed or rejected
by any successive government. Hence, political risk in India does not exist.

Risk of foreign sanctions: The Pokhran nuclear tests in May 1998 led the
United States to impose sanctions against India. However, these sanctions
were in theory and were relaxed within months of their imposition. In the light
of the fact that US foreign policy in the post-Cold War era is determined by its
economic interests, it did not seem likely that sanctions would ever be imposed
on India. Since India is self-sufficient in terms of procurement of basic
technology requirements, the threat sanctions could not defeat India.

The United States has often proclaimed India as an excellent potential
trading partner as well as a politically strategic partner in Asia. In addition,
India’s rapidly improving relations with Israel has lent further momentum to
the bond between India and the US.

Commercial risk: Commercial risk exists in every country, in the sense that
not every product or service can be sold readily. Thus, it becomes important
to examine the demand and supply situation for a particular product or service
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before making any major investment. There are several market research firms
in India to study the demand and supply situation for products and services
and make suggestions to the potential investor accordingly.

2.4.2 Emergence of Globalization

The emergence of a global economy was the result of private initiative rather
than carefully orchestrated national manoeuvres. Yet, today, it determines the
course of national economic policies. The features of the globalized economy
are:

1. Activity takes place on an increasingly supranational scale.

2. Manufacturing is no longer confined to stand-alone factories within
state boundaries, but involves sourcing of materials/components/sub-
assemblies across the geographical spread wherever cost/quality
parameters are met.

3. Labour and processes are outsourced from wherever they are most
economically available at desired quality levels.

4. Financial operations are conducted around the world as matters of
routine.

5. These events indicate the start of a new period of economic theory—
a new globalism distinct from the relatively recent post-war period,
which was dominated by internationalism.

6. After World War II, nations took the lead in initiating economic
activity, acting in concert with the creation of an international economic
system for trade and payments.

7. There have been successive rounds of multilateral tariff reduction.

8. A new era of globalization now sees corporates taking the lead,
establishing their hold in world markets for goods and services.

9. Their activities are widening and deepening the economic
interdependence of nations to the extent of creating a borderless
economy.

10. This is quite unlike the earlier phase, which was characterized by
exchange of goods, services, capital and technology and where FDI
was insignificant.

11. Technological change and deregulation has seen transnationals integrate
their activities across a borderless world, to reduce costs, while
consolidating home markets and taking on global ones.

12. Economic interdependence is increasingly production based, and not
trade based.

13. Trade and technology transactions are taking place increasingly between
transnationals.
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Thus, globalization refers to:

1. The multiplicity of linkages and interconnections between states and
societies comprising the present world system.

2. It describes the process by which events, decisions, and activities in
one part of the world have significant consequences for individuals
and societies in distant parts of the globe.

3. Globalization has two distinct phenomena:

(i) Scope (or stretching), i.e., widening of the extent and form of
cross-border transactions.

(ii) Intensity, i.e., deepening of the economic interdependence
between the actions of globalizing entities located in one country
and those located in other countries.

4. The two most important causes of globalization are:

(i) The pressure on business enterprises by consumers and
competitors alike, to continually innovate and come up with new
products while improving existing ones. Escalating R&D costs
coupled with shrinking product lifecycles are compelling
corporations both to downsize the scope of their value-added
activities and to venture further afield in search of wider markets.

(ii) The renaissance of market-oriented policies pursued by national
governments and regional authorities. In the last five years alone,
more than thirty countries have abandoned centralized planning
as the main mode of allocating search resources, and over eighty
countries have liberalized their inward FDI policies, including
China and India.

Moreover, the undernoted factors have worked to stimulate cross-border
corporate integration, both within TNCs and between independent firms:

1. Privatization of state-owned enterprises

2. Liberalization and deregulation of markets

3. Removal of a levy of structural distortions

2.4.3 Globalization of the Indian Economy

Globalization of the Indian economy implies that:

1. The commodity as well as the factory market is functioning under the
influence of market forces operating in the world economy.

2. There is a gain in efficiency to compete in world markets.

3. Exports increase; there is an influx of foreign exchange and private
foreign capital.

4. Higher growth path with stability.
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5. Better balance of payments position relieves tension of default on
IBRD loan instalments.

6. Enables movement towards ultimate full convertibility on capital and
current accounts.

7. There is a need to become globally competitive by creating stable
micro and macroeconomies without any vested interests.

The argument in favour of integrating the Indian economy with the global
economy has long been put forward by IMF and the World Bank as the
answer to the failure of hitherto followed economic policies. The slowdown of
the world economy after 9/11 and the meltdown of the south-Asian economies
showed that the global economy is unlikely to work very well unless there is
globalization of both production and consumption. Yet, complete globalization
would also mean vulnerability to shocks whose impact is felt throughout the
global economic system; India was insulated from the fallout of the Baring’s
Bank collapse and subsequent meltdown of the south-Asian economies,
because it was not an active member of any trading blocs in the region.

Globalization is viewed as a two-way action plan, envisaging:

1. Free competition

2. High productivity

3. Selling to one market—a global one where all are in open competition
4. Integration with the global mainstream

5. Sourcing of cheapest suppliers, in open global competition

6. Boosting industrial development and employment

7. Better quality, export earnings and economic stability

Independent India inherited an inward-looking policy and in the early years of
planning, an import substitution regime with anti-export bias was considered
looking quite appropriate. India’s trade regime remained basically inward-
looking until export incentives were introduced in the mid-1960s. In the 1970s,
many more export incentives were introduced but this did not help export
promotion much. The 1980s witnessed attempts towards export promotion
and trade liberalization under the Sixth and Seventh Plans. Despite the efforts
towards liberalization, India’s trade regime remained more or less inward-
looking.

Owing to greater reliance on the working of a closed economy, the
Indian economy has generated a high cost-inefficient industry which has
prohibited the optimum utilization of the factors of production. Despite all
potentialities, Indian industries are not competing with the global industries
with respect to cost and quality. Protection has always given scope for the
development of a high cost industry. In the shadow of FERA and MRTP
Acts, monopoly houses have developed. It is the closeness of the Indian
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economy that prohibits the introduction of advanced technology. Hence,
globalization of the economy is needed.

It will provide an opportunity to India to become an important
production centre of the world. It will also provide an opportunity to the
Indian companies to become multinational concerns. At the same time, it
can attract foreign investors to make India a centre of the world market.
India can utilize these avenues very well on account of its competitive edge
over other countries due to its large skilled labour.

The strategy adopted since July 1991 for further integration of the
Indian economy with the world economy includes exchange rate adjustment
to improve competitiveness of exports, reduction in tariffs and a more open
policy towards direct foreign investment and technology.

The new economic policy aims at making the Indian economy
competitive and better integrated with the world economy. We are now
clearly in a new and different world. India cannot expect a large inflow of
external funds while there is an irrational exchange rate policy. India has no
other alternative but to integrate its economy into the global mainstream to
boost its economic growth. As most of the countries in the world are
steadily reorienting their economies to the market-friendly forces, it will be
suicidal on the part of India to remain in isolation. Competition from abroad
would lead to improvement in quality, productivity, efficiency and cost-
effectiveness.

For integrating the Indian economy with the world economy not only
faster export growth but, also free access to imports is necessary and
accordingly import duties have been brought down substantially. High tariffs
have created a high-cost industrial structure and Indian competitiveness has
been affected by this. When many other countries had substantially reduced
the tariffs, India’s tariff structure also needed to be lowered.

Since globalization requires the creation of suitable environment for
free flow of direct foreign investment, the new industrial policy of 1991
permits approval for foreign direct investment up to 51 per cent foreign
equity in the case of high priority industries and this obviously opens the
door for multinationals in a big way. Foreign investment will bring in new
technology and marketing expertise from which will benefit the country. The
market-friendly approach of the new economic policy is expected to create
a suitable environment for the entry of foreign capital on a large scale.

An open policy towards technology transfer is also an important
requirement for globalization of the Indian economy. One obstacle to the
much-needed inflow of technology has been the cumbersome approval
process involving delays and uncertainties. To overcome this problem, the
new industrial policy recommends that automatic approval be given by the
government for technology agreements related to high-priority industries and
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similar facility be provided to non-priority industries also if expenditure in
foreign exchange is not involved.

The new economic policy which advocates a market-friendly approach
and removal of bureaucratic controls is expected to attract foreign capital
and technology and also facilitate easy movement of goods through substantial
reduction in tariffs and thus pave the way for further integration of the Indian
economy with the global economy.

External environment world be more dynamic and complex. There
will be less social protection for inefficiency. There will be noticeable fights
in the marketplace for innovation and competitiveness. Unless we increase
our productivity and efficiency, we will not be able to go beyond ‘the Hindu
rate of growth’.

India’s globalization efforts are hindered by the lack of a favourable
international environment. At a time when advanced countries, particularly
the US, are adopting a protectionist policy with Super 301 threat, it is very
difficult to accomplish the objective of globalization of the Indian economy.

Also, openness of the economy to world competition is an invitation
to multinationals. The role of multinationals is not really beneficial for poor
countries.

2.4.4 Direct Investment

If an underdeveloped economy is interested in rapid economic development,
the country has to import foreign capital. Since the domestic capital is insufficient,
the country has to depend on foreign capital. Foreign capital contributes in
many important ways to the process of economic growth and industrialization.
The need for foreign capital in a developing country like India can arise on
account of the following reasons:

1. Domestic capital is inadequate for purposes of economic growth and
it is necessary to invite foreign capital.

2. Due to lack of experience, domestic capital and entrepreneurship
may not flow into certain lines of production. Foreign capital can
show the way for domestic capital.

3. In the early stages of development, the capital market is
underdeveloped. During the period in which the capital market is in
the process of development, foreign capital is essential.

4. Foreign capital brings with it technical know-how and business
experience which are equally necessary for economic development.

Different forms of foreign investment: The different forms of foreign
investment are as follows:

(i) Direct foreign investment: According to Alan C. Shapiro in the
Journal of Applied Corporate Finance (‘Why the trade deficit
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does not matter’, March 1989), foreign capital can enter India in the
form of direct investments. In the past, companies had been formed
in advanced countries for the purpose of operating in India. Sometimes,
companies of advanced countries start their subsidiary offices in India.
Alternatively, foreigners may subscribe to the stocks and debentures
of companies in India.

(ii) Foreign collaboration: Recent years have seen a joint participation
of foreign and domestic capital. India has been encouraging this form
of import of foreign capital.

(iii) Intergovernmental loans: After World War II, there was a growing
tendency towards direct intergovernmental loans and grants. Under
Marshall Aid, US aid was given to the war-torn European countries
to reconstruct their economies. Other developed countries also
provided loans and grants to the less developed countries.

(iv) Loans from international institutions: Since World War II, the
World Bank and its affiliates have been providing capital to India.

The International Monetary Fund, the World Bank, the Aid India
Consortium and the Asian Development Bank are the major sources of
external capital to India.

Government policy towards foreign capital: At the time of Independence,
the attitude towards foreign capital was one of fear and suspicion. This was
quite natural because of the previous exploitative role played by it in ‘draining
away’ resources from the country. The suspicion and hostility found expression
in the Industrial Policy of 1948, which though recognizing the role of private
foreign investment in the country, emphasized that its regulation and control
was necessary in the national interest. Because of this attitude, foreign capitalists
were dissatisfied and, the flow of import of capital goods reduced. As a result,
the Prime Minister had to give the following assurances to the foreign capitalists
in 1949.

1. No discrimination between foreign and Indian capital

The Government of India will not make any discrimination between foreign
and Indian capital.

2. Full opportunities to earn profits

The foreign interests operating in India would be permitted to earn profits
without subjecting them to undue controls. Only such restrictions would be
imposed which also apply to the Indian enterprise.

3. Guarantee of compensation

In case of nationlization of foreign enterprises, compensation will be paid on a
fair and equitable basis.
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Policy regarding foreign investment (1991)

The Industrial Policy 1991 accepted the fact that foreign investment is essential
for modernization, technology upgradation and industrial growth of India. The
policy, therefore, was to encourage foreign capital to come to India. The main
features of the policy were:

1. Approval would be given for direct foreign investment up to 51 per
cent, foreign equity in high-priority industries clearance would be
available if foreign equity covers foreign exchange requirements for
imported capital goods.

2. The Reserve Bank of India monitors the dividend payments to make
sure that outflows due to dividend payments are balanced by export
earnings over a time period.

3. To provide access to international markets, majority foreign equity
holding up to 51 per cent equity would be allowed for trading
companies primarily engaged in export activities.

4. Default permission would be provided for foreign technology
agreements in high-priority industries up to a lump sum payment of `
1 crore, 5 per cent royalty for domestic sales and 8 per cent for
exports. This is subject to an aggregate payment of 8 per cent of
sales over 10 per cent from the date of agreement or 7 years from
commencement of production.

The Indian government opened up the economy towards foreign investment in
1991 with the aim to permit automatic approval for foreign investment up to
51 per cent equity in thirty-four industries. The Foreign Investment Promotion
Board was also established for applications processing wherein not covered
by default approval. Several additional measures were taken during 1992-
1993 to promote portfolio investment, direct foreign investment, NRI
investment, and so on. These measures were:

1. The dividend-balancing condition earlier applicable to foreign
investment up to 51 per cent equity was no longer applied except for
the consumer goods industries.

2. Any existing companies with foreign equity can raise it to 51 per cent
subject to certain prescribed guidelines. Foreign direct investment has
also been allowed in exploration, production and refining of oil and
marketing of gas. Captive coal mines can also be owned and run by
private investors in power.

3. NRI investment up to 100 per cent of equity is also allowed in export
houses, trading houses, hospitals, sick industries, hotels and tourism
related industries.
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4. Provisions of the Foreign Exchange Regulation Act (FERA) have
been liberalized as a result of which companies with more than 40 per
cent of equity are also now treated at par with fully Indian-owned
companies.

5. Foreign companies have been allowed to use their trade marks on
domestic sales.

In January 1997, this limit was raised to 74 per cent in case of foreign
investors and 100 per cent for NRIs.

As a result of the measures taken by the Government during August 1991 and
August 1998, the Government approved total foreign investment of the order
of ` 173,510 crore, about 137 times of the foreign investment of ` 1270
crore during the period 1981–90.

All these measures were taken to promote the inflow of foreign capital
by granting a large number of concessions. This is in sharp contrast to the
policy pursued during the first four decades of planning. This indicates that
the Government has been quite successful in changing the climate for the
inflow of foreign investment.

Sources of foreign direct investment: The largest source of FDI to India
over the period of 2011–2014 has been Mauritius with its share of FDI during
that period at 37 per cent. The second position was occupied by Singapore
with its share of FDI during that period at 11 per cent.

Table 2.6 FDI Equality Inflows (Month-Wise) During the Calendar Year 2013

Calendar Year 2013

(Jan.-Dec.)

Amount of FDI Equity inflows

(In ` Crore) (In US$ mn)

1. January, 2013 11,719 2,157

2. February, 2013 9,654 1,795

3. March, 2013 8,297 1,525

4. April, 2013 12,623 2,321

5. May, 2013 8,974 1,631

6. June, 2013 8,432 1,444

7. July, 2013 9,903 1,657

8. August, 2013 8,899 1,408

9. September, 2013 26,351 4,132

10. October, 2013 7,556 1,226

11. November, 2013 10,257 1,638

12. December, 2013 6,819 1,101

Year 2013 (up to December, 2013) # 129,484 22,035

Year 2012 (up to December, 2012) # 121,591 22,789

%age growth over last year ( + ) 6 % ( - ) 3 %

Note: Country & Sector specific analysis is available from the year 2000 onwards, as Company-
wise details are provided by RBI from April, 2000 onwards only.

# Figures are provisional, subject to reconciliation with RBI, Mumbai.

(Source: http://dipp.nic.in/English/Publications/FDI_Statistics/2013/india_FDI_December
2013.pdf)



103

2.4.5 Role of Multinational Corporations

The growth of the role of multinational private corporations in world social
and economic changes has been a significant development of the post-war
era. Their evolution has been considered with mixed feelings by the host
countries.

A multinational corporation is an enterprise which owns or controls
producing facilities in more than one country such as factories, mines, oil
refineries, distribution channels, etc. The United Nations defined multinational
corporations as ‘enterprises which control assets—factories, mines, sales
offices and the like—in two or more countries.’ According to another
definition, a multi-company is one with sales above $100 million with
operations in at least six countries and with subsidiaries accounting for at
least 20 per cent of its assets. There are about 4,000 companies qualifying
for this definition and these account for as much as 15 per cent of the Gross
World Product. It has been estimated that by AD 2000, 200 to 300 of the
global giants will account for 50 per cent of the world output.

Multinational corporations account for one-fifth of the world’s output,
excluding socialist economies. Their production in recent years has been
growing at the rate of 10 per cent a year, nearly twice the growth rate of
the world output and half as much as the world trade. The estimated level
of production of the multinationals exceeds 750 billion dollars a year, which
is greater than the GNP of any country other than the USA. Therefore,
multinationals are gigantic in size.

Most of the multinationals enjoy predominantly oligopolistic market
positions and are characterized by imports of new technologies, special
skills or product differentiation and heavy advertising which sustain their
oligopolistic nature by making the entry of competitors difficult.

Almost every large enterprise has foreign involvement of some kind.
Whatever its home, it will send agents to other nations, establish representative
offices abroad, import foreign material, export some products, license foreign
firms to use its patents or know-how, employ foreign nationals, have foreign
stock-holders, borrow money from foreign banks and even have foreign
nationals on its board of directors. None of these, however, would make
an enterprise multinational because none would require a substantial direct
investment in foreign assets nor hold a responsibility for managing organizations
of people in alien societies. Only when an enterprise confronts the problems
of designing, producing, marketing and financing its products within foreign
nations does it become truly multinational.

A domestic corporation may become multinational by establishing
foreign branches, by operating wholly or partially-owned subsidiaries in
other countries or by entering into joint ventures with enterprises in other
countries.
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It is interesting to note the concentration of multinational corporations
in certain fields of industries. Taking the US as the leader of such enterprise,
we find that 85 per cent of US investment is concentrated in the following
industries: vehicles, chemicals, mechanical and electrical engineering.

If we take the multinationals as a whole, we find that they have
established almost complete domination on such industries as rubber tyres,
oil, tobacco, pharmaceuticals and motor vehicles.

Concentration in specific areas: The geographical distribution of
multinational corporation shows an interesting pattern. If we consider the
distribution by the origin of enterprise we find that in 1966, about 55 per cent
of the multinationals were of US origin, 20 per cent of British origin, while
about 25 per cent were of European or Japanese origin.

Multinational operations by private business corporations are
comparatively recent in man’s history. The companies of merchant traders
in medieval Venice and the English, Dutch and French trading companies of
the seventeenth and eighteenth centuries were forerunners, but not true
prototypes of today’s multinational corporation. They were essentially trading
rather than manufacturing organizations, with comparatively little fixed
investment. And they operated mainly within the colonial territories rather
than under the jurisdiction of foreign sovereign states.

Historical background: During the nineteenth century, foreign investment
flowed extensively from Western Europe to the underdeveloped areas of Asia,
Africa and the Americas. In this age of empire building, Victorian Britain was
the great capital exporter, followed by France, Germany and the Netherlands.
Little of this capital flow was in the form of direct investment outside imperial
boundaries.

The first substantial multinational corporate investment came in the
mining and petroleum industries during the initial years of the twentieth
century. A wide geographical separation existed between the great mineral
deposits of the world and the consuming markets in the US and Western
Europe. Hence, large oil companies like British Petroleum and Standard Oil
and mineral corporations like International Nickel were among the first true
multinationals. Coca-Cola, Singer, Woolworth were the early American
multinationals.

Multinational corporate investment spread further in the years after
World War I, spurred by rising barriers to international trade and led by
burgeoning automobile and associate industries. After World War II,
multinationals flowered as American firms invested heavily abroad in a wide
variety of manufacturing and merchandising operations.

American corporations led the world trend towards business
multinationalism. The great size and wealth of the US economy generated
capital for investment. Companies were attracted by the relatively higher
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foreign rates of return on investment. American capital outflow took the
form of corporate direct investment because of the superior organization of
American capital markets and the larger capabilities of American managers.
American corporate investment abroad is concentrated in the hands of the
largest firms. Of a total investment of $65 billion at the end of 1968, 500
of the largest American corporations had invested more than $50 billion.

Direct investment in foreign manufacturing facilities is an alternative to
exporting home-made products. Why have manufacturers endured the harder
tasks and larger risks of foreign operations instead of shipping their products
abroad? Evidently, direct investment appeared to be more profitable.

Another reason for direct foreign investment is that entrepreneurs
confront foreign barriers to their exports. Nationalistic sentiments led most
nations to build their own industrial capabilties. By raising barriers against
imports of manufactured products, they induced foreign as well as local
firms to establish domestic industries. large number of American corporations
became multinationals simply to maintain or expand markets in Canada or
in EEC that could not be as profitably served by exports.

Moreover, business firms also multinationalize because their presence
as a producer in a foreign nation enables them to adapt their products to
local demands more effectively.

Another reason for direct foreign investment was that the anti-trust
laws and keen competition at home tended to restrict the expansion of
dynamic American business, diverting corporate attention to opportunities
abroad.

Organizational forms: A multinational business corporation may adopt one
of the two basic organizational forms—(i) a world corporation form in which
domestic and foreign operations are merged or (ii) an international division
form in which foreign business is done in separate national divisions, apart
from domestic operations.

Multinational corporations plough back their profits on a significant
scale. This removes, to some extent, the basis of the charge that they
indulge in economic drain. But some countries also feel that ploughing back
of profits is not a good solution, because it increases the foreign stake in a
country’s economy and polity.

American corporate investment in developing countries has been
gradually shifting from an earlier emphasis on the mining, extractive and raw
material industries towards diversified manufacturing and merchandising
operations. One important consequence has been a great increase in American
exports of technological and managerial skills and knowledge to the recipient
country. This shift will serve to reduce the charge of foreign exploitation.

The potential contribution of multinationals to the development of
poorer countries is large. Its realization depends mainly on the development
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of stable governments in those countries and their actions to encourage
private investment. Any developing country that offers political stability,
respect for contracts, financial responsibility and equitable taxation will attract
investment, foreign and domestic. The remarkable evolution of such regions
as Hong Kong and Taiwan testify this truth.

Private business investment is superior to governmental aid as an
instrument of development, because it combines transfer of managerial and
technical assistance with that of capital. General dissatisfaction with bilateral
governmental aid makes it important to expand the flow of business
investment. While measures to limit or to insure against risks will help to
enlarge this flow, they will not remove the root causes of international
tensions. The foreign subsidiary of the American corporation will still be
charged with ‘exploitation’ of local resources and making too much profit.
When it pays higher than prevailing wages and benefits to its employees,
their higher living standards will provoke envy and resentment amongst
others.

The political and social effects of multinational corporations in
developing countries are not as clear as their economic effects. The process
of development is inherently unsettling to a society. By producing shifts in
the distribution of income and wealth and by redistributing economic power
among social classes, development creates political stress. Often, these
tensions can be relieved by peaceful political reforms. At times, they are
followed by more or less violent upheavals. Indeed, being an agent of
change, the foreign corporation is seen in the developing country as a threat
to privileged positions in the traditional society. However, some leading
development economists have counselled Latin American countries that their
best interests would be served by compelling foreign firms to sell affiliates
to local owners or to the government. They argue that the foreign affiliates
stunt the growth of local enterprise. While nationalistic pride may be bolstered
by such a policy, its cost in slower development appears to be high.

The cultural consequences of American corporate penetration in the
developing countries can be plainly seen in the ready acceptance by natives
of soft drinks, packaged foods, automobiles, electrical appliances and much
of the paraphernalia of American life. At a more fundamental level, it is likely
that the status and value systems, the social attitudes and behavioural patterns,
the arts and the essential cultural foundations of many of these countries will
also undergo profound changes. These should ultimately reduce the barriers
of communication between people and lay a common basis for a stable
world order.

Multinational corporations are carriers of new values and ideas that
threaten the old ways. A multinational corporation introduces ‘the idea of
meritocracy instead of aristocracy, of rewarding talent instead of status, of
distinguishing poeple by ability instead of by colour or sex’.
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Fear of ‘loss of control’ of their national destinies because of massive
foreign private investment has caused many developing countries to enact
laws for screening such investment in the future. The case for home country
controls is not necessarily based on charges of ‘abuses’ or ‘exploitations’
by multinationals. The case for home country controls over multinational
business enterprises is based on the reality that the goals of the multinational
firms and the goals of the host country are not identical.

A developing country should lay emphasis on exporting manufactures.
This view reflects the vision that a modern country needs industry and that
the small domestic markets of most developing countries will impose high
costs unless industrial products are exported. Developing countries complain
frequently that multinational firms usually prohibit exports by their foreign
subsidiaries. For example, 43 per cent of all written collaboration agreements
between Indian firms and foreign firms from 1961 to 1964 contained clauses
restricting exports.

Much of the hatred against American multinationals is based on a
mistaken identification of the American multinational corporations with the
imperialistic enterprises of former colonial powers. The initial experience
with foreign corporations of most host countries in the developing regions
of the world was with the imperial monopolies of Britain, France, Holland
and Spain. These early companies were the ‘chosen instruments’ of their
governments. They followed the flags of the mother countries into their
colonies to mine and harvested natural resources and to sell manufactured
goods at high profits. It was natural that these early multinational corporations
were regarded as instruments of imperialism by the colonial people. These
attitudes have been carried over to the more recent American multinational
corporations, which are viewed as instruments of ‘neo colonialism’ and
probably as agents of CIA. But, the US does not treat its enterprises as
‘chosen instruments’ of national policy.

Multinationals operate in India in two ways: (1) through branches
established in the country and (2) through Indian companies which are
subsidiaries of foreign companies which hold more than 50 per cent of the
paid-up equity capital.

In March 1977, there were 482 branches of multinationals operating
in India. Of these, 319 were branches of UK-based companies. US-based
companies had the second largest number of branches—88; Japanese,
West German, Swiss, French and Canadian companies came next with 21,
12, 11, 8 and 7 respectively.

Out of 540 branches operating in India in 1973–74, 163 came under
the broad head of commerce; branches in the field of agriculture and allied
activities numbered 115, business services 87 and processing and
manufacturing 82. Transport, communication and storage had 39 branches
and construction and utilities 33. There were 7 branches in mining and
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quarrying and 14 in personal and other services. Readers’ Digest is the only
multinational operating in the field of journalism.

The total assets of Indian subsidiaries amounted to ` 1363.7 crore
at the end of 1973–74.
Evaluation: In recent years, there has been a growing concern over the
operation of multinationals in the developing countries. In the overthrow of Dr
Allende’s elected government in Chile, US multinational, International Telephone
and Telegraph Company played an important role. The underhand dealings of
the Lockheed Aircraft Corporation led to the fall of the government in Japan.
It must be noted that critics see multinationals as agents of economic imperialism.
Others see them as global carriers of advanced management and science and
technology, and as agents for global transmission of cultural values.

In 1973, the United Nations took note of the growing size of the multinationals
and recommended an indepth study of the rise of multinationals and its impact
on trade and development of other countries. A group of eminent persons led
by Mr L.K. Jha submitted a report on the subject, in 1974. The important
points made in the report are as follows:

1. International corporations are organizations largely beyond the control
of any single government.

2. Their overall goal is to make profits world-wide regardless of what
is best for an individual country.

3. The interests of the country, where a subsidiary is established for the
development of export markets, are subjected to the market interests
of the parent company.

4. Parent companeis do not make the best modern technology available
to their subsidiaries.

5. International corporations prevent the growth of locally-owned
enterprises by aggressive and unfair competition.

Multinationals are criticized on the following grounds:

First, there is hardly any reason to justify the term multinational, because in
most cases, only nationals of one country serve on the governing body or
board. They operate in several countries and may have employees from many
nations, but most policy and investment decisions as well as control is from
one centre. It is also pointed out that multinationals do not regard themselves
obligated to the interests of the region in which they are located. They neglect
the training of the local people for the top management position.

Second, there is also an inherent danger that at the time of a crisis,
these corporations are capable of diverting vast sums of money from one
area to another which could bring about the collapse of the economic
system.
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Third, the technology that multinational corporations transfer was
invented in an environment where capital was abundant and labour scarce.
The reverse is true for the Third World countries which have labour in
abundance and are short on capital. So, the technology is not appropriate
for the developing countries.

Fourth, Raul Prebisch and Hans Singer speak of the ‘enclave’ effect
of foreign investment in that the multinational tycoons never become part of
the internal economic structure of the less-developed countries.

Fifth, worse than the economic dominance is the cultural devastation
of host countries. Operations of these multinationals to the ways of the old
imperialists who imposed their own culture on the colonies. They create a
small nucleus of parallel culture in the host countries through payment of
considerably higher salaries and perks to the local staff, thereby alienating
them from the mainstream.

Sixth, a French critic has said that governments cannot stop inflation
partly because they can no longer control huge multinational tycoons whose
search for profits and creation of consumer demands is at the base of the
problems.

Regulation of multinationals: Under Section 29 of the Foreign Exchange
Regulation Act, it is obligatory for all branches of foreign companies operating
in India, as also for Indian companies with 40 per cent and above foreign
holdings to obtain general and special permission of the Reserve Bank of
India to continue their existence.

In January, 1974, the RBI issued the following guidelines:

1. Branches of foreign companies will be required to convert themselves
into Indian companies.

2. Branches and companies engaged in manufacturing activities in
sophisticated areas in which India did not have indigenous know-how
and which were predominantly export-oriented will be allowed to
continue on the basis of the existing approvals, subject to Indian
participation not being less than 26 per cent of the equity of the
company.

3. Companies engaged in trading or manufacturing activities will be
required to bring down their foreign holding to 40 per cent.

Though some units had not paid much attention to the FERA guidelines, many
including MICO, Philips, Bayer, India Aluminium and Associated Bearings
reduced foreign holdings as a result of expansion and diversification of business.
Some companies including Brooke Bond, Hindustan Lever, Metal Box and
General Electric are in the process of diluting the share holding by diversification
of business. Some companies have diluted the foreign holding by merger.
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Government policy: The policy of the government is to ensure that operations
of foreign companies as also those of indigenous concerns conform to the
overall socio-economic policy of the country and their activities. The size of
operations is regulated within the policy guidelines announced by the government
from time to time. All foreign companies are also subject to the discipline of
industrial licensing even in areas where exemptions are available to other
categories of industries. Cases of excess production are being brought before
the licensing committee for a decision on a case by case basis. In cases where
it is established that the capacity installed by the company was more than the
licensed capacity and this resulted in production in excess of licensed capacity,
suitable action is taken as permissible under the law.

Indian joint ventures abroad: Indian joint ventures abroad have shown
encouraging performance in relation to the twin policy objectives of extending
cooperation to developing countries and creating opportunities for this country
in exports of capital goods, technology and know-how.

The ventures have been contributing to the progress of import
substitution and industrialization in the developing countries where they are
primarily located. In the process, they have resulted also in increased exports
of technology-intensive products from India.

By the end of July 1978, the government had approved a total of 329
joint venture proposals from Indian entrepreneurs. The proposals involve
projects in as many as forty-eight countries.

The trend towards higher investment indicates that Indian entrepreneurs
have now started embarking upon some ambitious and well-planned projects
which are capable of yielding handsome returns after a few years. Such
projects also speak volumes for India’s technological capability and
competence.

Check Your Progress - 3

1. Why does India need foreign capital?

2. Which country is the largest source of foreign direct investment in
India?

2.5 EXIM Policy

Reforms in trade policy that begun in 1991 have considerably changed the
scenario in foreign trade and led to a shift from inward-looking to an outward-
looking policy. With the liberalization process that is taking place currently in
this sector, the protection provided to the Indian industry has come down
considerably. This is because the government has taken recourse to a massive
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removal of import tariffs and allowed a liberal regime of imports of goods
whose imports were earlier either banned or restricted.

The Commerce and Industry Ministry has taken a number of initiatives
like providing tax concessions, streamlining certain procedures and removing
quantitative restrictions, to encourage special economic zones.

Another positive step of the policy is ‘Focus Africa’ so that Indian
exports to African countries can be developed. This initiative would help
Indian exporters to explore this fast growing market which had been
neglected earlier.

A big initiative to permit offshore banking units will help in the
development of foreign branches of Indian banks. The move is intended to
provide international finance at international rates. This will lower the cost
of credit to our exporters and thus make them more competitive.

The EXIM policy has laid emphasis on special economic zones which
are a new form of the export promotion zones and export-oriented units
promoted earlier.

The EXIM policy has made some concessions to help cottage and
handicrafts sectors and small-scale units which account for nearly 35 per
cent of the country’s exports. But, the policy has not paid adequate attention
to the important aspect of increasing bank credit to this sector.

To extract a higher value for our agricultural products, it is essential
that food processing should be undertaken. A separate ministry of food
processing was created for the purpose but the performance of the ministry
has not been satisfactory.

Export-Import Policy (2002–07) had a narrow focus on duty
reduction, but it had to be enlarged to make it a success.

The main requirement was strengthening of the infrastructure. Without
this it would have ben impossible to maintain a 16 per cent growth in export
to achieve 1 per cent share in world trade by 2007.

The then Union Commerce and Industry Minister, Mr Murasoli Maran,
announced the EXIM policy for the period 2002-2007 on 31 March 2002.
According to his policy, the main objective of the policy was to push India’s
exports aggressively by taking several measures aimed at augmenting exports
of farm products, small scale-sector, textiles, gems and jewellery, electronic
hardware, etc. Besides these, the policy aimed at reducing transaction costs
to trade through a number of measures to bring about procedural
simplifications. In addition, the EXIM policy was to remove quantitative
restrictions on exports.

The salient features of the EXIM policy were as follows:

1. Agriculture: Exim policy removed all quantitative restrictions on all
agricultural products except jute and onions. In order to promote
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diversification of agriculture, transport subsidy would be available for
export of fruits, vegetables, poultry and dairy products.

2. Cottage Sector: An amount of ` 5 crore under market access
initiative was earmarked for promoting cottage sector exports. The
units under handicrafts could also get funds under marked access
initiatives.

These units were not required to maintain an average level of exports
while calculating export obligations as per the export promotion capital
goods scheme.

These units had the right to claim benefit of ‘export house’ status after
achieving lower average export performance of ` 5 crore as against ` 15
crore for others.

The units in the handicraft sector were entitled to duty-free imports
of a list of items up to 3 per cent of free on board value of their exports.

Special economic zones: Indian banks were allowed to set up offshore
banking units in special economic zones. These units acted as magnets to
attract foreign direct investments. They were to be virtually foreign branches
of Indian banks, but located in India. Offshore banking units were exempt
from cash reserve ratio and statutory liquid ratio and were given access to
SEZ units and SEZ developers to international finance and international rates.
This measure made special economic zones internationally competitive.

Small-scale industry:Further development of centres of economic and export
excellence such as Tirupur for hosiery, woollen blankets in Panipat, and woollen
knitwear in Ludhiana was encouraged. The following benefits were available
to small-scale sectors:

(i) Common service providers in these areas were entitled to the Export
Promotion Capital Goods scheme.

(ii) The recognized associations of units in these areas were able to
access funds under the market access initiative for technological
services and marketing abroad.

(iii) Entitlement for Export House status at ` 5 crore instead of ` 15
crore for others.

Leather: Duty-free imports up to 3 per cent of f.o.b. value combined with
leather garments has been extended to all leather products.

Gems and jewellery: Rough diamonds import allowed on zero custom basis.
Licensing regime for rough diamonds was abolished.

Technology-oriented: Electronic Hardware Technology Park scheme was
modified to enable this sector to face zero duty regime under the Information
Technology Agreement.
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The features of the Policy for 2008 were as follows:

 Extension of the DEPB (Duty Entitlement Passbook) scheme till
May 2009

 Service tax was to be refund on almost all the services.

 Government had extended the benefit of income to 100 per cent EOUs.

 Coverage of FMS had widened with the inclusion of another ten
countries like Mongolia, Bosnia-Herzegovina, Albania, Macedonia,
Croatia, Honduras, Djibouti, Sudan, Ghana and Colombia.

 DFIA Scheme (Duty Free Import Authorization) had introduced split-
up facility.

 Duty free import of samples had been increased from ` 75, 000 to
` 1,00,000.

 Value of jeweller parcels, through Foreign Post Office was raised to
US$ 75,000. Earlier it was from US$ 50,000.

   A monthly basis excise duty was to be paid by the EOUs rather than
the present system of paying duty on consignment basis.

 Customs duty payable under EPCG Scheme had been reduced from
5 per cent to 3 per cent.

 A new Export Promotion Council was to be set up for the Telecom
Sector.

Source: Adapted from http://www.infodriveindia.com/Exim/DGFT/Exim-Policy/2008/
Highlights.aspx

The highlights of the Interim Policy for 2009–10 are as follows:

The following decision were taken regarding

 FTP Benefits without BRC

1. Duty credit scrips under Chapter 3 and under the DEPB scheme shall
now be issued without waiting for coming of export proceeds. A proof
will need to be furnished by exporters. This is the proof of realization
of export proceeds within the time limit prescribed by the Reserve Bank
of India. The issuance of these benefits without BRC would be subject
to a Bank Guarantee/LUT in terms of the Circular to be issued. This
provision shall be applicable for applications made on or after 1 April,
2009.

 Additional Benefits Under Promotional Schemes

2. Under promotional schemes for leather, textile etc. ` 325 crores would
be provided for exports made with effect from 1April 2009.

3. Benefit of 5 per cent under FPS had been introduced for the export of
handmade carpets instead of 3.5 per cent allowed earlier under the
VKGUY scheme (Cishesh Krishi and Gram Udyog Yojana).
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4. Technical textiles and stapling machine have been added under FPS. An
additional benefit of 2.5 per cent is notified for export of dried vegetables
under VKGUY.

 Gems and Jewellery Sector

5. Under the list of nominated agencies (for gem and jewellery sector)
notified under Para 4A.4 of the foreign trade policy STCL Limited,
Diamond India Limited, MSTC Limited, Gem and Jewellery Export
Promotion Council and Star Trading Houses have been added for the
purpose of import of precious metals.

6. Import restrictions on worked corals have been removed in order to
address the grievance of the gems and jewellery exporters.

7. The authorized person of gem and jewellery units in EOU shall be
allowed to personally carry gold in its primary state upto 10 kgs in a
financial year subject to RBI and customs guidelines.

 Advance Authorization
8. The period referred to as export obligation period against advance

authorizations has been extended to 36 months in view of the present
global economic slowdown.

9. An intermediate product’s supply by a domestic supplier directly from
factory to the port against Advance Intermediate Authorization, for
export by ultimate exporter, has been allowed.

10. Advance Licenses issued prior to 4 April, 2002, will require MODVAT/
CENVAT certificate. Such a certificate can be dispensed with in cases
where the Customs Notification itself prescribed for payment of CVD.
This will help to close a number of pending advance licences.

11. In case of advance authorization for annual requirement where standard
input-output norms are not fixed, the provisions in customs notification
have been amended in tune with the foreign trade policy.

The following decision were taken regarding

DEPB Scheme
12.  At present, DEPB (Duty Entitlement Pass Book)/Duty Credit Scrip can

be used for payment of duty only on items which are under free
category. The utilization is now extended for payment of duty for import
of restricted items also.

13. Value cap applicable under DEPB have been revised upwards for

products.

 EPCG Scheme

14. Under the EPCG (Export Promotion Capital Goods) scheme , in case of
decline in exports of a product(s) by more than 5per cent, the export
obligation for all exporters of that product(s) is to be reduced
proportionately. This provision has been extended for the year 2009-10,
for exports during 2008-09.

15. EPCG Authorization/Redemption Form i.e ANF 5A and 5B are being
simplified and new forms would be issued shortly.
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 Premier Trading Houses

16. At present, Premier Trading Houses are recognized by the Government
if they have an export turnover of `10,000 crore in the previous three
years and the current year taken together. However, in accordance with
the prevailing global meltdown, the threshold limit for recognition as
Premier Trading House has now been reduced to `7500 crore.

 Towns of Export Excellence

17. Bhilwara in Rajasthan and Surat in Gujarat are referred to as Towns of
Export Excellence, for the production of diamonds and textiles

respectively.

 Other Facilitation Measures

18. Re-imbursement of additional excise duty charged on fuel under the
Finance Acts would also apply to EOUs.

19. Re-credit of 4 per cent SAD, in case of payment of duty by incentive
scheme scrips such as VKGUY, FPS (Focus Product Scheme) and FMS
(Focus market Scheme), is now allowed.

20. Presently, applicants have to submit individual invoices certified by the
jurisdictional excise authorities for obtaining duty drawback claims.
Moreover, for getting refund of Terminal Excise Duty deemed export
ER-1/ER-3 are required as documentary proof as the evidence of payment
of excise duty. Now a simplified provision has been introduced with
exporters required to submit a Central Excise certified statement in lieu
of individual invoices and a monthly statement confirming duty payment
in lieu of ER-1/ER-3, for the purpose of deemed export benefits.

21. Export of blood samples is now permitted without license after requiring
‘no objection certificate’ from the Director General of Health Services
(DGHS).

22. For the issue of Free Sale Certificate, the export procedure has been
simplified.

23. In Srinagar, an independent office of DGFT is being opened.

24. For the purpose of Export Promotion Scheme, the Krishnapatnam port
has been included.

Source: Adapted from http://www.exim-policy.com/new_eximpolicy_highlight.html

Foreign Trade Policy, 2009-14

The Foreign Trade Policy (FTP), 2009-14 was announced on 27th August,
2009 in the backdrop of a fall in India’s exports due to global slowdown.

The immediate and the short term objective of the policy was to
arrest and reverse the declining trend of exports as well as to provide
additional support especially to those sectors which were hit badly by
recession in the developed world. The Policy envisaged an annual export
growth of 15 per cent with an annual export target of US $ 200 billion by
March 2011 and to come back on the high export growth path of around



116

25 per cent per annum in the remaining three years of this Foreign Trade
Policy i.e. up to 2014. The long term policy objective for the Government
is to double India’s share in global trade by 2020.

As an immediate relief, the Government provided a policy environment
through a mix of measures including fiscal incentives, institutional changes,
procedural rationalization, and efforts for enhanced market access across
the world and diversification of export markets. Towards achieving these
objectives, several steps were announced in the Policy. Some of the important
steps included addition of new markets under the Focus Market Scheme,
coverage of Africa, Latin America and large part of Oceania under Focus
Market Scheme (FMS) and the Market Linked Focus Product Scheme
(MLFPS), increase in incentives available under the Focus Market Scheme
from 2.5% to 3% and for Focus Product Scheme (FPS) and MLFPS from
1.25% to 2%, introduction of EPCG Scheme at zero duty for specified
sectors, and the grant of additional duty credit scrip to status holders.

Thereafter, as promised in FTP, to continue regular interaction with
stakeholders to maintain a close watch on the performance of the policy in
the field, a number of interactions were held with members of Board of
Trade, Open Houses with exporters and sectoral reviews with EPCs. Constant
dialogues were held with all key stakeholders in industry and the exporting
community for sectoral assessment of exports at regular intervals. The first
review was undertaken in December 2009 and thereafter in February 2010,
which demonstrated that some sectors were still facing difficulties. Need-
based additional support measures were announced in January, 2010, March,
2010 and on 11th February, 2011 for certain product groups/products.

The recovery has been fragile and economies around the world are
still emerging out of the shadows of a grim recessionary period. The IMF
projections indicate that the world economy is recovering at varying speeds
for different regions. Though, there had been marginal improvement in some
of the developed economies like US, UK, Germany, France, Japan etc., the
nervousness continued in the markets about the fiscal situation and sovereign
indebtedness in several high income countries of Europe. In this setting, it
was expected that the developed countries would aim at economic recovery
through consolidation and export led growth, which would pose a challenge
to Indian exporters in accessing overseas markets for their products. The
uncertainty surrounding Indian exporters’ prospects, therefore, continued to
linger. Though the exports growth moved towards the positive trajectory
from October, 2009 onwards, our exports were not yet out of the woods.

Under this global situation of slow recovery, it was necessitated to
take stock of the situation so as to make mid course corrections. Accordingly,
sectoral reviews were continued in the current financial year 2010-11, and
the first such review for 2010-11 was undertaken in July 2010. It was
observed that despite the measures announced in the FTP and additional
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support extended in January and March, 2010, some sectors continued to
face difficulties. It was also realized that there was a shroud of uncertainty
continuing over the fragile nature of global economic recovery. Even as
global economic rebalancing had been proceeding apace, it was not going
to be an easy patch for Indian exporters. In view of resource constraints,
it was not simply possible to sustain support to all sectors and there was
need to calibrate the support measures appropriately. On the other hand,
exports of certain products had been placed under restriction in view of
domestic situation i.e. inflationary pressures and unemployment. It was also
essential to be conscious of the need for and the inevitability of fiscal
consolidation. Keeping all these factors in mind and based on the sectoral
review held in July, 2010, need based additional initiatives were undertaken
in the Annual Supplement 2010-11 to FTP 2009-14, announced on 23rd
August, 2010. While emphasis on stability of policy regime was continued,
additional measures were announced to support exports particularly for the
labour intensive sectors. In order to promote technological upgradation,
zero duty EPCG and Status Holder Incentive Schemes were expanded and
validity extended. It will add to expansion and modernization of production
base at a time when investment is drying up in export industry.

(Source: http://commerce.nic.in/publications/annual-report-pdf-2010-11/

CHAPTER_3.pdf)

Check Your Progress - 4

1. Mention four features of the EXIM policy for the year 2009–10.
2. What was the short-term objective of the Foreign Trade Policy,

2009-14?

2.6 Let Us Sum Up

 The growth rate in 2011-12 was slightly higher than that recorded in
2008-09, the year in which the Indian economy was indirectly and
adversely affected by the global financial crisis, and reflected the
impact of myriad factors.

 The deceleration in real GDP during 2011-12 vis-à-vis the previous
year was evident across the major sectors – largely in agriculture on
account of the base effect, followed by industry and, to some extent,
in services.

 Within services, the growth rates of all the sub-sectors moderated
except those of trade, hotels and restaurants and community, social
and personal services.
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 The ‘community, social and personal services’ sub-sector accelerated
sharply during the latter period, largely reflecting the impact of the
fiscal stimulus measures during 2008-09 and 2009-10.

 The Indian economy generally outperformed the other economies,
with the notable exception of China, right through 2007 to 2010.

 As per quick estimates released by CSO, gross domestic savings
(GDS) rate moderated to 32.3 per cent of GDP in 2010-11 from
33.8 per cent in 2009-10 and a record high of 36.8 per cent in
2007-08.

 The household sector savings rate, which had hovered around 23 per
cent since 2003-04, had shot up to a record high of 25.4 per cent
in 2009-10 largely on account of a sharp jump in savings in life
insurance. However, the household savings rate declined to 22.8 per
cent in 2010-11.

 The concept of balance of payments (BOP) has emanated from the
commercial and financial transactions between nations.

 In effect, BOP signifies the supply and demand of foreign currency.
The supply is generated, in the normal course, through (visible and
invisible) exports, and capital inflows, while demand emanates from
(visible and invisible) imports and capital outflows.

 Excess of goods and services exported plus capital transferred abroad
over the goods and services imported and capital transfers from
abroad is known as favourable balance of payments.

 There are two major categories of BOP accounts of a country. They are:

o payments in respect of exports and imports (including visible,
invisible and gold)

o payments in respect of lending and borrowing

 In India, the balance of payments compilation, concepts and techniques
are almost similar to those followed by the International Monetary
Fund (IMF). These are codified by the Fund in the Balance of
Payments Manual given to member countries for their reference and
guidance.

 In India, balance of payments had been showing consistently in deficits
order to finance the plan expenditure. Thus, India’s imbalance in
balance of payments is not really of a short–term disequilibrium type
but of a structural nature.

 In post-independence India, regular balance of payments data has
been maintained. During the First Plan period (1950s), the balance of
payments position improved considerably and the overall deficit was
brought down to a total of ` 348 crore over the period.
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 According to Alan C. Shapiro in the Journal of Applied Corporate
Finance, the analytical framework that links the international flow of
goods, services, and capital to domestic economic behaviour consists
of a set of basic macroeconomic accounting identities.

 India has been practicing a dynamic form of parliamentary democracy
since its independence. The risk to sovereignty in India is therefore
nil for both ‘foreign portfolio investment’ and ‘foreign direct investment’.

 The emergence of a global economy was the result of private initiative
rather than carefully orchestrated national manoeuvres. Yet, today, it
determines the course of national economic policies.

 If an underdeveloped economy is interested in rapid economic
development, the country has to import foreign capital. Since the
domestic capital is insufficient, the country has to depend on foreign
capital.

 Foreign capital contributes in many important ways to the process of
economic growth and industrialization.

 The Industrial Policy 1991 announced by the Government accepted
the fact that foreign investment is essential for modernization, technology
upgradation and industrial growth of India.

 The Indian government opened up the economy towards foreign
investment in 1991 with the aim to permit automatic approval for
foreign investment up to 51 per cent equity in thirty-four industries.

 The growth of the role of multinational private corporations in world
social and economic changes has been a significant development of
the post-war era. Their evolution has been considered with mixed
feelings by the host countries.

 A developing country should lay emphasis on exporting manufactures.
This view reflects the vision that a modern country needs industry and
that the small domestic markets of most developing countries will
impose high costs unless industrial products are exported.

 Reforms in trade policy that begun in 1991 have considerably changed
the scenario in foreign trade and led to a shift from inward-looking
to an outward-looking policy.

 The Commerce and Industry Ministry has taken a number of initiatives
like providing tax concessions, streamlining certain procedures and
removing quantitative restrictions, to encourage special economic zones.

 The EXIM policy has laid emphasis on special economic zones which
are a new form of the export promotion zones and export-oriented
units promoted earlier.
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2.7 Key Words

 Balance of payments: It is the difference between payments that
flow between any individual country and all other countries.

 Capital transfers: Items consisting of capital receipts and capital
payments are known as capital transfers.

 FDI: Short for foreign direct investment, it is any form of investment
that earns interest from enterprises functioning outside the domestic
territory of the investor.

 MNC: It refers to a corporation or enterprise that manages production
establishments or delivers services in at least two countries.

 Globalization: It is the tendency of businesses to move beyond
national markets to other markets around the world.

 EXIM policy: EXIM policy contains various policy decisions with
respect to import and exports from the country.

2.8 Terminal Questions

Short-Answer Questions

1. What is the role of services in balance of payments?

2. Distinguish between visible and invisible items.

3. What is the government’s policy towards foreign capital?
4. What are the features of a globalized economy?

5. What are the highlights of the EXIM policy for year 2008?

Long-Answer Questions

1. Explicate the recent trends in the Indian economy.

2. Discuss in detail the use of balance of payments?

3. Analyse the pattern of the balance of payments in India.

4. Explain the significance of globalization. What are its key features?

5. Describe the role of MNCs in India.

6. Write an essay on the EXIM Policy of India.

2.9 Suggested Readings
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(Foundations of Business Ethics), First edition. London: Wiley-
Blackwell.
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2.10 Model Answers to ‘Check Your Progress’

Check Your Progress-1

1. The increase in investment by the private corporate sector explained
the bulk of the increase in overall investment during the upswing
phase between 2004-05 and 2007-08.
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2. For estimation of Gross Domestic Savings, the economy is classified
into three broad institutional sectors, which are as follows:

(a) Public

(b) Private corporate

(c) Household

Check Your Progress-2

1. Balance of Payments (BOP) is the difference between payments that
flow between any individual country and all other countries.

2. Excess of goods and services exported plus capital transferred abroad
over goods and services imported and capital transfers from abroad
is favourable balance of payments. On the other hand, excess of
goods and services imported plus capital transfers from abroad over
goods and services exported to abroad is unfavourable balance of
payments.

3. The balance of payments is based on the double entry system of
bookkeeping similar to that used in business accounting. This is an
internationally-accepted convention for balance of payments
compilation. Transactions in a double entry accounting system are
recorded in pairs of credit and debit entries of equal value. Under the
double entry system, credit entries are used to record unrequited
transfers, income receivable and financial transactions involving either
a decrease in assets or increase in liabilities.

Check Your Progress-3

1. The need for foreign capital in a developing country like India can
arise on account of the following reasons:

(a) Domestic capital is inadequate for purposes of economic growth
and it is necessary to invite foreign capital.

(b) Due to lack of experience, domestic capital and entrepreneurship
may not flow into certain lines of production. Foreign capital
can show the way to domestic capital.

(c) In the early stages of development, the capital market is
underdeveloped. During the period in which the capital market
is in the process of development, foreign capital is essential.

(d) Foreign capital brings with it technical know-how and business
expertise which are equally necessary for economic development.

2. The largest source of FDI to India over the period of 2011-2014
(April 2011 till December 2013) has been Mauritius.
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Check Your Progress-4

1. The four features of the EXIM policy for the year 2009–10 are as
follows:

(i) Under promotional schemes for leather, textile etc. ` 325 crores
would be provided for exports made with effect from 1 April
2009.

(ii) Import restrictions on worked corals have been removed in
order to address the grievance of gems and jewellery exporters.

(iii) Export of blood samples is now permitted without license after
requiring ‘no objection certificate’ from Director General of Health
Services (DGHS).

(iv) Bhilwara in Rajasthan and Surat in Gujarat are referred to as
Towns of Export excellence, for the production of diamonds
and textiles respectively.

2. The Foreign Trade Policy (FTP), 2009-14 was announced in August,
2009 in the backdrop of a fall in India’s exports due to global
slowdown. The immediate and the short-term objective of the Policy
was to arrest and reverse the declining trend of exports as well as to
provide additional support especially to those sectors which were hit
badly by recession in the developed world.
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Unit-3
CONCEPT OF GROWTH

Structure

3.0 Objectives
3.1 Introduction
3.2 Industrial Growth in India
3.3 Balanced Regional Developments in India

3.3.1 Government’s Planning: Regional Imbalances in India
3.3.2 Regional Policy in Independent India
3.3.3 Concept of a Region and its Economic Backwardness
3.3.4 Latest Developments in Micro, Small and Medium

Enterprises (MSME) Sector

3.4 Industrial Sickness
3.4.1 Impact on Economy

3.5 Other Problems of Growth
3.5.1 Unemployment
3.5.2 Poverty
3.5.3 Social Injustices
3.5.4 Inflation and its Effects
3.5.5 Parallel Economy
3.5.6 Gender Bias

3.6 Let Us Sum Up
3.7 Key Words
3.8 Terminal Questions
3.9 Suggested Readings

3.10 Model Answers to ‘Check Your Progress’

3.0 Objectives

After going through this unit, you will be able to:

 Discuss the industrial growth in India

 Explain the consequences of regional imbalances

 Highlight the government’s role in removing regional imbalances
 Describe term ‘industrial sickness’ and its impact on Indian economy
 Discuss various problems of growth such as unemployment, poverty

and parallel economy

3.1 Introduction

In the previous unit, you learnt about various economic trends. This unit
analyses the industrial growth of India. The beginning of the unit discusses
problems and prospects of the Indian economy, and various acts and
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policies of the government that helped strengthen the country’s economy.
As the unit progresses, it analyses some of the major hindrances of growth
in India. It discusses how regional imbalances in the country have disrupted
growth of the country. It is of utmost importance to remove such disparities
in order to help the country grow at a rapid pace. Another problem in the
country is industrial sickness which is a major obstacle in the growth path
of the country.

The unit, then, goes on to discuss other problems, namely
unemployment, poverty, social injustices, gender bias, inflation, parallel
economy and industrial sickness.

3.2 Industrial Growth in India

Before the First Five-Year Plan, industrial development in India was confined
largely to the consumer goods sector, the important industries being cotton
textiles, sugar, salt, soap, paper and leather goods. Thus, the industrial structure
exhibited the features of an underdeveloped economy. Industries manufacturing
coal, cement, steel, power, non-ferrous metals and chemicals were also
established, but their production was small. As far as the capital goods sector
was concerned, only a small beginning was made. On the whole, while
consumer goods industries were well established, producer goods industries
lagged behind considerably.

The First Plan did not envisage any large-scale programmes for
industrialization. Only `55 crore of the total expenditure of `1960 crore in
the First Plan was spent on industry and minerals.

The Second Plan accorded top priority to programmes of
industrialization, which would be clear from the fact that the expenditure on
industry and minerals was increased to `938 crore under this plan which
was 20.1 per cent of the total expenditure of `4672 crore. Based on the
Mahalanobis Model, the Second Plan set out to establish basic and capital
goods industries on a large scale, so that a strong base for industrial
development in the future could be built. Three steel plants, of one million
tonnes ingot capacity, were set up in the public sector.

The Third Plan also emphasized the establishment of basic capital and
producer goods industries. Expenditure on industry in the Third Plan was
`1726 crore which was 20.1 per cent of the total expenditure of `8577
crore in the plan.

The structure of industrial development was further nurtured in the
Fourth and Fifth Plans with minor changes. The expenditure on industry was
hiked to 22.8 per cent in the Fifth Plan. The Sixth Plan emphasized optimum
utilization of existing capacities and improvement of productivity and
enhancement of manufacturing capacity. Of the total expenditure of `109,292



129

crore under the Sixth Plan, the share of the industrial sector was `15,002
crore which was approximately 13.7 per cent. During this period, industrial
and trade policies were substantially liberalized.

Objectives for the industrial sector in the Seventh Plan were as follows:

(i) to ensure adequate supply of wage goods at reasonable prices,

(ii) to maximize utilization of the existing facilities through restructuring
and upgradation of technology,

(iii) to concentrate on development of industries with large domestic
market and export potential,

(iv) to usher in ‘sunrise’ industries with high growth potential and
relevance to our needs,

(v) to evolve an integrated policy towards self-reliance in strategic
fields and open up avenues for employment.

The overall outlay envisaged in the Seventh Plan for industrial and
mineral programmes in the public sector was `22,416 crore. Industrial
production was targeted to grow at the rate of 8.7 per cent per annum. The
actual average rate of growth during the Seventh Plan was 8.5 per cent per
annum. As far as the Eighth Plan is concerned, the overall outlay for industrial
and mineral programmes in the public sector was kept at `40,588 crore. This
is only 9.3 per cent of the total outlay of `434,100 crore in the Plan.

The Ninth Plan envisaged an industrial growth of 8.2 per cent per
annum. Policies advocated to achieve this growth rate are as follows:

(i) ensuring adequate availability and requisite quality of infrastructure,

(ii) adoption of special measures to promote the development of
industries in backward areas,

(iii) introducing a special package for the industrial development of
the North Eastern States,

(iv) reviewing the working of Board for Industrial and Financial
Reconstruction (or BIFR) and bringing about necessary changes
to make it an effective instrument of reviving sick industrial units,

(v) initiating steps to close down potentially unrevivable public units,

(vi) promoting production and productivity in the small-scale industries
through technological upgradation,

(vii) adoption of a cluster approach in the unorganized sector for
provision of training, upgradation of skills and improvement in
toolkits, equipment and production techniques to increase
production and income levels of artisans and workers.

In the Tenth Five Year Plan, the industrial sector was projected to
grow at around 10 per cent to achieve the target of 8 per cent growth for
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GDP. This represents a major acceleration from its past performance. The
Tenth Plan focused on creating an industrial policy environment in which
private sector companies, including erstwhile public sector companies, could
become efficient and competitive. In this plan, industrial liberalization, which
was extensively implemented at the central level, was extended to the state
level also and foresaw radical changes in the erstwhile cumbersome regulation
measures.

This plan saw that small scale industries (SSI) have a vital role to play
in the process of industrialization and in achieving a broader regional spread
of industry by providing a vehicle for entrepreneurship to flourish and a
valuable entry point for new entrepreneurs. Since SSIs are generally more
employment intensive per unit of capital than large scale industry they are
also a source of much-needed employment. Khadi and village industries in
particular have an important role to play, especially in promoting non-farm
employment in rural areas. The plan also saw the need for preferential
opportunity to extend investment limits for SSI units with immediate effect,
while restricting entry of new large units until later.

The Tenth Plan saw some measures in the construction industry, such
as repeal of Urban Land Ceiling Act in all states, repeal of Rent Control Act
for all new tenants and adoption of Model Rent Control Act for existing
tenants, revision of outdated municipal laws and regulations restricting land
use, rationalization of property tax and stamp duty rates and simplification
and modernization of the system of land/property registration.

Need was seen to further develop service sectors such as Tourism
and Information, Communication and Entertainment (ICE), and encourage
private participation.

Globalization and the shift to a knowledge-based economy made
telecommunication a vital sector. Telecommunications policy in the Tenth
Plan provided IT and related sectors with world class telecommunications
at reasonable rates. Tariff rebalancing with the objective of cost based
pricing, transparency and better targeting of subsidies were also made guiding
principles for tariffs. Convergence of data, voice and image transmission
and use of wide bandwidth and high speed Internet connectivity added new
dimensions that were taken into account in the policy regime.

The 11th Plan was aimed at putting the economy on a sustainable
growth trajectory with a growth rate of approximately 10 per cent by the end
of the Plan period. It hoped to create productive employment at a faster pace
than before, and target robust agriculture growth at 4 per cent per year.

Work done within the Planning Commission and elsewhere suggests
that the economy can accelerate from 8 per cent per a year to an average
of around 9 per cent over the 11th Plan period, provided appropriate
policies are put in place.
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With population growing at 1.5 per cent per year, 9 per cent growth
in GDP would double the real per capita income in 10 years. This must be
combined with policies that will ensure that this per capita income growth
is broad based, benefiting all sections of the population, especially those
who have thus far remained deprived.

Table 3.1 Industrial Growth Rate

*Industry codes are as per National Industrial Classification 2004
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The private sector, including farming, micro, small and medium enterprises
(MSMEs) and the corporate sector, has a critical role to play in achieving the
objective of faster and more inclusive growth. This sector accounts for 76 per
cent of the total investment in the economy and an even larger share in
employment and output. MSMEs, in particular, have a vital role in expanding
production in a regionally balanced manner and generating widely dispersed
off-farm employment.

MRTP Act

The Monopolies and Restrictive Trade Practices Act (MRTP), 1969, came
into force in June 1970. The Act has three main objectives: (i) to control and
regulate concentration of economic power; (ii) to control monopolies and
monopolistic trade practices unless any of them can be justified to be in the
public interest; and (iii) to prohibit restrictive trade practices.

For entrepreneurs who are covered by the Act, it is not enough to
have industrial licensing for the implementation of any programme of substantial
expansion or the setting up of a new undertaking. They must have the
central government’s approval before they can go ahead with these proposals.
Similarly, mergers, amalgamations or takeovers, in which such companies
are involved, also require prior approval.

Although substantial achievement has been made in the field of
industrialization in India during the last two decades under the Industries
(Development and Regulation) Act, 1951, it was felt that the established
industrial houses were the main instruments of industrialization. It is essential
for a country professing a mixed economy that there is a continual broadening
of the entrepreneurial base. In our country, however, industrial licensing has
unfortunately failed to achieve this objective on any significant scale. It is this
imbalance that MRTP Act seeks to correct among other things. The central
idea of this legislation seems to be not so much to maintain free competition
in the Western sense, than regulating the growth of these so-called monopoly
houses in accordance with certain socially desirable priorities.

Four types of undertakings come under the purview of this Act, viz.

1. An undertaking which has gross asset of `20 crore and above,

2. Inter-connected undertakings which together have assets of `20
crore and above,

3. A dominant undertaking which has asset of `1 crore and above.

4. Inter-connected undertakings constituting a dominant undertaking
and having aggregate assets of `1 crore or above.

Basically, the MRTP Act follows a middle course between accelerated
economic growth and control of concentration of economic power.
Monopolies and restrictive trade practice is defined as a trade practice
which results in preventing, distorting or restricting competition in any manner



133

and which, in particular, tends to obstruct the flow of capital or resources
into the stream of production or to bring about manipulation of prices or
conditions of delivery and thus, imposes unjustified costs or restrictions on
the consumers.

The eleven types of restrictive trade agreements mentioned in the Act are as
follows:

1. Refusal to deal with particular dealers or classes of dealers

2. Exclusive dealerships

3. Price fixing in a concerted manner

4. Forced buying by the purchasers of a product of another producer

5. Discriminating between dealers in granting special benefits or
concessions

6. Resale price maintenance

7. Exclusive distributorship

8. Allocation of areas or markets to sole distributors

9. Restrictions on the manufacture of process

10. Boycott from trade association membership

11. Price control arrangements

These features have been borrowed from similar provisions in the British law on
restrictive trade practices. The applicability of some of them in Indian conditions
will be doubtful. In our conditions of shortages, the distribution and pricing of
many commodities is often controlled and supervised by the government
authorities and they are often party to such agreements. This Act will not apply
to these agreements, although technically they are restrictive ones.

Amendments

The MRTP Act was amended in 1982, 1984, 1985 and 1991. In the 1982
amendment, dominant undertaking was redefined. A dominant undertaking is
one which produces, supplies or controls one-third of any goods in the country.
After this amendment, the market share of dominant undertakings become
one-fourth instead of one-third.

The amendment of 1985 raised the asset threshold of undertaking
from `20 crore to `100 crore for applying the provisions of the Act relating
to prevention of concentration of economic power.

Changes under New Industrial Policy Statement of 1991

The new industrial policy accedes that the growth in industrial structure and the
need to achieve economies of scale for higher productivity and competitive
advantage in the international market and governmental interference with the
help of the MRTP Act on the investment decisions of large companies has
adversely affected the growth of Indian economy. The new industrial policy has
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made drastic changes in the MRTP Act. TheAct had laid down that dominant
undertakings with assets of `1 crore or more and other undertakings, which
either individually or together with interconnected undertakings, had assets of
`100 crore or more should obtain the prior permission of the central government
for establishment of new undertaking, expansion of existing undertakings, merger,
amalgamation or takeover. The new policy has repealed these provisions.
Henceforth, the Act will be confined mostly to the achievement of prevention of
restrictive and unfair trade practices. Thus the ‘M’ has almost been thrown out
of the MRTP Act. With the removal of barriers to competition, the emergence of
a competitive environment is assured.

Industrial Disputes Act

There is a popular relation in the trend of increasing government intervention in
labour management and independence era. The Industrial Disputes Act, 1947,
and its amendments from time to time are significant in defining the scope of
such relations and their solution, when necessary.

Contextual Framework

The Employers’ and Workmen’s Disputes Act, 1860, provided for speedy
and summary disposal, by magistrates, of disputes concerning wages of
workmen employed in railways, canals and other public works. Like some of
the earlier regulations of the East India Company, it was concerned with specific
industries and with only those disputes that require a cause of action in civil
courts with the government having no active role to play. Provisions making
breach of contract a criminal offence undoubtedly affected the workers’ right
to strike, but the statute did not directly seek to regulate the use of instruments
of economic coercion. The Trade Disputes Act, 1929, provided for the
constitution of two ad hoc bodies, viz., the Court of Enquiry and the Board of
Conciliation to inquire into and promote the resolution of ‘trade disputes’. The
expression ‘trade dispute’ meant ‘any dispute or difference between employers
and workmen, or between workmen and workmen, which is connected with
the employment, or with the conditions of labour, of any person;’ and was
neither confined to disputes in any particular trade or industry, nor to justifiable
causes.

Further, the statute regulated strikes and lockouts by declaring them
illegal if their object was ‘other than the furtherance of a trade dispute within
the trade or industry in which the participants were engaged; or if they were
designed or calculated to inflict severe, general or prolonged hardship upon
the community and thereby to compel the government to take or abstain
from taking any particular course of action;’ or if they were, undertaken in
the public utility services without giving prescribed notices. Under the Act,
the government could, therefore, intervene in labour management relations
for the first time and use persuasive processes for the settlement of ‘trade
disputes.’ The restrictions on the right to strike and lockout, particularly the
uncertainty inherent in the phrase ‘severe, general or prolonged hardship
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upon the community,’ were, of course, detrimental to the free use of
instruments of economic coercion. Rule 81 A of the Defence of India Rules,
1942, empowered the Government (1) to require employers to observe
such terms and conditions of employment in their establishments as may be
specified; (2) to refer any dispute to conciliation or adjudication; (3) to
enforce the decisions of the adjudicators; and (4) to make general or special
order to prohibit strikes or lockouts in connection with any trade dispute
unless reasonable notice had been given. These provisions, thus, permitted
the government to use coercive processes for the settlement of ‘trade disputes’
and to place further restrictions on the right to use instruments of economic
coercion. The Industrial Disputes Act, 1947, put the war-time emergency
provisions in a permanent peace-time legislation.

Object

The object of the Industrial Disputes Act, 1947, was contained in the Statement
of Objects and Reasons:

Experience of the working of Trade Disputes Act, 1929, has revealed
that its main defect is that while restraints have been imposed on the rights
of strikes and lockouts in public utility services, no provisions have been
made to render the settlement of an industrial dispute, either by reference
to a Board of Conciliation or to a Court conclusive and binding on the
parties to the dispute. This defect was overcome during the war by
empowering under Rule 81A of the Defence of India Rules, the Central
Government to refer industrial disputes to adjudicators and to enforce their
awards. Rule 81A which was to lapse on the 1st of October, 1946, is being
kept in force by the Emergency Powers (Continuance) Ordinance, 1946,
for a further period of six months, and as industrial unrest, in checking which
this Rule has proved useful, is gaining momentum due to stress of post-war
industrial readjustment, the need of permanent legislation in replacement of
this Rule is self-evident. This Bill embodies the essential principles of Rule
81A, which have proved generally acceptable to both employers and
workmen retaining intact for the most part, the provisions of the Trade
Disputes Act, 1929.

However, adjudication proceedings under the Industrial Disputes Act,
1947, (hereinafter referred to as IDA) are not confined to ‘public utility
services’ or to such employment as ‘is essential for securing the defence of
British India, the public safety, the maintenance of public order, the efficient
prosecution of war, or for maintaining supplies or services necessary to the
life of the community, but may be invoked in any ‘industrial dispute’. Further,
though the obnoxious provisions of Section 16 of the Trade Disputes Act,
1929, have been omitted, Section 23 of the IDA prohibits strikes and
lockout ‘(a) during the pendency of conciliation proceedings before a Board
and seven days after the conclusion of such proceedings; (b) during the
pendency of ... adjudication proceedings; and (c) during any period in
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which a settlement or award is in operation, in respect of any matter covered
by the settlement or award.’ Where a strike or lockout has commenced
before reference of the dispute to a board of conciliation or adjudicating
body, the government may prohibit the continuance of such a strike or
lockout. The amendments further widened the scope of governmental
intervention.

The Supreme Court in Dimakuchi Tea Estate Karmchari Sangh vs.
Dimakuchi Tea Estate, summed up the principal objects of the Act as
follows:

1. Promotion and measures for securing and preserving amity and good
relations between the employers and workmen

2. Investigation and settlement of industrial disputes, between employers
and employers, employers and workmen or workmen and workmen,
with a right of representation by registered trade union or a federation
of trade unions or an association of employers or a federation of
association of employers

3. Prevention of illegal strikes and lockouts

4. Relief to workmen in the matter of layoff and retrenchment

5. Collective bargaining

In Life Insurance Corporation of India vs. D.J. Bahadur, V.R. Krishna
Iyer J. speaking for the Supreme Court has observed that ‘the Industrial
Disputes Act is a benign measure which seeks to pre-empt industrial tensions,
provide the mechanics of dispute-resolution and set up the necessary
infrastructure so that the energies of partners in production may not be
dissipated in counter-productive battles and assurance of industrial justice
may create a climate of goodwill.’

The Supreme Court in Rajasthan State Road Transport Corporation
observed that the object of the Industrial Disputes Act, as its preamble
indicates, is to make provision for the investigation and settlement of industrial
disputes, which means adjudication of such disputes also. The act envisages
collective bargaining, contracts between union representing the workmen
and the management, a matter which is outside the realm of the common
law or the Indian law of contract. The act also provides for constitution of
various committees and confers extensive powers on different kinds of
authorities in the matter of settlement of adjudication of industrial disputes.
It also provides remedies under Sections 10, 12, 18, 19 and 31(2), 33(1)(a),
33C(1) and 33C(2).

Scheme of the Act

The long title shows that the object of the Act is ‘to make provision for
investigation and settlement of industrial disputes and for certain other purposes’.
The preamble states the same object, and Section 2 of the Act which contains
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the definitions states that unless there is anything repugnant in the subject or
context, certain expressions will have certain meaning. Chapter II refers to the
authorities set up under the act such as works committees, conciliation officers,
board of Conciliation, courts of enquiry and industrial tribunals.

The chief role of a works committee is to formulate measures to
preserve and secure good relations between employers and workmen, ensure
common interest or concerns are met and enable the composition of any
material difference of opinion in respect of such matters. Conciliation officers
are in charge of mediating in and promoting the settlement of industrial
disputes. A board of conciliation may also be constituted to promote
settlement of industrial disputes. Section 7 empowers the appropriate
Government to constitute one or more tribunals for the adjudication of
industrial disputes in accordance with the provisions of the Act.

Chapter III contains provisions relating to the reference of industrial
disputes to a Board of Conciliation, Court of Enquiry or Labour Court,
Tribunal or National Tribunal. Under Section 10 (1) (c) where an appropriate
government is of an opinion that any industrial dispute exists or is
apprehended, it may, at any time, by order in writing, refer the dispute or
any matter appearing to be connected with or relevant to the dispute to a
tribunal for adjudication.

Chapter IV of the Act deals with as procedure, powers and duties
of the authorities set up under the Act where an industrial dispute has been
referred to a tribunal for adjudication. Section 15 requires that the tribunal
shall hold its proceeding expeditiously and shall as soon as practicable on
the conclusion thereof submit its award to the appropriate Government.
Section 17 lays down, inter alia, that the award of a tribunal shall, within
a period of one month from the date of its receipt by the appropriate
Government, be published in such a manner as it thinks fit. Section 17-A
lays down that the award of a tribunal shall become enforceable on the
expiry of thirty days from the date of its publication. Section 17 also contains
certain other provisions which empower the appropriate government to
modify or reject the award. Section 18 relates to awards. Section 19 lays
down the period of operation of settlements and awards and states, inter
alia, that an award shall be subject to the provisions of the section, and
shall remain in operation for a period of one year.

Chapter V of the Act deals with strikes and lockouts. Chapter V-A
and  V-B deal with layoff, retrenchment, closure and transfer. Chapter VI
deals with penalties and Chapter VII with miscellaneous matters. It is
important to note that though in the definition of ‘lockout’ under Section 2(l)
of the Act and ‘strike’ under Section 2(q) of the Act and also in Section 22
the expression ‘any person’ has been used, but in Section 22 (2) and
Section 23 of the Act which deal with ‘lockouts’ and ‘strikes’, the word
‘workman’ has been used.
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Section 33 provides that during the pendency of any conciliation
proceedings or any proceedings before a tribunal of any industrial dispute,
the conditions of service, etc. shall not be changed. Section 33 A, however,
uses the word ‘employee’ but read with Section 33, the word ‘employee’
must mean a workman. Section 36 deals with representation of parties.
Subsection (3) of Section 36 states that no party to a dispute shall be
entitled to be represented by a legal practitioner in any conciliation
proceedings under the Act or in any proceedings before a Court. Subsection
(4) states that in any proceedings before a tribunal, a party to a dispute may
be represented by a legal practitioner with the consent of the parties to the
proceeding and with the leave of the tribunal.

Analysing the aforementioned provisions proves that the Industrial
Disputes Act gives the state scope to induce parties to take the help of
industrial arbitration. Different forums have been established for dispute
resolution. The act intends to be a self-contained one and seeks to achieve
social justice based on collective bargaining. The act aspires to settle all
industrial disputes caused between labour and management with the help of
peaceful methods. This is done through the machinery of conciliation and
arbitration and if necessary by approaching the tribunal constituted under
the act.

Industrial Disputes (Amendment) Act, 1982 and 1984

The Industrial Disputes Act, 1947, has undergone several amendments since
1947. Thus, the Industrial Disputes (Amendment) Act, 1982, made the
following amendments:

1. Amended the definition of ‘appropriate Government’.
2. Amended the definition of ‘industry’ and thereby curtailing the scope

of industry as laid down by the Supreme Court in Bangalore Water
Supply & Sewerage Board v. A. Rajappa.

3. Inserted a new clause (cc) defining ‘closure’.
4. Inserted a new clause namely Section 2 (ka) and 2(kka) (defining

"industrial establishment or undertaking" and "Khadi" respectively).

5. Inserted new Section 2 (qq), 2 (ra) and 2 (rb) defining ‘trade union’,
‘unfair labour practice’ and ‘village industries’. Further, the Fifth
Schedule was added enumerating unfair labour practice.

6. Inserted Chapter V-C dealing with prohibition of unfair labour practice
and penalty thereof.

7. Inserted Chapter II-B which provides for Grievance Settlement
Authorities and reference of certain individual disputes to such
authorities.

8. Extended the special provisions relating to layoff, retrenchment and
closure in establishments employing not less than one hundred
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workmen. It also inserted a procedure for closing an undertaking and
penalty for violation thereof.

Two years later, the Industrial Disputes (Amendment) Act, 1984, was
introduced which inter alia seeks to make the following amendments in the
Act.

1. It excludes from the definition of ‘retrenchment’ as contained in the
Act ‘termination of the service of a workman as a result of the non-
renewal of the contract of employment on its expiry and on the
termination of such contract in accordance with the provisions thereof’.

2. Following the decision of the Supreme Court in the Excel Wear case
(AIR 1979 SC 25), some high courts declared invalid the special
provisions relating to layoff and retrenchment contained in the Act
which applied to establishments employing 30 or more workmen. It
redrafted these provisions on the same lines as the amended provision
relating to closure, which was inserted by the Industrial Disputes
(Amendment) Act, 1982, (46 of 1982), after taking into consideration
the observations of the Supreme Court in the above case.

Trade Unions and the Industrial Disputes (Amendment) Bill, 1988

Four years later, the aforesaid Bill sought to undertake comprehensive
amendments to the Trade Unions Act, 1926, and the Industrial Disputes Act,
1947 with the intention of promoting healthy industrial relations, effective
bargaining councils at unit, industry or national levels and, finally, expeditious
settlement of industrial disputes through a system of Industrial Relations
Commissions or IRCs (with Labour Courts working under them) from whose
decisions appeals would lie only with the Supreme Court. The bill proposed
to set up IRCs both at the centre and in the states. These will comprise both
judicial and non-judicial members, the latter being drawn from among persons
having gained eminence in the fields of industry, labour or management. The
IRCs will be high-powered tribunals under Article 323B of the Constitution
and appeals against their orders or awards will be only to the Supreme Court.
These commissions will have jurisdiction in respect of adjudication and hear
appeals against the order of the labour courts including those relating to
registration of bargaining councils. It is not, however, proposed to entrust
them with conciliation functions which have been traditionally performed by
the appropriate government. The State Governments have responsibility for
maintenance of law and order and the first lines of defence in any matter
threatening industrial peace are necessarily conciliation and the activation of
the collective bargaining mechanism before recourse is considered by either
party to the judicial process or to even more extreme steps like a strike or
lock-out.

The bill makes a specific provision for bipartite negotiations. The bill
also lays stress on the need to exhaust all modes of settlement like bipartite
discussions, conciliation, voluntary arbitration, etc., before resorting to direct
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action. Even at the last resort, i.e., strike or lockout, the conditions prescribed
must be met, by either party contemplating it, with corresponding penalties
for resorting to such extreme steps in contravention of the law.

In order to provide quick relief and cut down delays, it is proposed
to provide that a workman or a trade union of which he is a member can
refer an individual dispute directly to a Labour Court.

The act extends to the whole of India, the original Act came into
force on the 1 April, 1947.

Interpretation of Industrial Relations Law

The Supreme Court in Bharat Singh vs. Management of New Delhi
Tuberculosis Centre, New Delhi, held that in interpretation of the welfare
statutes: ‘the Courts have steered clear of the rigid stand of looking into the
words of the Section alone but have attempted to make the object of the
enactment effective and to render its benefits unto the persons in whose favour
it is made’. Again, in Smt. Dhanalakshmi v. Reserve Bank of India, the
Division Bench of the Karnataka High Court observed:

Liberal and not strict rule of construction is required to be followed
while dealing with welfare statutes. Semantic luxuries should not be permitted
to be misplaced in the interpretation of bread and butter statutes. As
consistently held by the Courts, welfare statutes must, of necessity, receive
a broad interpretation. It should not be lost sight of that the welfare statutes
in a welfare state are enacted with the object of promoting general welfare,
which should not be dipped in the ocean of wrangles of technicalities.

No Jurisdiction of Civil Court in Industrial Dispute

Premier Automobiles Limited. v. Kamalakar Shantaram Wadke and Ors.,
Three Judges Bench is a leading authority on jurisdiction of civil courts in
industrial disputes. The Supreme Court, after elaborate discussion, ruled:

The principles applicable to the jurisdiction of the civil courts in relation
to an industrial dispute may be stated thus:

1. If the dispute is not an industrial dispute, nor does it relate to
enforcement of any other right under the act, the remedy lies only in
the civil court.

2. If the dispute is an industrial dispute arising out of a right or liability
under the general or common law and not under the act, the jurisdiction
of the civil court is alternative, leaving it to the election of the suit or
concerned to choose his remedy for the relief which is competent to
be granted in a particular remedy.

3. If the industrial dispute relates to the enforcement of a right or an
obligation created under the act, then the only remedy available to the
suitor is to get an adjudication under the act.
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4. If the right which is sought to be enforced is a right created under the
Act such as Chapter V-A, then the remedy for its enforcement is
either Section 33C or the raising of an industrial dispute as the case
may be as cases of industrial disputes, by and large, are invariably
bound to be covered by principle, 3 stated above.

Three Judges of the Supreme Court in Rajasthan State Road Transport
Corporation and Anr. v. Krishna Kant and Others, laid down the following
principle:

1. Where the dispute arises from general law of contract, i.e., where
reliefs are claimed on the basis of the general law of contract, a suit
filed in a civil court cannot be said to be not maintainable, even
though such a dispute may also constitute an ‘industrial dispute’ within
the meaning of Section 2(k) or Section 2A of the Industrial Disputes
Act, 1947.

2. Where, however, the dispute involves recognition, observance or
enforcement of any of the rights or obligations created by the Industrial
Disputes Act, the only remedy is to approach the forums created by
the said act.

3. Similarly, where the dispute involves the recognition, observance or
enforcement of rights and obligations created by enactment like
Industrial Employment (Standing Orders) Act, 1946 – which can be
called ‘sister enactments’ to Industrial Disputes Act and which do not
provide a forum for resolution of such disputes, the only remedy shall
be to approach the forums created by the Industrial Disputes Act
provided they constitute industrial disputes within the meaning of Section
2(k) and Section 2A of the Industrial Disputes Act or where such
enactment says that such dispute shall be either treated as an industrial
dispute or says that it shall be adjudicated by any of the forums
created by the Industrial Disputes Act. Otherwise, recourse to civil
court is open.

4. It is not correct to say that the remedies provided by the Industrial
Disputes Act are not equally effective for the reason that access to
the forum depends upon a reference being made by the appropriate
Government. The power to make a reference conferred upon the
Government is to be exercised to effectuate the object of the enactment
and hence not unguided. The rule is to make a reference unless, of
course, the dispute raised is a totally frivolous one ex facie. The
power conferred is the power to refer and not the power to decide,
though it may be that the Government is entitled to examine whether
the dispute is ex facie frivolous, not meriting an adjudication.
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5. Consistent with the policy of law aforesaid, we recommend to the
Parliament and the State Legislatures to make a provision enabling a
workman to approach the Labour Court/Industrial Tribunal directly,
i.e., without the requirement of a reference by the Government–in
case of industrial disputes covered by Section 2A of the Industrial
Disputes Act. This would go a long way in removing the misgivings
with respect to the effectiveness of the remedies provided by the
Industrial Disputes Act.

6. The certified Standing Orders framed under and in accordance with
the Industrial Employment (Standing Orders) Act, 1946, are statutorily
imposed conditions of service and are binding both upon the employers
and the employees, though they do not amount to ‘statutory provisions’.
Any violation of these standing orders entitles an employee to
appropriate relief either before the forums created by the Industrial
Disputes Act or the civil court where recourse to civil court is open
according to the principles indicated herein.

7. The policy of law emerging from the Industrial Disputes Act and its
sister enactments is to provide an alternative dispute-resolution
mechanism to the workmen, a mechanism which is speedy,
inexpensive, informal and unencumbered by the plethora of procedural
laws and appeals upon appeals and revisions applicable to a civil
courts. Indeed, the powers of the courts and tribunals under the
Industrial Disputes Act are far more extensive in the sense that they
can grant such relief as they think appropriate in the circumstances for
putting an end to an industrial dispute.

In U.P. State Bridge Corporation Ltd and Others v. U.P. Rajya Setu Nigam
S. Karamchari Sangh,

‘Although these observations were made in the context of the jurisdiction
of the civil court to entertain the proceedings relating to an industrial dispute
and may not be read as a limitation on the Court’s powers under Article 226,
nevertheless it would need a very strong case indeed for the High Court to
deviate from the principle that where a specific remedy is given by the
statute, the person who insists upon such remedy can avail of the process
as provided in that statute and in no other manner.’
In Rajasthan State Road Transport Corporation and Ors. v. Zakir Hussain,
the appellant Transport Corporation which was governed by standing orders
under the Industrial Employment (Standing Orders) Act, 1946, including
terms of appointment terminated the services of the respondent workman
who was appointed as a conductor purely on ad hoc basis for two years. A
civil suit was filed by a workman–challenging his termination of service.
The respondent himself referred to and relied upon the standing order. On
these facts, the Supreme Court held that the only remedy available to the
respondent was by way of reference under provisions of the Industrial
Disputes Act and not by way of civil suits as filed by him. Impugned
judgements passed in suit for declaration and upheld in the second appeal
by the High Court were unsustainable.
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Check Your Progress - 1

1. State the key objectives for the industrial sector in the Seventh
Five-Year Plan.

2. When did the MRTP Act, 1969, come into force? What are the
three main objectives of the Act?

3.3 Balanced Regional Developments in India

Some nations are economically highly developed, while some countries are
still developing and some of them are under-developed. Quite a few factors
are accountable for variations in the states of development of nations in addition
to political factors.

These are as follows:

 The availability of enough natural resources

 The quality and quantity of human resources

 Abundance of financial resources

 Efficient management and technological skills among the people

The USA, UK, Western European nations, Japan, Australia, etc. are the major
examples for economically developed countries. India, China, Sri Lanka are
the examples for developing countries. African nations, Bangladesh, etc. are
the examples for under-developed countries.

3.3.1 Government’s Planning: Regional Imbalances in India

India was an underdeveloped country at the time of Independence; a legacy
of the British. The British did not support industrial development. They utilized
India as the supplier of raw material for their industries and imported finished
products.

Several years Independence, there have been demands for separate
states, mainly due to lack of economic development in these regions. For
example, demands for a separate Telangana state in Andhra Pradesh was
formalized in 2014. A separate Chhattisgarh state was created from Madhya
Pradesh, Uttaranchal from Uttar Pradesh and Jharkhand from Bihar a few
years back.

For a particular region, the economic development is measured in the
name of per capita income, poverty, gross state domestic product,
unemployment, etc. Bihar, Orissa, Rajasthan, Madhya Pradesh, Uttar Pradesh
and the Northeastern states are reasonably backward, economically.
Maharashtra, Gujarat, Tamil Nadu and Punjab are relatively highly developed.
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One of the main results of regional imbalances is people’s migration
to developed areas. For example, many skillful people from India migrate
to the developed countries. Likewise, within India, people from under-
developed regions keep on migrating to highly developed cities or regions.
Such migrations lead to violence, and law and order problems. Almost all
the major cities in India (like New Delhi, Kolkata, Chennai, Mumbai,
Bangalore, Hyderabad, Pune and Ahmedabad) have high population
percentage.

To control the migration levels during lean agricultural season, the
government has been putting into practice the national rural employment
guarantee scheme (NREGS).

Being a plural country, full of diversities of religions, languages, castes,
tribes, cultures, etc., India has a number of cultural and linguistic groups.
These are concentrated in some specific territorial segments. During colonial
rule, the British administration was more interested in economic exploitation
of the country and least interested in its development; it supported various
divisions based on religion, region, caste and language and did not make
any plan for a balanced development of India. These factors led to regional
imbalances and group identities. Consequently, independent India witnessed
the rise of regionalism, language movements and separatism.

What is a region?

A territory is called a region, as the inhabitants of that territory have an emotional
attachment to it due to commonality of historical traditions, religion, usages
and customs, language, socio-economic and political stages of progress, a
common way of living, etc. These, in addition to extensively prevalent sentiments
of togetherness, reinforce the bond. This territory can overlap with the
boundaries of a state, parts of a state or even with more than one state.
Regionalism develops due to a feeling of discrimination or competition on
political, economic or cultural grounds, yearning for justice or favour. Due to
these factors and specific nature, regionalism results in demand for autonomy
or powers for state, creation of new state, protection of language or culture of
the region or separation from the country.

Regional disparities

Regional disparities or imbalances manifest into wide differences in literacy
rates, per capita income, availability of health and education facilities, stages
of industrialization, etc. between different regions. These regions could be
either states or regions within a state. India is a country of regions having
enormous imbalances on various accounts. The planning in independent India
has not been able to eradicate these regional imbalances.
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Colonial legacy

The British colonial system was mainly interested in selling their goods in Indian
markets and exporting raw materials from here. In some instances, they showed
their interest in establishing some industries in order to put in their surplus
capital and use cheap Indian labour. Thus, they introduced Zamindari system
in some regions and peasant proprietary system in some other regions. They
improved agriculture to create markets for their goods. Therefore, significant
variations were created in agriculture in the spheres of production relations
and level of production in various states and regions. At that time, the pattern
of urbanization depended upon the planning of exporting raw material and
importing finished goods. Due to this, the port towns emerged as the major
centres of urban industrial activities. Therefore, as the trade and commerce
developed in the colonial India, jobs and educational opportunities were
created at coastal centres like Bombay, Calcutta and Madras and at some
princely states’ capitals. This also resulted in the emergence of a few consumer
industries in these places and, hence, to the growth of a merchant capitalist
class. This gave these regions an advantage over others where the enormous
tracts of agriculture lost their conventional handicrafts and other small-scale
non-agricultural activities due to competition from the technology based modern
processes of industrialization.

Another major factor in the irregular regional development was the
development of the education system. The British had linked India to Europe
through trade relations and the coastal areas particularly around the ports
of Bombay, Calcutta and Madras. The males of these areas thus were
introduced to the modern education. As a result, there grew an educated
professional class, which comprise mostly lower paid government and
commercial clerks. An elite group of lawyers and other professionals was
also established in these regions. On the eve of Indian independence, interstate
and inter-district disparities were very sharp and widening. The following
areas felt the heat of regional differences:

 Per capita income and consumption

 Literacy

 Medical and health facilities

 Natural resources

 Population growth

 Infrastructure development

 Employment opportunities

The task of eradicating these disparities was handed over to the independent
India’s government.
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3.3.2 Regional Policy in Independent India

The leaders of independent India quickly recognized the need for the removal
of regional disparities. According to the Indian Constitution, it is the duty of
the central government to appoint a Finance Commission once at least in
every five years. The aim of this commission is to scrutinize the problems
arising out of the gaps between expenditure and the revenue and other such
matters. Thus, the central government, with the help of its two principal
agencies—the Planning Commission and the Finance Commission—is bound
to work for balanced regional development of the country. To re-establish the
equilibrium between various areas and regions was one of the objectives of
planning. Though these institutions were to work within a large socio-economic
fabric of the country and the initial political process. Initially planning was
chiefly restricted to the national level. The problem of regional disparities hardly
got the much-required attention, and the few measures that were taken, were
adopted to deal with particular problems faced by certain areas having natural
disasters. Thus, the policy makers did not give adequate attention to the problem
of regional development. A few of the previously developed regions enjoyed
the freedom to develop further at the expense of the backward regions, which
continued to languish.

It was in the Third Five-Year Plan that some attention was given to
the problem of regional disparities. Efforts were made to recognize the
backward regions. Beginning from the Fourth plan, planners have shown
more interest in this objective. Planned policy measures are being taken to
enhance the status of living standards of the people in the backward regions.
However, in reality, despite the increasing consciousness of these aspects,
very little has been attained. While the Planning Commission has recognized
industrially backward regions, it has not yet attempted any action, which can
be deemed to be backward from the viewpoint of total economic
development. Actually, the plans of regional policy focus on the dispersal of
industry among the different regions of the country. However, despite several
attempts for industrialization, agriculture continues to be the most important
economic activity from the viewpoint of production and employment in most
of the states, and within the agricultural sector, due to stress on instant
increase in production, interstate disparities in per capita agricultural output
have been increasing. Everyone knows that the green revolution and its
impact have been confined to comparatively small areas. Therefore, the
imbalances in people’s socio-economic conditions have been increasing
both inside and between different regions of the nation.

Regional imbalances and regionalism

The sense of neglect, deprivation and discrimination is created if the regional
inequalities, both among states and within states exist and are not addressed. In
a country like India, having a composite culture, and where groups are
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concentrated in states or regions, these inequalities become the cause of social
conflicts resulting in political and administrative problems. In any case, regional
imbalances are a chief cause of regionalism. The movements for the creation of
separate states in Jharkhand area of Bihar and West Bengal, Uttaranchal and
Chhattisgarh in Uttar Pradesh and Madhya Pradesh were the result of the
underdevelopment of these regions in those states, as a feeling of exploitation
and deprivation had set in among people. Finally, the status of separate states
was bestowed upon these areas in 2001. Such movements are still going on in
the Telangana region of Andhra Pradesh, Vidarbha region of Maharashtra and
Darjeeling region of West Bengal. In addition to the feeling of deprivation in the
neglected states or regions, there also are regrets because of sectoral inequalities.
These consist of lack of industrial development along with agricultural
development. These factors are spreading regionalism in developed states. For
instance, in areas where Green Revolution was introduced and has been
successful, the new rich farmer’s class has become financially and politically
significant. They are now inclined in perpetuating the concessions and facilities
that were given to them at the time of Green Revolution. Despite agriculture
having become very much gainful, they want subsidies to persist and income not
to be taxed. These rich farmers in such states offer major social basis of regional
parties.

The problem of regional disparities is a natural outcome of the development
process itself, in which certain regions develop faster than others. Uneven
regional development results in the following complications:

 Wastage of resources

 Increase in public costs

 Social injustice

 Deceleration of economic growth

 Threat to national integration

 Political instability

Many experts in the field of regional and developmental economics have
graphically narrated the unfavourable consequences of persisting disparities in
various studies. Harvey Armstong and Jim Taylor argue that severe regional
imbalances in levels of employment are risky for social cohesion. If the backward
regions exist along with developed ones, the lower purchasing power in the
former areas leads to aggravate inflation. According to them, if regional
unemployment disparities are reduced, the national employment and output
could be considerably enhanced.

When such imbalances are controlled with more geographic distribution
of demand for labour, pressures exerted by inflation would be less harsh.
There will be best utilization of social overhead capital.
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Friedman and Alonso pointed that decline in regional imbalances would pave
way for the following:

 Greater national integration

 Increase in economic growth

 Political stability

In contrast, if the imbalances sore, a sense of injustice may kindle regional and
parochial movements, as seen in many countries.

Reduction in disparities is also vital to speed up the growth of national
economy. This is mainly relevant in the under-developed economies.
Moreover, national income can be enhanced only when the resources and
potentialities in backward regions are employed for useful activities. Backward
regions should be helped so that their potential is correctly tapped enabling
them to reach higher level of development. This requires evolving exact
strategies for the overall development of such regions.

3.3.3 Concept of a Region and its Economic Backwardness

There are different regions classified based on their size for planning purposes.
At the local level, there are micro-regions. These are very small spatial units
such as a district. Next in order is the meso-region consisting of a state or
group of states. At the uppermost order there is the macro-region consisting
of the previous two types of regions such as the country.

While explaining the term ‘backward region’ there have been some
attempts to vaguely define it. These attempts are evasive and do not give
a crystal-clear picture of what exactly constitutes such a region. Experts
have defined the term ‘backward region’ with reference to the distinctive
problems encountered by such regions, possibility of attaining development,
effectiveness of regional plans and factor endowments. Generally, the issue
of regional development has been extensively discussed compared with a
developed area and development at a collective level rather than focussing
attention wholly on the backward regions.

However, what seems to be missing is appreciation that most backward
areas have a potential for growth, which can be tapped if some special
initiatives are taken. The important matter is to recognize these special
initiatives in each type of backward area.

The Organization for Economic Co-operation and Development (OECD) has
classified regions into four types. They are as follows:

 Underdeveloped

 Undeveloped

 Reconversion

 Congestion regions
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Out of the four types, the first one, i.e., under-developed, has many features
such as limited industrialization, declining source of income from the primary
sector and out-migration, which typically belong to a backward region.

R. P. Mishra attempted to examine and analyse the problems of some
backward regions. These regions were located in between the centres of
growth. The process of transition, including increased outflow of men and
material, was experienced in these regions. He cited the examples of mining
regions in USA as the proof for this type of region.

Several empirical studies have been carried out until now. These have
tried to classify or categorize regions based on their potential for future
development. A few of such regions have natural advantages for example
good and superior soil and adequate rainfall. These advantages give them
instant growth potential. However, there are other regions, which do not
have such advantages and thus remain backward. The absence of good
infrastructure and easy accessibility further increase their problems. Compare
to the regions that have some potentiality, there are other regions, which
remain backward mainly due to technical factors. Such regions are mostly
agriculture-oriented that do not experience the considerable improvement in
production technologies. Of course, the output level of these regions is very
low.

Industrial development of backward areas

For the problems of location, be it multi-plant or single plant locations, the
industrial policies set by the government acquire immense importance and
their instructions are considered key guidance. In India, for balanced regional
development of the country, the industrial development of backward areas
has always been stressed upon. The following have been given importance in
this regard:

 Licensing policy

 Location of public sector projects

 Investment subsidy

 Concession in financing the projects

 Concession on income tax import duty

 Setting up of industrial estates

All the districts in India have been classified into the following four categories:

A. No industry districts and ‘special region’ districts
B. Moderately backward districts

C. Least backward districts

D. Non-backward districts

The A, B, and C categories are eligible inter alia for subsidy on investment in
fixed assets in an industrial unit.
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Taking cognizance of the significance of infrastructural facilities, the
Indian Government offers one-thirds of the expenditures of the progress of
infrastructural facilities in the ‘no industry’ districts, the remaining two-thirds
of the expenditure is met by the concerned state government. However, the
utmost limit of central help in this plan is `2 crore in a district. Even
companies that fall under the MRTP Act have been offered some allowances
if they locate new plants in category ‘A’ and ‘B’ districts. The central
government also suggests to help the ‘no-industry’ districts by setting up a
‘nucleus’ plant in each such district, which would bring about a number of
ancillary units. The state governments give a variety of incentives to industries
with the intention that they may establish their plants in the backward areas.

IDBI bank

The IDBI bank the Industrial Development Bank of India Limited. It is one of
India’s leading public sector banks. It was set up in 1964 through a Parliament
Act. The main aim of this bank is to provide credit and other facilities for the
development of the fledgling Indian industry; especially the backward regions.
Some of the institutions set up by IDBI are as follows:

 National Stock Exchange of India (NSE)

 National Securities Depository Services Ltd (NSDL)

 Stock Holding Corporation of India (SHCIL)

 Credit Analysis & Research Ltd

 Export-Import Bank of India (Exim Bank)

 Small Industries Development Bank of India (SIDBI)

 Entrepreneurship Development Institute of India

 IDBI BANK

Recent developments

To overcome upcoming challenges and to meet the reforms in financial sector,
IDBI has taken steps to modify its role from a development finance institution
to a commercial institution. IDBI attained the status of a limited company viz.
‘Industrial Development Bank of India Limited’ (IDBIL) with the Industrial
Development Bank (Transfer of Undertaking and Repeal) Act, 2003.
Thereafter, the Reserve Bank of India (RBI) issued the requisite notification
on 30 September 2004, incorporating IDBI as a ‘scheduled bank’ under the
RBI Act, 1934. As a result, IDBI, officially entered the portals of banking
business as IDBIL from 1 October 2004.

Government Policy and Small-Scale Industries

A major thrust of the industrial policy pursued in India during the last four
decades has been the development and promotion of small and cottage
industries along with large industries. The differences between the small-scale
and cottage industries are basically two: (a) while small-scale industries are
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mainly located in urban centres as separate establishments, the cottage industries
are generally associated with agriculture and provide subsidiary employment
in rural areas and (b) while small-scale industries produce goods with
mechanized equipment employing outside labour, the cottage industries involve
operations mostly by hand, which are carried on primarily with the help of the
members of the family. The Fiscal Commission of 1949 also made a distinction
between small-scale and cottage industries in this manner: A cottage industry
is one which is run wholly or primarily by members of the family either, as a
whole or part-time occupation. A small-scale industry, on the other hand, is
one which is operated mainly with hired labour, usually employing 10 to 50
persons. Perhaps, this definition has prompted the Industries (Development
and Regulations) Act, 1951, to exempt units employing less than 50 workers
with power, and less than 100 workers without power, from registration. This
exempted sector came to be known as the small-scale sector.

Another criterion for differentiating small-scale and village industries
from the large-scale industries has also been adopted. This relates to the
fixed capital investment in a unit. This limit has continuously been raised
upwards. In 1991, the government raised the investment limit for small-scale
industry to `60 lakh and for ancillary units to `75 lakh. An extra incentive
was given to small business engaged in export of their products. Their
investment limit was further raised to `75 lakh on condition that they export
at least 30 per cent of their output by the third year of their starting production.
A policy announced on 6 August 1991 raised the investment limit for the tiny
units to `5 lakh from the earlier limit of `2 lakh.

Economists advocate that a labour surplus under developed economy
is based on a network of dispersed, labour-intensive and small-sized
industries. These industries are capital light, skill light, labour intensive and
dispersed. They are cheracterized by ‘quick’ investment and by carrying the
job to the worker they can overcome the difficulties of geographical
immobility. In the conditions prevailing in many under developed countries,
the development of small industries may be the most economical way to
form of industrialization; it may be more than either large-scale organized
industry or cottage industry. It avoids the heavy costs, which are often the
result of agglomeration of large labour forces; the overhead capital costs
stemming from such agglomerations are often high and do not directly increase
productivity. Moreover, small industry represents much less of a break from
previously established modes of living and, therefore, is less of a strain than
industrialization in the form of large units.

Case for small industries

The case for supporting small-scale industries during the plan period is based
partly on ideological and partly on economic grounds. The ideological strand
of thought linking small-scale industry to cottage and village industries is derived
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from Gandhian faith in the role of village crafts for the promotion of rural uplift
and employment. Gandhian economics is the economics of the ‘whole man’
as against the economics of ‘the economic man’. His economics is based on
the revival of village crafts because he preferred ‘bread for all before cakes
for some’. Gandhiji’s hostility to urbanization and modern mechanized industry
is well known, so is his glorification of self-employment. He firmly believed
that the economic conditions of all village folk would be improved if village
crafts were revitalized. Prof G.D.H. Cole remarks that Gandhiji’s compaign
for the development of the homemade cloth industry—Khaddar—is no more
a fad of a romantic eager to revive the past but a practical attempt to relieve
the poverty and uplift the standard of the Indian villagers.

The architects of modern planning in India have moved far away from
the tenets of Gandhian philosophy when they laid down an industrial base
for the economic development of the country. But it would be wrong to
suggest that their thinking was entirely immune from the emotional flavour of
Gandhian ideology. In their anxiety to revitalize cottage industries and extend
the market for their products, they were in favour of not only granting them
subsidies but also of sheltering them from the encroachment of large-scale
industry by checking the expansion of output of the latter through taxes and
cesses. The authors of the first plan had envisaged the development of
substantial export market in the artistic products of Indian handicrafts.

The ideological fascination for the village crafts was sought to be
buttressed by putting forward an economic basis for their support and
expansion when the second Five-Year Plan was formulated with its emphasis
on heavy industry and production of capital goods. Prof P.C. Mahalanobis,
who is credited with the main responsibility for the formulation of the second
plan, propounded his doctrine of dual strategy under which there would be
simultaneous building up of heavy industries as the basis of rapid industrial
progress and expansion of traditional village industries and small industries
for increased production of consumer goods and for provision of more
employment.

Apart from ideological grounds, there is economic justification for the
support and expansion of cottage and small industries in a labour surplus
developing economy like India. All the usual arguments favouring the growth
of small-scale industries have been noted in the Industrial Policy Resolution
of 1956. In relation to cottage and small-scale industries, it states: they
provide immediate large-scale employment; they offer a method of ensuring
a more equitable distribution of the national income and they facilitate an
effective mobilization of resources, capital and skill, which might otherwise
remain unutilized. Some of the problems that unplanned urbanization tends
to create will be avoided by the establishment of small centres of industrial
production all over the country. The Industrial Policy Resolution puts forth
following four main arguments in favour of small enterprises:
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1. Employment argument: The most important economic task before
the country is the solution of unemployment problem. The scope for
creation of ‘wage-employment’ is limited as it depends on industrial
growth. But there is a large scope for the creation of ‘self-employment’
and here the small-scale industries can play a significant role. Karve
Committee has rightly observed that the principle of self-employment
is at least as important to a successful democracy as that of self-
government. The argument is based on the presumption that small
enterprises are labour intensive and, thus, create more employment
per unit of capital employed. Thus, let alone capital goods industries
where capital-intensive projects are a necessity, in other spheres of
production, small enterprises, which help to enlarge the volume of
employment with scarce capital, should be encouraged. A more
sophisticated form of this argument is that small industries should be
developed because the capital output ratio for such enterprises is
lower vis-a-vis large-scale enterprises.

2. Equality argument: The equality argument suggests that the income
generated in a large number of small enterprises is dispersed more
widely in the community than income generated in a few large
enterprises. In other words, the income benefit of small enterprises is
derived by a large population while large enterprises encourage more
concentration of economic power. In this way, small enterprises bring
about greater equality of income distribution. However, it is a fact that
there is a common tendency for the average wage to be lower in
small factories than in large factories. Moreover, the virtual
non existence of trade unions in small factories enable employers to
exploit the workers to the maximum.

3. Latent resources argument: Small-scale industries are widely
dispersed all-round the country and have provided opportunities for
young entrepreneurs to venture into a number of new fields.

It is suggested that small industries, by tapping latent resources,
encourage the habits of investment in rural areas. This argument is
woven out of several strands of thought. One such strand related to
the existence of a large number of potential entrepreneurs who have
no capacity for promoting or managing large concerns but have the
necessary talents for the promotion and management of smaller units.
Another strand relates to the existence of large reserves of idle savings
which could be channelized into productive uses if the hoarders had
the opportunity of establishing business of their own. In a developing
economy, rapid economic growth is hardly possible unless methods
can be found to mobilize rural savings. This can be done in several
ways. The democratic way of mobilizing rural savings, will be to
spread investment opportunities all over the country in such a manner
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that reliance on the forced mobilization of rural savings is minimized
and an environment is created in which peasants develop spontaneous
habits of thrift and investment.

4. Decentralization argument: The primary objective of developing
small industries in rural areas is to extend work opportunities, raise
incomes and standard of living and to bring about a more balanced
and integrated rural economy.

In India, the method adopted for developing cottage and small-scale industry
is the construction of industrial estates, usually in small towns. These estates
provide factory space and common facilities. At present, there are 346 such
industrial estates in India.

Large industries are mostly concentrated in metropolitan cities. The
smaller towns and the countryside, in order to benefit from modern
industrialization, must encourage small enterprises. Industrialization of the
country is complete only if it penetrates into the remote corners of the
country. Small industries, by carrying the job to the worker, overcome the
difficulties of territorial immobility.

The weak ‘spread effects’ radiating from the establishment of large
scale industries in a country like India has been stressed. It is somewhat
reasonable to assume that the ‘spread effects’ of small industries would be
relatively more important. Once a number of small industrial enterprises has
sprung up in a locality, it is very likely that there will be a tendency to
multiply. Workers’ skills and aptitudes would be more developed when they
work with machines, which have to be attended to in typical small
establishments than with automatic machinery operating in big industrial
units. They will thus grow and improve the skill base of the economy.
Smaller establishments may also grow into larger units. The development of
large-scale enterprises as a result of the growth processes should be more
welcome than that fostered by State direction.

Problems of Small-scale Industries

The small-scale and cottage industries face a number of problems, which are
as follows:

1. Problem of finance: Lack of finance is the main obstacle for the
development of small-scale industries. The financial problem of small
industries is a part of the wider problem of capital scarcity in the
economy as a whole and it is partly due to the peculiarity of small
industry organization. The creditworthiness of small borrowers is
generally weak and, therefore, they face reluctant creditors who may
be induced to lend only at a very high rate of interest. In the rural
areas, no serious attempt has been made to set up any financial
agencies to meet the genuine industrial needs. The rural artisans running
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cottage industries either run their business with whatever little capital
they possess or take credit from Mahajans at a very high rate of
interest. The small-scale industries are somewhat better placed. The
main institutional sources for small industries are the State financial
corporations and commercial banks.

Credit provided by banks to small-scale industries is treated as credit
to priority sector. Commercial banks are required to lend 40 per cent
of their total loans to priority sector of which 18 per cent is in the
form of direct agricultural advances and the rest to small-scale industry,
small business, small transport operators, indirect agricultural loans,
etc.

2. Problem of raw materials: Another major problem of small-scale
industry is the procurement of raw materials. Scarcity of raw materials
means a waste of productive capacity of the economy and a loss for
the unit. Due to scarcity of resources, competition has increased and
those small units which compete with the large-scale industries have
suffered severely. Owing to scarcity of resources, small industries
cannot utilize their capacity fully. For instance, the percentage utilization
of capacity was only 47 in mechanical engineering industries, 50 in
electrical equipment, 58 in automobile ancillary industries, 55 in leather
products and only 29 in plastic products. If on an average, we assume
50 to 60 per cent capacity utilization we can perhaps say that 50 to
40 per cent of capacity was not utilized.

3. Problem of marketing: One major problem of small-scale industries
is marketing. These units often do not possess any marketing
organization and consequently their products compare unfavourably
with the quality of the products of large-scale industries. Therefore,
they suffer from a competitive disadvantage vis-a-vis large-scale units.
The inability to procure customers from distant markets compels
them to restrict their scale of operation and forgo economies of scale.
The National Small Industries Corporation helps the small-scale units
to secure government orders and developing export markets.

4. Problem of high rate of mortality: One major problem is the high
rate of mortality among small industries. Most of the small units are
marginal buyers of inputs and marginal sellers of output. Any
unfavourable change in the input or output situation tends to throw a
number of existing units out of existence. Sickness among small units
is a very serious problem. In addition to these problems, the small-
scale industries face a few other problems such as shortage of power,
inefficient management, technological obsolescence, inability to respond
to changes in tastes and fashions of the people.
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3.3.4 Latest Developments in Micro, Small and Medium
Enterprises (MSME) Sector

The MSME is a dynamic and vibrant sector that nurtures entrepreneurial talent
besides meeting social objectives including that of providing employment to
millions of people across the country.

According to the Economic Survey 2011-12, some major initiatives that have
been taken by the government in 2011-12 to revitalize the MSME sector are
as follows:

(i) The government has recently approved the public procurement policy
for goods produced and services rendered by MSEs by the central
ministries/departments/public-sector undertakings (PSUs). The policy
envisages that every central ministry/PSU shall set an annual goal for
procurement from the MSE sector at the beginning of the year, with
the objective of achieving an overall procurement goal of minimum 20
per cent of total annual purchases of products or services from MSEs
in a period of three years. A sub-target of 4 per cent is also to be
earmarked for procurement from MSEs owned by scheduled caste/
scheduled tribe (SC/ST) entrepreneurs.

(ii) The Securities and Exchange Board of India (SEBI) has permitted
setting up of a stock exchange/trading platform for SMEs by a
recognized stock exchange having nationwide trading terminals and
also issued guidelines and necessary amendments to the SEBI
Regulations. The Bombay Stock Exchange (BSE) and National Stock
Exchange (NSE) have been given final approval for launching SME
platforms on 27 September 2011 and 14 October 2011 respectively.
With the operationalization of SME exchanges/platforms, Indian SMEs
would find an opportunity to raise funds from capital markets.

(iii) In line with the overall target set by the Prime Minister’s National
Council on Skill Development, the Ministry of MSME and the agencies
under it will conduct skill development programmes for 4.78 lakh
persons during 2011-12. Further, the Ministry aims to train 5.72 lakh
persons in the year 2012-13 through its various programmes for
development of self-employment opportunities as well as wage
employment opportunities in the country.

(iv) The government has adopted the cluster approach as a key strategy
for enhancing the productivity and competitiveness as well as capacity
building of MSEs and their collectives in the country. During the year
2011-12 (up to 31 January 2012), 8 new clusters were taken up for
diagnostic study, 5 for soft interventions, and 4 for setting up of
common facility centres (CFCs). With this, a total of 477 clusters
have so far been taken up for diagnostic study, soft interventions, and
hard interventions. Apart from these clusters, 134 infrastructure
development projects have also been undertaken.
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MSME Act

The Government of India has enacted the Micro, Small and Medium Enterprises
Development (MSMED) Act, 2006. The main objective of this Act is to
facilitate the promotion and development of and enhancing the competitiveness
of micro, small and medium, enterprises and for matters connected therewith
or incidental thereto.

Main features of the Act

 Examining the factors affecting the promotion and development of
micro, small and medium enterprises and review of the policies and
programmes of the Central Government in this direction

 Making recommendations for facilitating promotion and development
of and enhancing the competitiveness of the micro, small and medium
enterprises.

 Advising the Central Government on use of the Fund or Funds
constituted under Section 12 of the Act.

The Act provides for the constitution of Advisory Committee at national level
to make recommendations with regard to:

 The level of employment in a class or classes of enterprises

 The level of investment in plant and machinery or equipments

 The need of higher investment in plant and machinery or equipment’s
for technological upgradation, employment generation and enhanced
competitiveness

 The possibility of promoting and diffusing entrepreneurships

 The international standards for classification of small and medium
enterprises

Classification of industries into micro, small and medium
enterprises

In terms of the MSMED Act, the definition of micro, small and medium
enterprises is as under:

(a) Enterprises engaged in the manufacture or production, processing or
preservation of goods as specified below:

 A micro enterprise is an enterprise where investment in plant
and machinery does not exceed `25 lakh.

 A small enterprise is an enterprise where the investment in plant
and machinery is more than `25 lakh but does not exceed `5
crore.

 A medium enterprise is an enterprise where the investment in
plant and machinery is more than `5 crore but does not exceed
`10 crore.
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In case of the above enterprises, investment in plant and machinery
is the original cost excluding land and building and the items specified
by the Ministry of Small Scale Industries vide its notification in 2006.

(b) Enterprises engaged in providing or rendering of services and whose
investment in equipment (original cost excluding land and building and
furniture, fittings and other items not directly related to the service
rendered or as may be notified under the MSMED Act, 2006 are
specified below.

 A micro enterprise is an enterprise where the investment in
equipment does not exceed `10 lakh.

 A small enterprise is an enterprise where the investment in
equipment is more than `10 lakh but does not exceed `2 crore.

 A medium enterprise is an enterprise where the investment in
equipment is more than `2 crore but does not exceed `5 crore.

Government Policy

The Government announced policy measures for small, tiny, handicraft and
village industries on 6 August, 1991. The main objectives of this policy are as
follows:

1. The investment limit in the small sector has been raised from `2 lakhs
to `5 lakh.

2. An important feature of the policy is the four-point scheme to provide
financial support to the small scale industry (SSI) sector. While
promising to set up an agency to monitor and ensure that the credit
demand of the SSIs is fully met, it has been decided to allow equity
participation by other industrial undertakings in the SSI, not exceeding
24 per cent of the total share holding. This is being done to provide
small units access to the capital market and to encourage
modernization, technical upgradation, ancillarization and sub-
contracting.

It has also been determined to expand the purview of the National
Equity Fund Scheme to cover projects worth up to `10 lakh for
equity support (up to 15 per cent). The ‘single window scheme’ has
also been widened to cover projects worth up to `20 lakh with
working capital margin up to `10 lakh. The composite loans under
this scheme would also be channelized through commercial banks
until now available only through state financial corporations.

In addition, a Limited Partnership Act is proposed to be introduced
to enhance the supply of risk capital to the SSI sector. The proposed
Act would limit the financial liability of the new entrepreneurs to the
capital invested.
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A suitable legislation is proposed to be introduced to ensure prompt
payment of small industries bills.

3. The tiny sector will be accorded priority in the government purchase
programme. Though not specified, the policy also provides relaxation
to the tiny sector from certain provisions of labour laws.

4. The policy envisages market promotion of small and tiny sectors’
products to be undertaken by co-operatives, public sector institutions,
other professional agencies by adopting a consortium approach. The
National Small Industries Corporation would concentrate on marketing
of mass consumption items under a common brand name in association
with the State Small Industries Development Corporation.

5. The small and tiny sector would be accorded priority in allocation of
indigenous raw materials. Adequate and equitable distribution of
indigenous and imported raw materials would be ensured to the small
sector.

6. With a view to widening complementarity in production programmes
of large, medium and small sectors, the policy would encourage
production of parts, components etc. required by the large public and
private sector in a techno-economically viable manner through small-
scale ancillary units.

7. Emphasis will be laid on improving the quality and marketability of the
products of the handloom and handicrafts sector pari-passu with
consumer preferences instead of merely depending on rebates and
subsidies. The policy promises to initiate measures which would
encourage R&D activities, strengthen activities of Khadi and Village
Industries Commission and ensure better flow of credit facilities from
the financial institutions.

Check Your Progress - 2

1. What do regional imbalances lead to?

2. What are the consequences of the uneven regional development?

3. As per the OECD, how many types can regions be classified into?

3.4 Industrial Sickness

Industrial sickness in India seems a chronic problem. The leaders of independent
India in order to develop the country economically began a process of
industrialization. However, it has been observed over the years that a number
of medium and small-scale industrial units have become sick. There are number
of reasons for this phenomenon which you will read later. Since Indian policy
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makers decided to adopt the ideal of lending protection to the country’s
industries through raised import tariffs, the nature of development of Indian
industries was by and large mediocre. In the absence of foreign competition
and privatization of the Indian economy, the growth of Indian industries
remained sluggish. There was growing incidence of sick units both in the public
and private sector. The post-1991 era has been witness to a surge of economic
reforms with the aim of establishing a free and vibrant private sector. A slew of
reforms have been introduced in the public sector which mostly take the form
of disinvestment. The government has opened the economy to foreign direct
investment and bring public sector at par with the private one. It is in this
context that one should study the problem of industrial sickness.

The incidence of industrial sickness in large and small, traditional and
non-traditional industries has assumed alarming proportions since the early
seventies.

The Reserve Bank of India has defined industrial sickness as follows.
If an industrial unit has incurred cash losses for one year and in the judgment
of the financing bank, it is likely to continue to incur cash losses for the
current year as well as the following year and which has an imbalance in its
financial structure, such as current ratio being less than 1:1 and worsening
debt–equity ratio such a unit becomes a sick unit. From this definition, the
following important features of industrial sickness can be adduced: (i) working
capital becoming negative and the unit continuing to incur losses; (ii) cash
flow going down progressively in relation to its revenue commitment
continuously for a period of three years; (iii) cumulative losses exceeding
capital and reserves; and (iv) profit after meeting expenses being less than
interest liability.

We may also distinguish between actual sickness and incipient sickness.

Actual sickness: (i) Erosion of net worth by 50 per cent and more; (ii) units
being closed for six months or more during the previous year; and (iii) default
in payment of loan instalments.

Incipient sickness: Capacity utilization is less than 50 per cent of the highest
achieved during the preceding five years.

Magnitude

Industrial sickness has grown over the years and a large number of industrial
units in the small scale and medium scale sectors are affected by it. At present
the total number of sick units are more than two lakh involving an outstanding
bank credit of `11,000 crores. Almost every third or fourth small-scale unit
and every tenth unit in the medium and large sector is sick. As many as 99 per
cent of sick units are in the small scale sector. Of the total sick units,
approximately 90 per cent are non viable. The extent of industrial sickness
varies from region to region. Maharashtra and West Bengal accounted for
approximately 44 per cent of the total credit outstanding and 36 per cent of
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the number of total units in the category of non-SSI sick units. The BIFR
statistics indicate that sickness in medium and large-scale industries is on the
decline and the trend is expected to continue now.

Causes

Causes of industrial sickness are divided into two categories viz., (i) external
and (ii) internal.

External Causes

1. Power cuts: A large number of industrial units, particularly in West
Bengal and Bihar, face power cuts from time to time. Power cuts are
necessitated by the fact that generation of power is much below its
actual requirements

2. Erratic supply of inputs: Lack of regular supply of raw materials
and other inputs disturbs the production schedule causing losses to
the unit. This is particularly the case of units depending upon the
supply of imported inputs. Also transport bottlenecks sometimes affect
the supply of inputs.

3. Recession: A general recessionary trend in the market adversely affects
the demand for most of the goods resulting in unsold stocks and
losses to individual units. Highly priced products like cars, tractors,
VCRs etc. depend for their sustained demand on easy availability of
credit to buyers. If credit is restrained, the buyers are not able to
arrange for finance and consequently the demand for such products
will suffer and ultimately such manufacturing units get sick.

4. Official policy: Sudden and unfavourable changes in the government
policy regarding taxation, export and import can turn viable units into
sick units. For example, liberal import policy for a particular product
might cause damage on domestic units producing similar products.

Internal Causes

1. Mismanagement: The most important internal cause of sickness is
mismanagement. Faulty managerial decision regarding production,
finance, marketing and personnel and poor control can ruin a business.
According to a study of the Reserve Bank of India sickness of more
than 52 per cent of large industrial units can be attributed to
mismanagement, 23 per cent to market recession, 14 per cent to
faulty initial planning and other technical defects and 11 per cent to
other causes.

2. Faulty initial planning: Wrong location of an industrial unit might
lead to its ruin. If the place of industrial location lacks infrastructural
facilities, the industry is bound to face difficulties. Another fault is lack
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of proper demand forecasting for the products to be sold. Small
industries start production without making a market survey and plunge
into difficulties later. Some industries start with a defective capital
structure and some spend lavishly on unproductive assets. Moreover,
inability to raise adequate finance to withstand operational losses is a
severe constraint.

3. Financial problems: A growing shortage of working capital appears
to be a real constraint. The equity base of many small scale units is
very weak and slight disturbance in the market puts them into trouble
and turns them into sick units.

4. Improper choice of technology: Small entrepreneurs cannot afford
to take technical guidance from experts in choosing proper machinery.
Improper choice of technology, unsuitable product mix and single
product technology contribute to industrial sickness.

5. Labour problems: Bad employer – employee relations result in strikes,
lockouts and even closure of industrial units. If wage, bonus and
dearness allowance problems are tackled promptly to the satisfaction
of labour, these problems may not cause sickness.

The Tiwari Committee in its report on industrial sickness (1984)
pointed out the cause of sickness of industrial units.

Sickness of 52 per cent large-scale industrial units is due to
mismanagement, 23 per cent to market recession and environmental factors,
14 per cent to technical factors and faulty initial planning, 9 per cent to
infrastructural factors and 2 per cent to labour troubles.

3.4.1 Impact on Economy

The Sixth Plan has pointed out that the phenomenon of industrial sickness not
only tends to aggravate the problem of unemployment but also renders capital
investment infructous and generally creates an adverse climate for further
industrial growth. While in advanced countries where there are adequate social
security benefits, this is accepted as a normal feature of the industrial scene.
Such sickness has much more serious economic consequences in India where
unemployment is a major problem and resources are scarce. Whatever is the
cause, the consequence is always the same: loss of employment and production
for the economy already suffering from chronic unemployment and shortage.
The workers are the worst victims of industrial sickness.

Closure of sick units causes substantial financial losses to banks and
financial units which had advanced loans to these units. Money locked up
in sick units gives no returns and adversely affects the future lending
programmes of banks and other financial units as shortage of resources
emerge. Thus industrial sickness imposes a burden on both banks and
budgets and ultimately consumers have to pay a high prices price for it.
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Government Policy for Industrial Sickness

The Government policy towards sick units has been laid down in the Industrial
Policy Statement, 1980, and further elaborated in the policy guidelines issued
in June 1981. The salient features of the guidelines are as follows:

1. The administrative ministries will have specific responsibility for
prevention and remedial action in relation to sickness in the industrial
sector within their respective charge. They will play a central role in
monitoring sickness and coordinating action for revival and rehabilitation
of sick units. In suitable cases, they will also establish standing
committees for major industrial sectors where sickness is widespread.

2. The financial institutions will strengthen the monitoring system so that
it is possible to take timely corrective action to prevent incipient
sickness. They will obtain periodical returns from the assisted units
and from the directors nominated by them on the boards of such
units. These will be analysed by the Industrial Development Bank of
India (IDBI) and results of the analysis conveyed to the financial
institutions concerned and the government.

3. The financial institutions and banks will initiate necessary corrective
action for sick or incipient sick units based on a diagnostic study. In
case of growing sickness, the financial institutions will also consider
assumption of management responsibility where they are confident of
restoring a unit to health. The Ministry of Finance will issue suitable
guidelines for taking over of management.

4. Where the banks and financial institutions are unable to prevent sickness
or ensure revival of a sick unit, they will deal with their outstanding
dues to the unit in accordance with the normal banking procedures.
However, before doing so, they will report the matter to the government
which will decide whether the unit should be nationalized or whether
any other alternatives including workers’ participation in the
management can revive the undertaking. Where it is decided to
nationalize the undertaking, its management may be taken over under
the provisions of the Industries (Development and Regulation) Act,
1951, for a period of six months to enable the Government to take
necessary steps for nationalization. Government has taken over
management of a number of sick industrial undertakings under the
provisions of Industries (Development and Regulations) Act with a
view to reviving them by providing management support and financial
assistance through banks and financial institutions, including the
Industrial Reconstruction Bank of India. Takeover of management
has not proved to be a very effective for the revival of sick units. The
present policy does not favour management takeover, except as a
stop-gap arrangement for units to be nationalized.
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The Sick Industrial Companies (Special Provisions) Act, 1985, provides
for establishment of a Board for Industrial and Financial Reconstruction
(BIFR). The BIFR came into existence in 1987. It is obligatory on the part
of the Board of Directors of a company to report its sickness to BIFR. The
BIFR has the powers to set in place necessary inquiries to judge whether
a company is sick. If BIFR concludes that the company has become financially
unviable, it can either give reasonable time to the concerned company to
turn around its net worth or it can come up with adequate measures including
reconstruction of share capital, change of management, sale or lease of a
part of the undertaking or a merger with the healthy unit.

Sick Industrial Companies (Special Provisions) Act, 1985

The Sick Industrial Companies (Special Provisions) Act (SICA), 1985, is the
most significant law dealing with industrial sickness. Both public and private
sectors companies come under it.

SICA was enacted to locate sickness in the industrial units. One of
the main aims of enacting SICA was to rapidly revive potentially viable units
to make the ventures in such units cost-effective. It also aimed at shutting
down those units which were not commercially viable and at the same time
to ensure the closure of unviable units so as to let go of the investments
locked up in such units.

Thus, the broad objectives of SICA were:

 Detection of sick and potentially sick companies at the opportune
moment.

 Expeditious establishment of a body of experts who would take
preventive, ameliorative, remedial and other measures to revive such
companies.

The important provisions of SICA were:

 Two quasi-judicial bodies were constituted. These were Board for
Industrial and Financial Reconstruction (BIFR) and Appellate Authority
for Industrial and Financial Reconstruction (AAIFR). BIFR was the
apex board dealing with industrial sickness and taking proper measures
to revive and rehabilitate potentially sick undertakings. It was also in
charge of liquidation of non-viable companies. AAIFR heard appeals
against the orders of the BIFR.

 BIFR would enquire if it considered it fit to determine whether an
industrial unit had become sick, under the following conditions:

o If the board of directors of a sick unit consulted the BIFR regarding
remedial measures to revive their company. To file the reference,
it was imperative for the board of directors to have sufficient
reasons to form the opinion that the company had become sick;
or
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o On receiving such information (reference) with respect to a sick
company or upon its own knowledge as to the financial condition
of a company. Such a reference to the board may be made by:
(i) The Central Government, (ii) The Reserve Bank of India, (iii)
state governments, (iv) public financial institutions, (v) State-level
institutions, or (vi) scheduled banks.

However, a government of any state shall not make a reference in
respect of any industrial company by unless all or any of the industrial
undertakings (belonging to such a company) were situated in that
state. A public financial institution or a state-level institution or a
scheduled bank too shall not make any such reference unless they
had given such a unit any financial assistance or had shown interest
in such a company. Any operating agency may be set up by the board
to enquire into the matter and speedily complete the inquiry.

 If the board considers it fit to enquire into any industrial company, it
may appoint one or more persons as special director(s) of the company.
This would help in securing the financial and other interests of the
company.

 If the board is satisfied that the company has become sick, it shall,
after due consideration take any of the following decisions:

 The board can decide if it is practicable to give time to the company
to make its net worth exceed the accumulated losses.

 In case the above does not happen timely and it is important in the
interest of the public to take the following measures:

o To financially reconstruct the sick unit;

o To properly manage the sick company by change in or takeover
of the management of the company;

o To merge the sick industrial company with any other company;

o To sell or lease a part or whole of the sick industrial company;

o To take preventive, ameliorative and remedial measures as the
Board may deem fit.

 If the board feels that the sick unit is not likely to make its net worth
exceed the accumulated losses within a particular time frame and
there is little likelihood of its becoming viable in future then it may
take the decision to wind up the company. This opinion may be
forwarded to the concerned High Court. The High Court shall order
to liquidate of the sick industrial company in accordance with the
provisions of the Companies Act, 1956.

 If in an industrial company, an inquiry is pending, or any scheme is
under preparation or consideration or implementation, then no
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proceedings for the winding-up of the industrial company shall be
made. Until the appellate authority or the board give their approval,
the company would not proceed with any lawsuit to recover money
or enforce security against the company or any guarantee in respect
of any loans, or advance granted to the industrial company.

With respect to the sick industrial company, the board may
declare that the operation of all or any of its contracts, the agreements
which the company entered into, assurances of property that it has
given, the settlements it made, the awards and orders that it gave shall
remain suspended or all or any of the rights, privileges, obligations
and liabilities accruing or arising there under before the said date,
shall remain suspended or shall be enforceable with adaptations and
in a manner specified by the board.

However, the duration of such a declaration shall not exceed more
than 2 years; this may extend by 1 year at a single time such that the
total period shall not go beyond 7 years.

 Any violation of the provisions of the act or any of its scheme or the
order of the board or the Appellate authority shall be met with
punishment, with imprisonment, which may extend to 3 years and
shall also be fined.

Sick Industrial Companies (Special Provisions) Act (SICA), 1985,
was repealed and replaced by the Sick Industrial Companies (Special
Provisions) Repeal Act, 2003. Some of the provisions of the SICA
were done away with and loopholes removed. This act aimed to
combat industrial sickness by ensuring that companies do not see
‘declaration of sickness’ as an escape route from legal action.

Check Your Progress - 3

1. List some of the important features of industrial sickness.

2. How does the phenomenon of industrial sickness affect economy?

3. What was the key purpose of enacting the Sick Industrial Companies
(Special Provisions) Act, 1985?

3.5 Other Problems of Growth

In this section, we will learn about some of the common problems of growth.

3.5.1 Unemployment

One of the most acute challenges that the Indian economy has been facing is
the mounting rate of unemployment. It promotes poverty and inequalities,
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lowers social standards and is a huge loss of manpower resources to the
nation. Unemployment is a chronic malady in India that deprives able bodied
people to work on the current wages. It lowers the standard of living of the
people since unemployed people do not have enough purchasing power. They
face social degradation and suffer from inferiority complex. Therefore, some
economists call unemployment problem as a socio-economic challenge to the
society.

Unemployment is becoming a serious problem in India, though accurate
estimate is difficult to obtain. About 7 million people are added to the labour
force every year and the number is also increasing at faster rate. But on the
contrary, the economy is not creating enough jobs.

The number of unemployment in India increased from 2.01 crore in
1993–94 to 2.66 crore in 1999–2000. The labour force in 1999–2000 was
about 363.33 million (36.33 crore) which has gone up significantly during
tenth plan period. According to the data released by the NSSO, employment
on Current Daily Status (CDS) basing during the periods 1999–2000 and
2004–05, had increased considerably in comparison to the augmentation
registered during the periods 1993–94 and 1999–2000. During this period,
about 47 million work opportunities were created compared to only 24
million in the period between 1993–94 and 1999–2000. Employment growth
accelerated from 1.25 per cent per annum to 2.62 per cent per annum.
However, the labour force grew at faster rate of 2.84 per cent than the
work force, and unemployment force also rose. The incidence on
unemployment on CDS basis increased from 7.31 per cent in 1999–2000
to 8.28 per cent in 2004–05.

Employment growth in the organized sector, public and private
combined declined during the period 1994–2007. This can be attributed to
the increase in employment rate in the public organized sector.

The compound annual unemployment growth rate in the organized
sector, including public and private sectors in the country during 2008 to
2011 was 1.72 per cent. It was -0.24 for the public sector and 5.06 for
the private sector.

Unemployment rate in India decreased to 5.20 per cent in 2012 from
6.30 per cent in 2011. Unemployment rate in India averaged 7.58 per cent
from 1983 until 2012, reaching an all time high of 9.40 per cent in 2009
and a record low of 5.20 per cent in 2012. Unemployment rate in India is
reported by the Ministry of Labour and Employment, India.

Interestingly, according to Labour Bureau’s ‘Third Annual Employment
& Unemployment Survey 2012-13’ released 2013, unemployment rate
amongst illiterate youth is lower than educated youth. A comparison with the
earlier report by labour bureau shows that the unemployment level has
increased during 2012-2013 over 2011-2012.
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While unemployment rate among illiterate youth is lowest with 3.7 per
cent for the age group 15-29 years at all India level in 2012-2013, the
unemployment rate in the same category was reported at 1.2 per cent in
2011-2012 report. Similarly, the unemployment amongst the graduate youth
that happened to be at 19.4 per cent in 2011-2012 increased to 32 per
cent during 2012-2013.

Unemployment and Underemployment: Definitions

Unemployment is defined as a situation wherein able bodied persons fail to
find a job even though they are willing to work at the prevailing wage rate.
Unemployment is a two-fold phenomenon:

(i) An individual is not currently employed.

(ii) He/She is ready to work at the prevailing wage rates.

(iii) An individual must make an effort to find work.

According to the Bureau of Labor Statistics, USA the unemployed
include people who do not have a job, have actively looked for work in the
past four weeks, and are currently available for work. Also, people who
were temporarily laid off and are waiting to be called back to that job are
included in the unemployment statistics. In another sense, workers are
considered to be the producer of services and when they are unable to sell
their services, they are said to be unemployed. Underemployment, however,
refers to a situation when a worker does not work for full hours (normally
8 hours a day). It is again the under-exploitation of manpower resources of
the country. The Indian agriculture sector is facing such unemployment.

Extent of Unemployment in Developing Countries

It should, however, be mentioned that the problem of unemployment and
underemployment represents a challenge to the developing countries just as
the problem of cyclical unemployment is a challenge to the countries where
advanced industrial development has taken place. The major problems of
employment in the developing countries have been conceived of as follows:

(i) The provision of productive work for the farm population during long
periods of seasonal unemployment has not been addressed properly.

(ii) The prevention of the annual increase in employable population from
further aggravating the situation of chronic underemployment and
disguised unemployment in agriculture–which in many parts of these
countries have already reached the point of saturation–has not been
taken seriously. This occurs in urban areas also.

(iii) The Indian planning has not paid any attention to manpower planning.
It had always concentrated on the development of agriculture and
industry. The eradication of unemployment has never been the prime
objective of any plan.



169

(iv) The Indian education system produces simple graduates and
postgraduates and not professionals. It has never matched the needs
of the economy. Our education system is neither job-oriented nor
skill-oriented.

(v) Overpopulated countries like India need to stress upon the development
of cottage and small-scale industries because it needs less capital and
low technical skills. But the lack of communication and knowledge
creates hurdles in its performance.

(vi) The Indian agriculture absorbs the excessive pressure of overpopulation
resulting into disguised unemployment. From each family farm, if we
withdraw one or two members, the total productivity will not be
affected, but at the same time, alternative job opportunities must be
made available which unfortunately does not happen.

(vii) The Indian labour is attached with their families and native places.
They do not move far off to search a job and source of their livelihood.

(viii) Illiteracy creates unskilled labour. Skilled and trained labour is required
in modern industries. Thus, the illiterate and unskilled labourers remain
unemployed in the country.

3.5.2 Poverty

Poverty can be defined as ‘a state or condition in which a person or community
lacks the financial resources and essentials to enjoy a minimum standard of life
and well-being that’s considered acceptable in society.’

The Indian economy has been developing since 1950. The country
has witnessed sustainable economic growth in the last six decades. The
various sectors of the Indian economy have made modest to good progress.
Out of these, there were also some noteworthy structural changes. A gradual
shift was noticed and the Indian economy scaled from being an
underdeveloped to a developing economy. It made a significant headway
from poverty to prosperity. However, despite such remarkable economic
developments, certain concerns continue to plague the Indian economy.
One such feature happens to be the low per capita income. Per capita
income in India is one of the lowest in the world. This indicates low economic
welfare of the people and the prevalence of poverty in the country.

Humankind has been plagued by poverty for centuries. However,
with the passage of time, numerous measures were implemented to alleviate
poverty. One of the greatest achievements of the twentieth century has been
the alleviation of poverty in many parts across the globe. Despite such
economic success, some countries of Asia, Africa and South America are
still poverty-stricken.

One third of the population of these developing countries still remains
in abject poverty. It is a misfortune that India falls under this category. The
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problem of poverty is considered to be the biggest challenge to development
planning in India.

3.5.3 Social Injustices

ESCAP (Economic Commission for Asia and the Pacific) in its annual report
for 2006 has clearly stated: ‘Increasing inequality in tandem with high growth
has been a point of growing concern in Asia and Pacific Region. Though perfect
equality is probably unattainable, inequality becomes a problem when differences
in income across sections of society are deemed to be excessive, with the
definition of excessive varying across countries and societies or become self-
perpetuating’. Referring to China and India, ESCAP report mentions: ‘In some
countries, such as China, India and Thailand, the income gap has a significant
urban-rural bias and these income differences have increased over the 1990s.’
Consequently, the phenomenon observed in the Indian economy is: It has
started growing at a fast rate of 7 per cent per annum, the rich are reaping the
benefits of development. The poor are disillusioned since the benefits do not
percolate down to them or raise their level of living.

The common argument is: Let us increase the rate of growth of the
economy to 8-10 per cent. But the hard reality is that salaries are growing
at the rate of15 per cent per year in the private sector in India – the highest
in the world. Such glaring inequalities are unethical and their continuance is
dangerous for social stability.

The high salary syndrome in the private sector and the multinationals
operating in India have resulted in raising demands by the professionals in
the public sector for higher pay and perk. In case the public sector does
not bridge the gap, there is a flight of professionals from the public sector
to the private sector. A classic example is the reported salary differential
between the salary of CMD of State Bank of India and the MD of ICICI
Bank — `6 lakhs vis-a-vis `150 lakhs per annum in year 2004-05.

The prevailing situation has its dangers for the social stability of the
society. The expansion of the Naxal movement is a sign of revolt by the
rural people and the tribals in ‘Shining India’ with a high rate of growth. Had
growth been inclusive, it would have prevented the spread of Naxal
movement. The poor look upon themselves as the victims of development,
because they are being ousted from their land and dwelling places in the
name of building dams. The tribals are victims of a policy which give contracts
to big forest contractors, and thus deprives the tribals of their ancestral right
on forests as a means of livelihood. It is, therefore, necessary that the state
must turn the poor, especially the rural poor and tribals, from victims of
development to partners in development. This can be done only by a
programme of empowering the rural poor and tribals in the development
projects and not excluding them.
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3.5.4 Inflation and its Effects

Apart from uncertainties in production, high rates of inflation in the last few
years have caused certain serious imbalances in the Indian economy. Some
main daily use products such as fuel, energy, food grains, vegetables, milk and
even fruits have seen the highest rates of price rise. Price relationships have
been badly distorted and production pattern has gone out of line with demand.
Besides, capital resources available in the country have had to be often diverted
from long-term to short-term uses and production has also shifted from essential
and controlled goods to non-essential and free goods.

Adverse effect on production

As a result of inflation, prices of certain important articles of consumption such
as cotton fabric increased to very high levels forcing demand for these to
decline, especially from the poorer sections of the country. While demand
declined, production too declined due to shortage of raw materials, transport,
power, and so on. Production has also been adversely affected by frequent
labour troubles such as strikes and lockouts. Most strikes have been for
demanding a raise in salary to cope with the rising inflation.

Adverse effect on the distribution of income

The really serious effects of inflation have been mostly on the distribution of
income in India. Inflation has brought about a mal-distribution of incomes. The
producers, traders and speculators have gained enormously through ever-
rising profit margins and through illegal gains and windfall profits, and also
hoarding, speculation and black marketing. On the other hand, people living
on past savings, fixed interest and rental incomes and old-age pensioners have
been literally ruined due to continuous depreciation in the purchasing power of
the rupee. The working classes have suffered badly, particularly the unorganized
workers —the vast majority of them working in small establishments whose
money wages have remained almost stationary, despite persistent rise in the
price level in the country for the last five years.

3.5.5 Parallel Economy

Parallel economy connotes the functioning of an unsanctioned sector in the
economy whose objectives run parallel, or rather in contradiction with the
avowed social objectives. This is variously referred to as ‘black economy’,
‘unaccounted economy’, ‘illegal economy’, ‘subterranean economy’, or
‘unsanctioned economy’. The term ‘parallel economy’ emphasizes a
confrontation between the objectives of the legitimate and illegitimate sectors.

Impact of Black Income on the Economic and Social System

The creation of a parallel economy as a consequence of a proliferation of
black money in every monetary sector has serious and long-term impact on
the working of the Indian economy. Let us now analyse the impact on the
Indian economic and social system.
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(i) A direct result of black income is the loss of revenue to the state
exchequer. This takes place as a result of tax evasion both from
direct and indirect taxes. Moreover, tax evasion does not include loss
of revenue resulting from unreported production or illegal economic
activity. As the government is unsuccessful in its attempt to stop the
outflow of tax evasion, it has to adopt other alternatives of raising
funds. Hence, it levies more taxes on commodities or increases the
existing rates of taxation on commodities. As a consequence, India
built up a regressive tax structure.

(ii) The availability of black income with businessmen and capitalists and
the resultant inequalities of income lay a large amount of capital at
their disposal. Easy money finds ready passage in dispensable articles
of evident consumption. This exhibits its effect on all classes of people.
As a consequence, the consumption pattern is tilted in favor of the
rich and elite classes, at the cost of encouraging the production of
articles of mass consumption. A rise in the overall consumption leaves
fewer resources for investment in priority areas. These
misrepresentations in the product-mix in favor of unnecessary
consumption have undesirable effects on production and hence they
deform the purpose of planning.

(iii) Black money encourages investment in precious stones, jewellery,
bullion, etc. This has an adverse effect on growth through the
demonstration effect.

(iv) Black money has encouraged diversion of resources in the purchase
of real estate and investment in luxury housing. There is large scale
under-valuation of property and in this way; lot of black money is
made white. This has also increased the prices of property substantially
due to speculative purchases of land by black money operators.

(v) A part of the black income is held in cash and as a consequence there
is an abundance of liquidity which becomes available through the
accumulation of savings held in the form of cash, bullion, gold, silver,
etc. This is popularly termed ‘black liquidity’.

(vi) Black money results in transfer of funds from India to foreign countries
through clandestine channels. Such transfers are made possible by
violations of foreign exchange regulations through the device of under-
invoicing of exports and over-invoicing of imports.

3.5.6 Gender Bias

Historically, a woman has always depended upon man, for both sustenance
and financial support. The lower social status accorded to women, superstitious
beliefs and rituals, religious sanctions, and the overriding patriarchal value system
prevalent in most parts of the world have ensured that this situation continued
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to exist until the latter half of the twentieth century. Even at that time, changes
could only be seen in those parts of the world that were relatively more
developed and emancipated in thought and attitudes. It is only in recent times
that changes in the status of women and their participation in the workforce
have permeated down to developing and underdeveloped countries. This has
led to women all over the world trying to save and plan financially for their
future. More and more women have started realising that without economic
independence and empowerment, they are helpless against gender inequalities.
It is economic empowerment that gives women the strength and power to
fight against discrimination and inequality.

Over the last few decades, the position of women in society has
gradually changed. This period has witnessed an influx of women into the
labour market and more than ever before, the contributions made by women
are gaining increasing importance in society. Of course, women have always
participated in the agricultural workforce and in the unorganized sector.
However, in recent times, there has been an increase in the participation of
women in the organized sector. A number of factors have contributed in
bringing about these changes. Industrialization and the consequent economic
growth have created a large market for them. Increased educational and
other infrastructural facilities for women have opened up a number of avenues
for them, resulting in a sharp rise in the proportion of women’s employment
outside the home. Legislations have paved the way for equal opportunities
for women; moreover rising expectation levels in the standard of living has
necessitated incomes from both husbands and wives. Hence, women today
are more inclined to take up clerical or non-managerial occupations. The
growth seems to have taken place in traditional occupations, clustered in
finance, services (teaching, nursing), publishing, retailing, banking and consumer
products—occupations permitting flexibility, and involving gradual flexible
ascendancy with a lot of breathing space to accommodate family life. There
has been a very gradual increase in the number of women in the managerial
cadres, and even to this day, women account for only about 20 per cent
of the managerial workforce, clearly signifying unequal representation of
women in the corporate world. Till recently, few industries were dominated
by women, and even in those, they held very few top positions.

There are many positive results of women gaining education and a
foothold in the labour market. It has been seen that the more educated and
financially independent the women of a society are, the fewer will be the
hurdles to growth and socio-economic developments of that society. In fact,
in most of the developed countries, the literacy and educational levels of the
female population, and their participation in the labour market, are
considerably higher than that in developing and underdeveloped countries.
This establishes a direct correlation between female education and
employment, and the level of development in any society.
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Household Work and Economic Status

Who could rank as the most invisible figure in written history if not the housewife?
The contempt of the culture for housewives and housework is often remarked
upon. There is a basic difference between the work done by men and women
in all parts of the world, irrespective of the levels of growth and development
in different countries across the world. These differences have been, to a
certain extent, based on biological differences, reinforced by socio-cultural
and economic factors that have shaped gender characteristics, roles and
activities. In most developing and underdeveloped countries, and to a certain
extent, even in developed countries, it is the men who are the breadwinners
and income earners of the family. Women, on the other hand, have a different
responsibilities—reproduction and childbearing, childrearing and household
welfare activities, housework (looking after i.e. household and doing all the
household chores) or productive work (in agricultural areas, women are directly
involved in crop planting, processing, raising of livestock, handicrafts and so
on), and community management (the provision and maintenance of community
services such as health care, nutrition and water supply). In many developing
countries, women’s work is smaller and slower in comparison to men’s work,
and is essentially based on women’s need to perform socially and culturally
defined roles.

The status of women is affected by the kind of work they do. In
general, work in the economic sense refers to paid employment. Since most
of the work done by women till recently, and even today, constitutes
housework, it has always been taken for granted and not given due
recognition. In most cases, women spend most of their waking hours
immersed in household chores, work which is neither recognized nor
economically remunerated. The question of women’s unpaid work at home
has gained prominence over the last four or five decades, and has caught
the attention of many scholars and intellectuals, who have tried to find
reasons for the continuous reinforcement of this status quo. One of the
explanations given for this continuation of the role of the woman as a
homemaker toiling endlessly over household chores is the economic function
of the woman as a breeder-feeder, i.e., reproducing and nurturing children.
In this role, women are seen as instrumental in the reproduction and servicing
of the workforce. Marxists believe that women’s unpaid work subsidizes all
types of economic systems, especially capitalism. According to them,
housewives, with their work, actually subsidize capitalism, which could never
have survived without the unpaid services of the wife as a breeder-feeder.
Even if women’s services at home are invisible, they are absolutely essential
for the continuation of the family as well as society.

It is difficult to produce credible numbers for the value of women’s
work in the home. One has to see how many hours women spend performing
housework-from cleaning to childcare to cooking to shopping. The hours
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are considerable in both developing and industrialized economies. It is very
difficult to assess and conclude as to what value should be placed on that
work, and what would constitute proper or fair remuneration or wages for
housework. Feminist economists dedicated to making the value of housework
visible have taken different approaches to answering the question. One
approach, favoured by the UN’s International Research and Training Institute
for the Advancement of Women (INSTRAW), bases the market value of
work done at home on the price of market goods and services that are
similar to those produced in the home (such as meals served in restaurants
or cleaning done by professional firms). These output-based evaluations
estimate that counting unpaid household production would add 30-60 per
cent to the GDP of industrialized countries, and far more for developing
countries.

Recognizing the value of unpaid household labour profoundly alters
our perception of economic activity and women’s contributions to production.
If household production had been included in the system of macro-economic
accounts, governments may well have implemented quite different economic
and social policies, and given due recognition and importance to the
unrecognized women’s work.

Comparable Worth and Pay Equity

‘Comparable worth’ is a term that originated in the West, especially in the
United States. The term is based on the premise that there is a sex-based
discrimination in the pay structure and payment policies adopted by different
sectors and that men and women should be compensated equally for work
requiring comparable skills, responsibilities and effort. The concept, also
referred to as sex equity or pay equity, was introduced by reformers seeking
to correct inequities in pay for occupations traditionally held by men and women,
and required that men and women receive equal pay for equal work. The
doctrine of comparable worth proposes the idea that when jobs filled mostly
by women are judged ‘comparable’ to jobs filled mostly by men, wages for
both should be the same.

Comparable worth makes an attempt to set wage rates for job
categories by administrative methods. If points would be assigned to all
jobs, then the pay would be equalized for those in supposedly underpaid
jobs that also happen to be dominated by women. The assumption that
discrimination is to blame for the gender pay gap has led to the introduction
of ‘comparable worth’ measures, also called ‘pay equity’ or even ‘equal
pay’. Most countries have accepted the widely accepted doctrine of equal
pay for equal work. However, comparable worth is based on the notion
that the ‘value’ of a job to an employer or to society can be objectively
measured, and jobs can be ranked based on their calculated value.
Comparable worth proponents believe that pay for a female-dominated job
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should rise if it is evaluated to be ‘as valuable as’ a higher-paid, male-
dominated job. Unlike the equal pay for equal work doctrine, comparable
worth proponents believe the standard should be equal pay for work of
equal value because women are ‘forced’ into low-wage industries and
occupations, and jobs dominated by women are ‘undervalued’.

The gender wage gap has come under periodic public scrutiny since
the women’s movement first gained momentum in the 1960s. Research has
shown that seniority for decrease in hours for child care cannot explain the
significant wage gap between males and females. There are significant
variations between the pay-scale in jobs that are thought to be the domain
of men and those jobs that are thought to be the domain of women. Feminists
and advocates of women’s rights consider comparable worth to be the most
important new tool in the effort to bring about equality in the economic
positions of women and men. In largely female professions, such as health
care, childcare and elementary education, wages are depressingly low in
comparison to the wages of those professions dominated by males. Most
of the time it has been observed that those professions that demand
comparable skill, education, risk and responsibility, females receive less
salary then men. Such disparities in pay based on gender are completely
unjustified.

Not only is the current system unjust to women, but it also imposes
significant costs on society. For instance, the knowledge that these wage
discrepancies exist can lead to resentment, poorer job performance, and
tension and conflict between the sexes. In addition, these wage discrepancies
result in several unfortunate consequences for both workers and society.
For one thing, many men and women motivated by high salary potential
rather than genuine interest or aptitude now enter professions for which they
are ill suited. Such misplaced incentives frequently lead to job dissatisfaction
and poor job performance. Furthermore, depressed wages in fields such as
childcare and elementary education lead to less qualified people entering
these jobs, and to personnel shortages in fields that are essential to our
society’s future. It is argued that the wages for workers in underpaid ‘women’s
jobs’ must be brought up to the levels of wages in comparable ‘men’s jobs,
based on objective measures of the value of the jobs and the skills they
require. Advocates of comparable worth, who also refer to it as `pay
equity’, have been able to win important political support in some countries.
This has led to the campaign gaining traction.

Critics of comparable worth dispute the claim that the current wage
system is unfair. According to them, the pay differences among jobs are not
the result of the discrimination they maintain, but of market forces, especially
the excessive demand among women for certain kinds of work. They also
suggest that women in women dominated professions earn less because
these occupations need less work experience and training and may impose



177

costs on employers for providing the schedules and working conditions
women value. Another reason that is given is that women may earn less than
men in ‘male-dominated jobs’ because they have comparatively less
experience in the field. Those who oppose comparable worth also assert
that executing comparable worth programmes on a large scale would lead
to increase in costs and thus losses for the employer. This would result in
unemployment as many companies may go out of business.

As should be clear from the above discussion, the issues related to
comparable worth are extremely complex giving rise to many questions.
Based on the evidence, is there a need for radical methods to bring equity
in pay between the sexes? How can comparable worth policies be
implemented?

There are a couple of reasons why the attempts by social scientists
to determine the components of the wage gap between the sexes that is
accounted for through non-discriminatory factors are not conclusive. Firstly,
it is extremely difficult to quantify dedication to a job or what economists
call career attachment. There have been many studies done that have shown
that about half the wage gap between the genders can be explained through
such reasons like difference in experience and schooling. Studies have also
shown that if men and women with similar educational background and
qualifications were compared, the wage gap between them tends to reduce
considerably. For example, it has been found that the wage difference
between men and women with doctorates in economics is about 5 per cent.

There can be little doubt that discrimination of women in the work
place does take place. But the form that this discrimination takes place is
in restricting access of women to certain positions of authority.

Check Your Progress - 4

1. Define the term ‘unemployment’.
2. What does poverty refer to?

3. How does inflation affect the distribution of income in India?

4. What do you understand by the term ‘black liquidity’?

3.6 Let Us Sum Up

 Before the First Five-Year Plan, industrial development in India was
confined largely to the consumer goods sector, the important industries
being cotton textiles, sugar, salt, soap, paper and leather goods.
Thus, the industrial structure exhibited the features of an
underdeveloped economy.
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 The Second Plan accorded top priority to programmes of
industrialization which would be clear from the fact that the expenditure
on industry and minerals was increased to ` 938 crore under this plan
which was 20.1 per cent of the total expenditure of ` 4672 crore.

 The Monopolies and Restrictive Trade Practices Act (MRTP), 1969,
came into force in June 1970.

 The MRTP Act follows a middle course between accelerated economic
growth and control of concentration of economic power.

 Some nations are economically highly developed, while some countries
are still developing and some of them are under-developed. The
USA, UK, Western European nations, Japan, Australia, etc. are the
major examples for economically developed countries. India, China,
Sri Lanka are the examples for developing countries. African nations,
Bangladesh, etc. are the examples for under-developed countries.

 One of the main results of regional imbalances is the people’s migration
to the developed areas. For example, many skillful people from India
migrate to the developed countries.

 Regional disparities or imbalances manifest into wide differences in
literacy rates, per capita income, availability of health and education
facilities, stages of industrialization, etc. between different regions.

 One of the major factors in the irregular regional development was
the development of the education system. The British had linked India
to Europe through trade relations and the coastal areas particularly
around the ports of Bombay, Calcutta and Madras. The males of
these areas thus were introduced to the modern education.

 The leaders of independent India quickly recognized the need for the
removal of regional disparities. According to the Indian Constitution,
it is the duty of the central government to appoint a Finance
Commission once at least in every five years. The aim of this
commission is to scrutinize the problems arising out of the gaps between
expenditure and the revenue and other such matters.

 The sense of neglect, deprivation and discrimination is created if the
regional inequalities, both among states and within states exist and are
not addressed.

 Many experts in the field of regional and developmental economics
have graphically narrated the unfavourable consequences of persisting
disparities in various studies. Harvey Armstong and Jim Taylor argue
that severe regional imbalances in levels of employment are risky for
social cohesion.
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 The incidence of industrial sickness in large and small, traditional and
non-traditional and non-traditional industries has assumed alarming
proportions since the early seventies.

 Industrial sickness has grown over the years and a large number of
industrial units in the small scale and medium scale sectors are affected
by it.

 The most important internal cause of industrial sickness is
mismanagement. Faulty managerial decision regarding production,
finance, marketing and personnel and poor control can ruin a business.

 The Sick Industrial Companies (Special Provisions) Act (SICA), 1985,
is the most significant law dealing with industrial sickness. Both public
and private sectors companies come under it.

 One of the most acute challenges that the Indian economy has been
facing is the mounting rate of unemployment. It promotes poverty and
inequalities, lowers social standards and is a huge loss of manpower
resources to the nation.

 Unemployment is a chronic malady in India that deprives able bodied
people to work on the current wages. It lowers the standard of living
of the people since unemployed people do not have enough purchasing
power.

 Unemployment is becoming a serious problem in India, though accurate
estimate is difficult to obtain. About 7 million people are added to the
labour force every year and the number is also increasing at faster
rate.

 One third of the population of these developing countries still remains
in abject poverty. It is a misfortune that India falls under this category.
The problem of poverty is considered to be the biggest challenge to
development planning in India.

 Apart from uncertainties in production, high rates of inflation in the
last few years have caused certain serious imbalances in the Indian
economy.

 Price relationships have been badly distorted and production pattern
has gone out of line with demand. Besides, capital resources available
in the country have had to be often diverted from long-term to short-
term uses and production has also shifted from essential and controlled
goods to non-essential and free goods.

 The creation of a parallel economy as a consequence of a proliferation
of black money in every monetary sector has serious and long-term
impact on the working of the Indian economy.
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 Black money results in transfer of funds from India to foreign countries
through clandestine channels. Such transfers are made possible by
violations of foreign exchange regulations through the device of under-
invoicing of exports and over-invoicing of imports.

 Over the last few decades, the position of women in society has
gradually changed. This period has witnessed an influx of women into
the labour market and more than ever before, the contributions made
by women are gaining increasing importance in society.

 The gender wage gap has come under periodic public scrutiny since
the women’s movement first gained momentum in the 1960s. Research
has shown that seniority for decrease in hours for child care cannot
explain the significant wage gap between males and females.

3.7 Key Words

 Region: A territory is called a region, as the inhabitants of that
territory have an emotional attachment to it due to commonality of
historical traditions, religion, usages and customs, language, socio-
economic and political stages of progress, a common way of living,
etc.

 Parallel economy: It connotes the functioning of an unsanctioned
sector in the economy whose objectives run parallel, or rather in
contradiction with the avowed social objectives.

 Entrepreneur: An individual who organizes and operates a business
or businesses, taking on financial risk to do so.

 Monopoly: A monopoly exists when a specific person or enterprise
is the only supplier of a particular commodity.

 Gender bias: It refers to unequal treatment in employment opportunity
(such as promotion, pay, benefits and privileges), and expectations
due to attitudes based on the sex of an employee or group of
employees.

3.8 Terminal Questions

Short-Answer Questions

1. List some of the factors of regional imbalances in India.

2. Briefly state the government’s role in removing regional imbalances in
India.

3. Distinguish between actual sickness and incipient sickness.

4. How is the term ‘unemployment’ different from ‘underemployment’?
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5. What are the negative aspects of social injustices?

6. What is the impact of black income on the economic and social
system?

Long-Answer Questions

1. Discuss in detail industrial growth in India.

2. Write an essay on balanced regional developments in India.

3. Industrial sickness in India seems a chronic problem. Discuss the
statement in detail.

4. Describe the external and internal causes of industrial sickness.

5. Discuss the salient features of the Industrial Policy Statement, 1980.

6. State the important provisions of the Sick Industrial Companies (Special
Provisions) Act (SICA), 1985.

7. Explain the impact of unemployment on the Indian economy.

8. How does gender bias act as an obstacle to the growth of a nation?
Discuss the factors which have brought about a change in the status
of women.
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3.10 Model Answers to ‘Check Your Progress’

Check Your Progress-1

1. The objectives for the industrial sector in the Seventh Five-Year Plan
were:

(i) to ensure adequate supply of wage goods at reasonable prices

(ii) to maximize the utilization of the existing facilities through
restructuring and upgradation of technology

(iii) to concentrate on development of industries with large domestic
market and export potential

(iv) to usher in ‘sunrise’ industries with high growth potential and
relevance to our needs

(v) to evolve an integrated policy towards self-reliance in strategic
fields and open up avenues for employment

2. The MRTP Act, 1969, came into force in June 1970. The Act has
three main objectives. They are: (i) to control and regulate
concentration of economic power; (ii) to control monopolies and
monopolistic trade practices unless any of them can be justified to be
in the public interest; and (iii) to prohibit restrictive trade practices.

Check Your Progress-2

1. One of the main results of regional imbalances is the people’s migration
to the developed areas. For example, many skillful people from India
migrate to the developed countries. Likewise, within India, people
from under developed regions keep on migrating to developed cities
or regions. Such migrations lead to violence, law and order problems.
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2. Uneven regional development results in the following complications:

 Wastage of resources

 Increase in public costs

 Social injustice

 Deceleration of economic growth

 Threat to national integration

 Political instability

3. The OECD has classified regions into four types. They are as follows:

 Underdeveloped

 Undeveloped

 Reconversion

 Congestion regions

Check Your Progress-3

1. Some of the important features of industrial sickness are as follows:

(i) Working capital becoming negative and the unit continuing to
incur losses

(ii) Cash flow going down progressively in relation to its revenue
commitment continuously for a period of three years

(iii) Cumulative losses exceeding capital and reserves

(iv) Profit after meeting expenses being less than interest liability

2. The phenomenon of industrial sickness tends to aggravate the problem
of unemployment, renders capital investment infructous and generally
creates an adverse climate for further industrial growth.

3. The Sick Industrial Companies (Special Provisions) Act (SICA), 1985,
was enacted to locate sickness in the industrial units. Another main
aim of enacting the act was to rapidly revive potentially viable units
to make the ventures in such units cost-effective.

Check Your Progress-4

1. Unemployment is defined as a situation wherein able bodied persons
fail to find a job even though they are willing to work at the prevailing
wage rate.

2. Poverty refers to a state or condition in which a person or community
lacks the financial resources and essentials to enjoy a minimum standard
of life and well-being that’s considered acceptable in society.

3. The really serious effects of inflation have been mostly on the distribution
of income in India. The producers, traders and speculators have
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gained enormously through ever-rising profit margins and through
illegal gains and windfall profits, and also hoarding, speculation and
black marketing. On the other hand, people living on past savings,
fixed interest and rental incomes and old-age pensioners have been
literally ruined due to continuous depreciation in the purchasing power
of the rupee. The working classes have suffered badly, particularly
the unorganized workers—the vast majority of them working in small
establishments whose money wages have remained almost stationary,
despite persistent rise in the price level in the country for the last five
years.

4. A part of the black income is held in cash and as a consequence there
is an abundance of liquidity which becomes available through the
accumulation of savings held in the form of cash, bullion, gold, silver,
etc. This is popularly termed ‘black liquidity’.
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Unit-4
ROLE OF GOVERNMENT

Structure

4.0 Objectives
4.1 Introduction
4.2 Role of Government in Business

4.2.1 Public Sector
4.2.2 Private Sector
4.2.3 Joint Sector
4.2.4 Cooperative Sector
4.2.5 Privatization: Role of the Government
4.2.6 Entrepreneurial Role of the Government
4.2.7 Catalytic Role of the Government
4.2.8 Supportive and Competitive Roles of the Government
4.2.9 Regulatory Role of the Government

4.3 Fiscal Policies
4.3.1 Monetary Policies
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4.6.1 Political Intervention
4.6.2 Political and Residual Risks in International Business

4.7 Collaboration in Light of Recent Changes
4.7.1 Mergers and Acquisitions
4.7.2 Indian Investment Abroad—Overseas Direct Investment

by Indian Companies
4.7.3 Favourable Policy Changes
4.7.4 Leading Joint Ventures
4.7.5 Recent Developments

4.8 Let Us Sum Up
4.9 Key Words

4.10 Terminal Questions
4.11 Suggested Readings
4.12 Model Answers to ‘Check Your Progress’

4.0 Objectives

After going through this unit, you will be able to:

 Describe the relationship between government and business

 Identify the role of public sector in business

 Explain the importance of privatization of Indian economy

 Highlight various roles of the government in business

 Analyse the concept of monetary and fiscal policy

 Describe the significance of industrial licensing policy
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 Discuss devaluation of Indian rupee

 Analyse the importance of regulation of foreign investment

 Discuss business collaboration in light of recent changes

4.1 Introduction

The unit focuses on the role of the government in business, and its various
policies and regulations. It discusses economic policies such as liberalization
and privatization. Indian economy was initially modeled on the paths of socialism
though private entrepreneurs also existed. However, in the early 90s India
opened its doors to liberalization. The unit discusses both the sectors, i.e., the
public and the private in the functioning of the economy. Monetary and fiscal
policy, industrial licensing policy, devaluation of Indian rupee and regulation of
foreign investments are also elaborated upon in this unit.

4.2 Role of Government in Business

Industrial development is an outcome of the economic activities undertaken
by the public, private and joint sector enterprises. Let us discuss the role of
the government in various business activities.

4.2.1 Public Sector

The public sector or public enterprises include all governmental activities,
including public, industrial or commercial enterprises. Public enterprise occupies
a strategic and crucial position in the Indian economy. It is no exaggeration to
say that the economy would sink or swim depending upon the efficiency with
which these enterprises operate.

Concept: The modern Indian economy is the creation of the Congress
party and its leaders, Mahatma Gandhi and Nehru, who referred to India
as a ‘socialist’ economy. Socialism is largely a misnomer in the case of
India, except for the government ownership in industry and commerce.
India is still primarily an agricultural country and the distribution of income
depends mainly on the distribution of agricultural property. Although there
have been some attempts to distribute land to the peasants, land remains
unequally distributed; however, there is evidence that the range of income
inequality has been reduced. Rather than seeking to achieve ‘Socialist’
objectives through income redistribution, the architects of the modern Indian
economy emphasised the state ownership in industry. The feeling was that
socialism could be achieved through state control of industry, which would
serve as a surrogate for social change.

Public enterprises are expected to be the principal agents for rapid
economic and social transformation by developing infrastructure and the
core sector and by closing the gaps in the industrial structure. Its dominant
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position in the financial field is intended to control and guide the private
sector, wherever necessary. Lastly, the economic growth through public
enterprise will ensure social justice.

In developing countries, public enterprises are largely a necessity and
not a matter of choice. In India, though the Congress government was
clearly committed to expanding the public sector, it did not go into areas
where private enterprise was operating. Nationalization of the existing
enterprises has been generally resorted to where the public interest was
involved or where it was imperative to put the industry on a sound footing
and regulation and control were not found sufficiently effective. The vast
majority of public enterprises is in areas, which were hitherto untouched or
unexplored by the private sector.

In the Industrial Policy Statement of 1956, it was emphasised that
public enterprise was designed to control the ‘commanding heights’ of the
economy. But in recent years, the trends towards increasing liberalization
are very much in evidence in India and one gets the impression that the
private sector is designed to play an important role in the economy in the
coming era.

The public enterprises comprise:

(i) Public utilities, e.g. the railways, post and telegraphs and irrigation
projects

(ii) Departmental undertakings of the Government, Central as well
as State, e.g. post and telegraph, integral coach factory

(iii) Other industrial undertakings, which derive their finance from
the Government of India in the form of equity capital and loan,
e.g. Durgapur Steel Plant, Hindustan Fertilizers

Public sector units generally are of the following four kinds:

(i) National monopolies like the railways that have downward
sloping unit cost curves. These are hard to assess, being
monopolies.

(ii) Entrepreneurial ventures that, at the start and for many years
thereafter, are monopolies or near monopolies. These are
generally large units with sophisticated technologies and long
gestation periods that produce basic products. Many of the
Indian public sector manufacturing units are of this type.

(iii) Sick units in the private sector that have been taken over to
maintain employment etc.

(iv) Units taken over or formed to acquire the ‘commanding heights’
or for other ideological reasons. The State Trading Corporation
is a case in point.
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Evolution of the public sector

The entry of the public sector in a big way in the economic sphere is a post-
Independence development. Prior to 1947, public sector investment was
limited to the railways, the post and telegraph department, the ordinance
factories and a few state-managed factories like the quinine factories, salt
factories, etc. It was the Industrial Policy Resolution of the Government of
India in 1948 that brought the public sector into the limelight. It declares that a
dynamic national policy must be directed to a continuous increase in production
by all possible means, side-by-side with measures to secure its equitable
distribution. The problem of State participation in industry and the conditions
in which private enterprise should be allowed to operate must be judged in
this context. Since then, the expansion of the public sector has been very
rapid.

The idea that in the economic development of the country the State
enterprises would play a predominant role took root with the adoption of
a socialist pattern of society in the second plan.

The growth of public enterprises in India has taken place in two
ways: (a) by nationalizing existing enterprises and (b) by starting new
enterprises. The State Bank of India, LIC, the Air India, the nationalization
of  20 banks, etc. are included in the first category, while the Hindustan
Steel Ltd., the Fertilizer Corporation of India, etc. fall in the second category.

The enormous growth of public sector investments has taken place
against a political and ideological background, which is peculiar to Indian
political development.

Objectives: The objectives of establishing new enterprises and reasons
for nationalizing some existing ones are varied and often different from case
to case and from time to time. Perhaps, the only generalization possible in
this regard is that public enterprise for us is more a matter of necessity than
of choice. It is not so much the ideology as the compulsion of the situation
that has led to the growth of public enterprise in India.

A brief statement about the need and role of public enterprise in India
is contained in the statement of former Prime Minister Indira Gandhi that we
advocate a public sector for three reasons: to gain control of the commanding
heights of the economy: to promote critical development in terms of social
gain or strategic value rather than primarily on considerations of profit; and
to provide commercial surpluses with which to finance further economic
development.

Rationale for the public sector

The reasons that explain the establishment of the public sector in the country
are as follows:
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1. Socialist pattern of society: The public sector was meant to socialize
the means of mass production and benefit the masses, as is typically
the case in a socialistic pattern of society. The commanding heights
of the economy—the core sector comprising investment, production,
distribution and consumption—were State owned, so as to promote
national development as opposed to considerations of private profit.
In such a situation, the so-called public sector needs to expand rapidly,
cover areas where the private sector is unwilling or unable to
participate and play a dominant role in shaping the economy. Some
of these areas are power, communications, mass transportation,
information and broadcasting, mines and defence production. Initially,
the public sector took the lead in developing basic and capital goods
industries, laying the foundations for national growth unhindered by
narrow considerations of profit as would arguably be seen in a laissez
faire economy dominated by private enterprise, where motives of
personal profit would presumably supersede national priorities. In
time, however, some of these monolithic establishments exhausted
their early dynamism and metamorphosed into complacent, inefficient,
cash-strapped, over-staffed, over-unionized islands of mediocrity that
generated naught but huge losses—dinosaurs that had run out of time
and relevance.

2. Socio-economic objectives:  Reduction of inequalities of wealth
and income is the most important socio-economic objective, going
hand in hand with the need to eliminate poverty and establish an
egalitarian society by redistributing wealth and earning potential
equitably. Another important objective of a socialistic system is to
help the underprivileged, realize their dormant potential by liberating
them from economic serfdom and to give them all an opportunity to
attain social justice. Although rarely declared in so many words, the
giant public sector organizations were also meant to serve this purpose
by providing upliftment to these neglected sectors, by means of
reserving a certain percentage of jobs for the weaker sections of
society including the physically handicapped. Nationalized banks
rendered yeoman service by extending concessional loans under the
‘Differential Rates of Interest’ scheme, which allowed cheap finance
to reach District Consultative Committee sponsored beneficiaries
drawn from such sections of the local populace—something a purely
profit-driven banking system would never dream of undertaking.

3. Balanced regional development: One of the major goals of planning
is to try and correct regional disparities by spreading the benefits of
economic development as evenly as possible across the country. It is
vital for humane as well as for security reasons to ensure that the
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fruits of prosperity percolate throughout the nation, for civil unrest is
usually born of discontent with a system of wealth distribution that
serves but to defeat the very purpose of adopting a socialistic type
of governance. This is particularly true of the sensitive north and
north-eastern States, many of which are economically under-developed
and, hence, vulnerable to ideologies incompatible with our peaceful,
non-violent, democratic system of governance run on socialist principles.
Industrial development of these areas is a top priority; Bhilai, Rourkela
and Durgapur are well-known examples, but more such success stories
are needed, and quickly.

4. Need for rapid economic development: The need of the hour is
rapid economic development. The private sector has neither the desire
nor the resources to undertake the massive programme of
industrialization. Hence, dependence on the private sector will only
slow down economic development. Expansion of public enterprise
will speed up the rate of economic growth.

5. Pattern of resource allocation: The main reason for the expansion
of the public sector lies in the pattern of resource allocation decided
upon under the plans. In the first plan, the major emphasis was on
agriculture but in the second plan the emphasis was shifted to basic
and capital goods industries. During the First Plan period, the private
sector was dominant in the field of industrial activities. But with changed
emphasis it was inevitable that the public sector must grow not only
absolutely but also relatively to the private sector.

6. Building infrastructure: Infrastructure provides certain basic facilities
for rapid economic growth. In the economic infrastructure, there are
facilities like power, irrigation, transport and communication, banking,
training, etc. Social infrastructure includes education, health, sanitation,
drinking water facilities, etc. The development of infrastructure is not
possible through efforts of private individuals since its benefits go to
society as a whole and not to individuals. It is therefore mainly the
responsibility of the State. The infrastructure has accounted for 95.1
per cent of the public outlays in the First Plan and nearly 75 per cent
in the subsequent plans.

Role of Public Sector

Public sector enterprises play a dominant and dynamic role in the development
of India economy. The major contributions are as under:

1. Strong industrial base

After independence, serious gaps were felt in the field of heavy industries.
Public sector has helped in filling the structural and demand-supply gaps in
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achieving a strong industrial base. There has been significant growth in the
state-run defence industries and industries of strategic importance such as iron
and steel, heavy engineering, and heavy electrical, petroleum and natural gas,
chemical, drugs and fertilizers. Since these industries require considerable
investment and have low profitability potential in the short-run, these industries
do not find favour with the private sector. However, unless these industries are
setup, the consumer goods industries cannot progress at a rapid pace. Thus,
by establishing and developing basic heavy and capital-intensive industries,
the public sector has created a strong industrial base for the economy. The
share of the industrial sector in GDP at Factor Cost has increased slowly but
steadily during the plan period.

2. Development of infrastructure

The primary condition of economic development in any underdeveloped country
is that the infrastructure should develop at a rapid pace. Without proper
expansion, infrastructural facilities in the form of irrigation, power, energy, and
transportation, the agricultural sector cannot grow properly. Similarly, in the
absence of adequate development of transport and communication facilities,
banking and insurance facilities, the process of industrialization cannot be
sustained. Thus, the public sector has enabled the economy to develop a
strong infrastructure for the future economic development. The private sector
also has benefited immensely from the investment undertaken by the public
sector.

3. Removal of regional disparities

Another objective behind bolstering the public sector happens to be removal
of regional disparities. In pre-independent India, industries were located mostly
in an and around the port cities of Mumbai, Kolkata and Chennai. Since the
1950s, the government shifted attention to suburban landmass. Gradually, four
major steel plants were set up in Rourkela, Bokaro, Durgapur and Bhilai.
Fertilizer plants were set up in Assam, Orrisa, Bihar, Uttar Pardesh and Punjab.
Private sector was not interested in setting up units in backward areas due to
poor working and low profits.

4. Public sector and capital formation

The public sector contributes largely to a country’s capital formation. The
share of public sector in total investment during the plans increased initially,
reached to 60 per cent and then declined. However, it remained very high
throughout. The contribution of public sector to capital formation assumes
particular importance because its investment has taken place in essential
infrastructural facilities and key industries. Share of public sector in gross
domestic capital formation increased from 3.5 per cent in the First plan to 10
per cent in the Eighth plan.
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5. Earning of foreign exchange

The foreign exchange problems often emerge as a serious constraint on the
programme of industrialization in a developing economy. Public enterprises
have contributed in earning foreign exchange to a significant extent. They have
contributed to foreign exchange earning in following ways:

(a) Some public sector undertakings (PSUs) like Hindustan Machine
Tools, Hindustan Steel Ltd. and Bharat Electronics Limited have
been exporting an increasing proportion of their output and earning
foreign exchange thereby.

(b) Some public sector enterprises such as State Trading Corporation,
Mineral and Metal Trading Corporation earn foreign exchange by
providing trading and marketing service.

6. Saving of foreign exchange

The public sector enterprises have helped not only by earning valuable foreign
exchange but also in saving foreign exchange by producing import substitutes.
At the time of Independence, India imported capital goods machinery and
equipments. A lot of foreign exchange was spent on them. After Independence
public sector produced and provided goods, which are substitutes of imported
goods. In this way, public sector helps in import substitution and saving a lot of
precious foreign exchange also.

7. Check over-concentration of economic power

In capitalist earning where the public sector is practically non-existent or has a
very small share, economic power gets increasingly concentrated in a few
hands and increase in equality of income and wealth. Public sector helps in
checking the concentration of economic power in a few hands and reducing
inequalities of income and wealth. Public sector can help in reducing inequalities
in the economy in a number of ways:

 Public sector industries can help the workers by giving them higher
wages and by providing various welfare services like houseing,
education, medical facilities.

 Thus the government either spent in the industries or spent on special
welfare programmes to help the poor people use the profit earned by
the public sector enterprises.

 Public sector can orient production machinery towards the production
of mass consumption goods.

In this way the public sector promotes equality of income and wealth
distribution and promotes overall economic development of the country.
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8. Share in employment

Public sector generates substantial employment opportunities in a situation of
widespread unemployment. There have been two-fold employment
opportunities in the public sector:

(a) Government administration, defence, and other government service
like health, education, research and other activities that promote
economic development.

(b) Economic enterprises owned by the central government, and the state
government.

The number of persons employed with government has shown a
considerable increase from 71 lakhs in 1971 to more than 185 lakhs. Public
sector employed about 70 per cent of the workers employed in organized
sector of the Indian economy.

Check Your Progress - 1

1. How has the growth of public enterprises in India taken place?

2. What type of employment opportunities are being generated by the
public sector?

9. Contribution to Central Exchequer

Public sector enterprises contribute to the resources of the central government
by way of dividend, excise duty, custom duty and corporate taxes. In this
way, this sector generates resources for the planned development of the country.

Growth and performance of public sector

Public sector units are frequently started in those sectors where profitability is
low and gestation period long. Therefore, the performance of the public sector
units should not be judged by what they earn in the form of profit but of the
total additions they make to the flow of goods and services in the economy.

In the post-independence period, the expansion of the public sector
was undertaken as an integral part of the 1956 Industrial Policy. The Industrial
Policy 1956 gave public sector a strategic role in the Indian economy. At
the time of Independence, the country was backward and underdeveloped
basically and was an agrarian economy with a weak industrial base and
heavy unemployment, with low level of saving and investment and absence
of infrastructural facilities. Indian economy needed a big push. This push
could not come from the Indian private sector. It was assumed at that time
that only the government intervention in a big planned way could raise
agricultural and industrial production and expand the employment
opportunities.
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Over the years, operations of Central Public Sector Enterprises (CPSE)
have extended to a wide range of activities in manufacturing, engineering,
steel, heavy machinery, machine tools, fertilizers, drugs, textiles,
pharmaceuticals, petrochemicals, extraction and refining of crude oil and
services such as telecommunication, trading, tourism, warehousing, etc. and
a range of consultancy services. In 2006–07, there were 247 Central Public
Sector Enterprises with a total outlay of ` 455,409 crore in India, as
compared to 5 in 1950–51. It is evident that both the quantum of investment
and number of enterprises have steadily increased with every Five-Year
Plan. Table 4.1 gives a fair idea of the growth of the public sector enterprises.

Table 4.1 Growth of the Public Sector Enterprises

Plan No. of Enterprises Total outlay (Crore)
I 5 29

II 21 81

III 48 953

IV 55 3902

V 122 6237

VI 186 18229

VII 244 99329

VIII 242 213610

IX 240 324614

X 247 421089

XI 242 455409

Table 4.1 reveals that in the beginning of the First Five Year Plan
there were only 4 enterprises in the public sector with ` 29 crore as total
investment. It had increased to 242 enterprises in the Eleventh Plan the with
total outlay or ` 455409 crore. During the Eight and Ninth Five Year Plan
number of enterprises declined and the after that it started to increase.
Observations are made regarding the performance of CPSEs during the
plan period:

1. The growth of investment in central public sector enterprises
increased from ` 29, rores in 1951 (First Five Year Plan) to
` 455409 crores in March 2008 in the first year of the XI plan.
The largest share in the investment is in the service sector,
followed by electricity.

2. From a mere 5 public sector enterprises in 1950, the number
increased to 242 as on 31 March 2008. It excludes banks,
financial institutions, ports, railways and others.

3. In 2007–08 the profit making industries increased to 160 from
119 in 2002–03.

4. Number of loss incurring CPSEs, has gone down from 105 in
1997–98 to 53 in 2006–07.
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5. Turnover increased to ` 9,64,410 crores in 2006-07, from
` 2,76,002 crores in 1997–98 recording a net worth growth of
349 per cent.

6. The turnover was equal to ` 9,64,410 crores in 2006–07,
which was an increase of 349 per cent in comparison to 1997–
98 (` 2,76,002 crores). As regards net worth, it increased by
337 per cent in 2006–07 in comparison to 1997–98 (` 134,443
crores).

7.  Net profit increased by 599 per cent in 2006–07 in comparison
to 1997–98 (` 13582 crores), and is currently to the tune of
` 81550 crores.

8. The share of output of CPSEs in GDP at market price stood at
8.23 per cent in 2006–07 and 8.21 per cent in 2005–06. The
CPSEs made substantial contribution to the Central Exchequer
through the payment of dividends, interest on government loans
and taxes and duties; the major share of contribution to Central
Exchequer by the CPSEs was by way of payment of taxes and
duties growth of 85.91 per cent followed by dividend (11.74
per cent) and interest (1.33 per cent).

9. It contributed by a significant extent in improving the overall
employment situation in the country and has acted as a model
employer by providing work with better wages and other facilities
as compared to the private sector. Effective utilization of Human
Resources is one of the most important factors for the efficient
and profitable functioning of an organization. It has special
significance in the management of public sector enterprises.
CPSEs employ a large workforce in different disciplines and the
successful operation of these enterprises very much depends on
the skills and capabilities of the workforce. Out of around 16
lakhs workforce (as on 31.03.07) deployed presently in CPSEs,
about 3.65 lakh are in the supervisory and managerial cadres
which represent about 22.12 per cent of total workforce. The
number of employees during the period has reduced from 19.59
lakhs in 1997-98 to 16.14 lakhs in 2006–07, which is a reduction
of 17.61 per cent.

10. Public sector has made a significant contribution towards
achieving social objectives. The Food Corporation of India (FCI)
and artificial limb manufacturing corporation of India are two
main central public sector enterprises serving social objectives.

11. The average wage for workers in public sector enterprise is also
higher than in the private sector.
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12. A great deal of investment in central public enterprises is being
made through internal resources than through investment from
outside.

13. In 1990, a forum of women in public sector was established. Its
roles were training, providing support services, operation, and
counselling. Out of the total increase in organized women
employment, the public sector is responsible for 63 per cent
during 1971–2005. Thus, it is clear that public sector has played
a major role in the empowerment of women.

Industrial performance in recent years in India

Industrial growth in the country has, in terms of long-run trend, remained aligned
with the growth rate of gross domestic product (GDP). According toEconomic
Survey 2011-12, the long-term average annual growth of industries comprising
mining, manufacturing, and electricity, during the post-reform period between
1991-2 and 2011-12, averaged 6.7 per cent as against GDP growth of 6.9
per cent. Inclusion of construction in industry raised this growth to 7.0 per
cent. The share of industry, including construction, in GDP remained generally
stable at around 28 per cent in the post-reform period. Standard deviation of
the average share was very small and the coefficient of variation under 5 per
cent validates this stability. The share of manufacturing, which is the most
dominant sector within the industry, also remained in the 14-16 per cent range
during this period.

According to Economic Survey 2011-12, employment in the industrial
sector increased from 64.6 million persons in 1999-2000 to 100.7 million
persons in 2009-10. The share of industry in total employment increased
from 16.2 per cent in 1999-2000 to 21.9 per cent in 2009-10. However,
the increase was largely on account of expansion of employment opportunities
in the construction sector, from 17.5 million in 1999-2000 to 44.2 million
in 2009-10.

The index of industrial production (IIP), released each month, is the
key indicator of industrial performance. The new IIP series with 2004-5 as
base was released in June 2011 replacing the earlier IIP series with base
1993-4. Since the IIP is a fixed weight and fixed base series, a dated base
often has limitations in reflecting the industrial scenario. The new series not
only has a more recent base, it has a larger and more representative product
basket and weights that appropriately reflect the relative importance of the
sectors, products, and product groups.

Recent industrial growth, measured in terms of IIP, shows fluctuating
trends. Growth had reached 15.5 per cent in 2007-8 and then started
decelerating. Initial deceleration in industrial growth was largely on account
of the global economic meltdown. There was, however, a recovery in
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industrial growth from 2.5 per cent in 2008-99 to 5.3 per cent in 2009-10
and 8.2 per cent in 2010-11.

Table 4.2 Growth in the IIP and its Major Components

Financial Year

Weight 2008–09 2009–10 2010–11

Overall IIP 100.0 2.5 5.3 8.2

In terms of structured
national industrial
classification

Mining 14.16 2.6 7.9 5.2

Manufacturing 75.53 2.5 4.8 9.0

Electricity 10.32 2.7 6.1 5.5

In terms of use-based
classification

Basic goods 45.68 1.7 4.7 6.0

Capital goods 8.83 11.3 1.0 14.8

Intermediates 15.69 0.0 6.0 7.4

Consumer goods 29.81 0.9 7.7 8.6

Durables 8.46 11.1 17.0 14.2

Non-durables 21.35 –5.0 1.4 4.3

Source: MOSPI.

Shortcomings

It is a fact that public sector enterprises contributed less to industrial progress
than what was expected of them. These enterprises suffer from a number of
shortcomings such as over-capitalization, underutilization of plant, bureaucratic
and irresponsible management, political interference and wrong personnel
policies and overstaffing.

Underutilization of installed capacity is an important cause for the
low-level profitability in public sector enterprises. In 1988–89, nearly 40
per cent of public enterprises showed capacity utilization of less than 75
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per cent and 20 per cent enterprises worked at even lower than 50 per cent
rate of capacity utilization. Unutilized capacities means higher overhead
charges, which reduces the rate of profit.

There is over-regulation of government undertakings, which is not
good for any business enterprise.

The General Index for the month of January 2014 stands at 182.2,
which is 0.1% higher as compared to the level in the month of January
2013. The cumulative growth for the period April-January 2013-14 over
the corresponding period of the previous year stands at 0.0%.

The growth performance of Indian manufacturing has been rather
disappointing, of late. The index of industrial production (IIP) for
manufacturing recorded a negative growth of minus 3.7 per cent in February
2014 (year-on-year basis), and in three of the previous four months too.
The average growth rate during 2013-14 (April-February) was negative at
minus 0.7 per cent, and it was only marginally better at 1.3 per cent during
2012-13. The negative growth recorded by IIP-manufacturing for recent
months, however, does not really mean that Indian manufacturing is
experiencing a downward slide. Manufacturing output growth of 3 per cent
or so in 2013-14, though much better than a negative or zero growth, is not
good enough. It is too low in relation to what the country could achieve in
the mid-2000s (over 10 per cent) and what the country needs.

Table 4.3 Growth of Index of Industrial Production IIP (in%)

Source: CSO

Check Your Progress - 2

1. How does public sector enterprises contribute to the resources of
the central government?

2. What is the main function of the Index of Industrial Production
(IIP)?

3. List some of the shortcomings that a public sector enterprise may
suffer from?
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4.2.2 Private Sector

It is pertinent to discuss the role and future of the private sector against the
background of the socialist pattern of society, which is the declared objective
of the government policy in India. The pattern of socialism that we have
envisaged is different from that pursued by many Western countries. Unlike
China, India has chosen an economic system that is basically capitalist in
character, but it combines this system with a significant degree of state influence,
the latter implemented through various types of controls and a state planning
system.

Jawaharlal Nehru, who shaped the destiny of the country for nearly
two decades, was not in favour of socialism for its own sake. He was not
in favour of nationalization of private undertakings until it could be proved
that some definite social purpose would be achieved by such nationalization,
a purpose that cannot be secured under private management. The acceptance
of the philosophy of socialist pattern of society by the government had led
to a feeling that the private sector in the country has a dark future. The Third
Five-Year Plan, however, clearly stated that the socialist pattern of society
envisaged in India’s Plans does not imply that all economic initiative must
rest with the State. Indeed it assigns to private enterprise an important role
in national development, provided it attunes itself to the new philosophy of
democratic socialism and operates in unison with the public sector.

In the private sector, the enterprise is owned by private persons. In
the sphere of the private sector, there is the corporate sector with such
organizations as public limited companies and private limited companies.
Outside the corporate sector, there are many forms of ownership like single
entrepreneur and partnership and trade as also cottage industries. Private
sector can be divided into the following two parts:

(i) The organized sector

(ii) The unorganized sector

In the unorganized private sector, it is difficult to enforce policy
interventions.

The private sector plays an important supporting role in India’s mixed
economy. Seen 1948, as complementary to the catalytic, dynamic and fast
expanding public sector, the private sector was nonetheless accorded due
recognition as playing a useful partnership role in rounding up the economy.
It was not intended to nationalize it straight away, but to regulate and direct
it properly,  and facilitate and encourage its development through provision
of infrastructure along with financial institutions, that would all serve to
promote and assist it to serve social objectives.

It is pertinent to mention that the private sector not only survived this
slightly patronizing approach as well as the hardships of the ‘license Raj’,
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but also went on to achieve heights of glory and achievement. Meanwhile,
several public sector units stultified and decayed, to the point that they had
to go the Board for Industrial and Financial Reconstruction (BIFR) way or
be disposed of (under the policy of divestment or ‘disinvestment’). Some
of the main reasons as to why the private sector turned the tables on its
bigger, stronger stablemate are as follows:

1. Entrepreneurial talent is its greatest asset, while most of the public
sector units did not have a mindset that promoted cost or
profitability consciousness as opposed to Western countries, where
private enterprise has played such an important role in economic
development that Joseph Schumpeter has described it as the initiator
and moving force behind industrialization.

2. Private entrepreneurs are driven by profit and survival needs to
constantly innovate, reduce costs and improve both products and
bottomlines, in response to stakeholders’ demands.

3. In India, the role of the private sector—even after five decades
of planning—translates to 75 per cent of the economy, while the
State-aided public sector is a distant straggler with a mere 25 per
cent share.

4. The private sector in India is vast; agriculture—the most important
productive activity—is the largest employer.

5. It employs 66.5 per cent of the working population and contributes
around 30 per cent of the net domestic product, though much of
it is mere subsistence farming for a vast multitude of destitute
marginal farmers and agricultural labourers nevertheless, it is
practically exclusively in private hands.

6. Moreover, trading activities are mostly concentrated in private
hands; the few public sector organizations engaged in trading, like
the State Trading Corporation, withered away after their monopoly
was demolished by liberalization.

7. Forthcoming trends in private sector engagement in large retail
and real estate developments, including the involvement of the two
Reliance Groups of companies, presage a new thrust by the private
sector into the service industry—an evolutionary step that signals
that the Indian economy is approaching the next stage of
development already well under way in the developed countries.

Trading activities are mostly concentrated in private hands. This is
because of the general belief that the trading community renders useful
services and its returns are justifiable.
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The private sector in industry can be conveniently classified into the
following three groups:

(i) Unorganized industrial units

(ii) Small-scale industrial units

(iii) Large-scale industrial units

In 1988–89, large units having capital investment of more than ` 35
lakh formed only 6.3 per cent of the total industrial units in the country. But
these units accounted for 60 per cent of the gross output and 80.1 per cent
of the total value added in the factory sector. Thus, these large-scale industrial
units form the backbone of the private sector in India.

Most of the consumer goods industries are generally left to private
enterprise. The consumer goods industries are left to private enterprise as
this sector has already established itself in some major consumer goods
industries like cotton textiles, jute, edible oils, etc. These industries require
small capital and yield quick returns. As such these are fit for the private
sector. These industries are also regulated with a view to control investment
in different industries.

While the large-scale private industries are restricted and regulated,
the small sector is encouraged to expand in the old field and enter into new
spheres. Quite a large number of products, more than 800, are reserved for
this sector. These industries are encouraged for being labour-absorbing
industries as also those that can be easily dispersed over space.

The general pattern of development of the corporate form in India is
similar to that in the Western countries. The methods of growth have been
through diversification, integration, acquisition and merger. Crossing
international borders in joint ventures to other countries is also in progress.
Most of the growth in the corporate sector has been through foreign
collaboration in technology and sometimes capital also and rarely through
innovation by means of internal research and developing technology.

The hereditary succession is still very powerful, though a professional
managerial class is slowly evolving. Some authorities even equate private
sector to the ‘family sector’ in view of the widespread prevalence of family
management in large companies.

Favourable factors in the environment

The economic environment in India at present has some favourable as well as
unfavourable factors from the point of view of private enterprise. The favourable
factors are as follows:

1. Private enterprises derived many special benefits from the plans
and policies of the government. The vast outlays in the public
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sector since the beginning of the Plan period provided the necessary
infrastructure for the development of private business and generated
widespread demand for its products.

2. The Plan documents indicated the specific areas in which further
investment could be made. These provided valuable guidelines for
the private enterprise to proceed.

3. The Indian market is completely sheltered since the policy of
developing indigenous resources led to almost total banning of
such imports as might compete with the products of local industry.
This is a further reason why the private enterprise has been able
to make good profits even when some of their products were
substandard.

4. The various feasibility studies and demand projection estimates
made by the public sector institutions enabled the potential
entrepreneurs to know the prospects of investment in those fields.

5. Various institutions have been set up to see that industries are not
starved of legitimate financial needs. Development banks like IFC,
ICICI, IDBI, and SFC provide industries with financial
accommodation. They help industries in the form of long-term
loans, underwriting of shares and debentures and participating in
equity. A study of the balance sheets of a large number of
companies indicates that finance provided by such institutions
enabled them to grow and prosper.

6. The private enterprise received some direct incentives from the
government. Despite the heavy doses of taxation, many of the
Finance Acts contained various tax concessions such as tax
holidays for new undertakings, developmental rebate, abolition of
bonus tax, etc. Income Tax Act also provides fiscal incentives to
the individual and corporate sectors.

Unfavourable factors in the environment

The unfavourable factors are as follows:

1. The government has declared itself to be pursuing the aim of establishing
a socialist pattern of society, which puts a constraint on the expansion
plans of the private enterprise. In pursuance of its declared economic
policy, the government has established its own undertakings to capture
the ‘commanding heights of the economy’. If need be, government
will use its economic power to put a restriction on the activities of
private undertakings. Nationalization of commercial banks is a case
in point.

2. Private undertakings in India have been operating in an environment
of taxation. The heavy burden of taxation has acted as a disincentive
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to increased production. By immobilizing funds, which might have
flowed into private undertakings, it has acted as a brake on industrial
growth.

3. Big business is subject to a large number of restrictions, especially the
Monopolies and Restrctive Trade Practices (MRTP) Act. After the
virtual abolition of the MRTP in the new industrial policy, the situation
has changed.

4. According to industrial policies announced from time to time, there is
a large number of industries, which are either reserved for the public
sector or for the small sector. Also in the remaining sector, the
government has reserved the right to establish new undertakings.
Thus, the private sector does not have any independent field of its
own, which is worthwhile for investment.

5. The decision of the government to vest the public financial institutions
with powers to convert their long-term loans of companies into equity
capital and to nominate directors on the boards of the latter is also
viewed as an attempt to put a brake on the growth of private
enterprise. The plea that this is being done in the interests of
shareholders does not seem to be very convincing to many.

Despite these constraints, there has been an expansion of private
sector activities. Under the new Industrial Policy of 1991, emphasis has
been shifted from the public to private sector.

It should be noted that there has been growing concentration of
economic power in the hands of big business houses. This economic power
has secured control over political power. Owing to the commanding position
of big businesses in the total industrial sector, they can exercise considerable
influence over government policies. The Report of the Dutta Committee
showed that 20 big business houses secured a disproportionately large
share in the number of licenses issued. During the last 25 years, through the
process of concentration of wealth and economic power, they have
strengthened themselves and the two top business houses (Tatas and Birlas)
have amassed huge total assets.

Corporate sector sales in 2010-12

Corporate sector sales are another indicator of industrial performance.
Abridged financial results of the listed manufacturing companies indicated robust
sales growth  during 2011- 12. According to Economic Survey 2011-12, in
the first three quarters (Q1-Q3) of 2011-12, sales growth varied between 20
and 25 per cent. However, expenditure growth outpaced revenue growth
leading to a lower growth in net profits. Higher expenditure growth was initially
led by high raw materials expenses, but interest expenses grew more sharply
in Q2 and Q3 of 2011-12. The net profit margin of manufacturing companies
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measured by the ratio of net profits to sales decelerated continuously from 8.1
per cent in Q2 of 2010-11 to 5.4 per cent in Q2 of 2011-12.

Table 4.4 Growth in Key Parameters of Listed Manufacturing
Companies

Items 2010–2011 2011–2012

Q1 Q2 Q3 Q4 Q1 Q2 Q3*

No. of companies 1900 1933 1961 1953 1935 1922 882

Growth rates (in per cent)

Sales 28.8 21.2 19.0 23.3 24.9 19.7 22.6

Raw material 40.6 21.9 20.9 30.5 28.8 23.8 32.2

Staff cost 16.9 20.4 21.1 18.2 17.5 15.3 12.7

Interest costs 10.9 7.8 13.7 23.1 20.5 41.5 44.2

Profits after tax (PAT) 8.2 10.9 14.6 7.1 9.6 –18.3 –15.4

PAT to sales 8.0 8.1 7.7 7.4 6.8 5.4 6.2

Source: Reserve Bank of India (RBI) Studies on Corporate Performance of Private
Corporate Business Sector.

4.2.3 Joint Sector

The radical shift in the government policy has brought the concept of the joint
sector into sharp focus. It is nothing but a form of partnership between the
public sector and the private sector.

Concept: Although the joint sector concept was conceived by the
authors of the 1956 Industrial Policy Resolution, it was really the brainchild
of the industrial Licensing Policy Enquiry Committee, popularly known as
the Dutta Committee. Besides the public and the private sectors, there was
a need for a new sector—a joint sector—for the harmonious industrial
development of the economy. The joint sector is envisaged as something in
between the public and the private sector and in which the state could
actively participate in management, control and decision-making. It is claimed
that the joint sector scheme has the advantages of both the public and the
private sectors and at the same time avoids the evils of both sectors and
thus fulfils the basic socio-economic objectives of the country. Moreover, it
offers an avenue of growth when all other gates to growth seem to have
been closed. The concept of a joint sector is basically an extension of the
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idea of mixed economy in which the public and private sector units are
separate and function independently but are nevertheless part of a national
plan. It is a compromise between total nationalization and complete private
autonomy. In the joint sector, the relationship between the representatives
of the private and public sectors is much closer as they have to work
together within the same unit. The joint sector was recommended for units
where a large proportion of the cost of a new project was to be met by
public financial institutions either directly or through their support.

There are three different concepts of joint sector: First, financial
institutions can exercise the right to convert debt into equity and appoint
directors on company boards. Second, government may appoint directors
on company boards through the exercise of powers granted by the MRTP
Act to check malpractices. This need not involve share participation and
must not be confused with the joint sector. The third form is the real joint
sector where the government directly, or through its agencies, is a
co-shareholder in an enterprise. The government in this case plays a
promotional and entrepreneurial role and is an active majority partner.

Features of joint sector: In a memorandum submitted to the
government, JRD Tata suggested a slightly different definition of the joint
sector. ‘A joint sector enterprise is intended to be a form of partnership
between the private sector and the government in which the State participation
of capital will not be less than 26 per cent, the day-to-day management will
normally be in the hands of the private sector partner, and control and
supervision will be exercised by a board of directors on which government
is adequately represented’.

The Dutta Committee advocated conversion of some of the private
sector units into joint sector enterprises as an important means of curbing
the concentration of economic power in certain private groups. A number
of new industrial projects had been established in the private sector with the
help of funds provided by public financial institutions but the latter had not
asked for a voice in the management. It was strange that huge private
industrial empires should be built up with funds provided by public institutions
without knowing how the money was actually spent. The Dutta Committee
asked the government to enunciate a new industrial policy whereby this
anomaly could be rectified.

There was a change in the industrial policy without there being a
change in the 1956 Policy Resolution. The government announced the new
industrial policy in February 1970. The joint sector concept as suggested by
the Dutta Committee, was accepted in principle. It was laid down that while
sanctioning loans or subscribing to debentures, public financial institutions
should in future have the option to convert them into equity within a specified
period of time. Specific guidelines had been laid down. In case the aggregate
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loans granted were below ` 25 lakh, the financial institutions are not to
insert any convertibility clause in the agreement. If the loans granted were
between ` 25 lakh and ` 50 lakh, it is optional for the financial institutions
to insert a convertibility clause in the agreement. Once convertibility was
agreed to, the undertaking is required to appoint representatives of the
lending institutions as directors on company board.

It is not difficult to understand the logic behind the joint sector. As
had been emphasised by the then Prime Minister, the old concepts of
exclusive private ownership and private profit do not fit in with today’s
social values and priorities. An open society requires an open corporate
structure; the joint sector provides this openness without taking away the
advantages of private enterprise and initiative. The joint sector is a departure
from exclusive private ownership but it should be welcomed in preference
to outright nationalization.

The joint sector experiment has been viewed with misgivings by many
industrialists. It has been assailed as ‘nationalization by the backdoor’. But
others have welcomed it on the grounds that it is preferable to wholesale
nationalization of existing private undertakings. There is one serious objection
to the joint sector. The concept is based on mutual trust and confidence, yet
the idea originated because the private sector could not be trusted enough
to grow on its own. Thus, conceived in mistrust, the marriage might be a
disastrous failure.

The joint sector was evolved to check the concentration of economic
power of private groups. But some think it is not necessary to check the
concentration of economic power as the existing MRTP Act was adequate
for the purpose.

4.2.4 Cooperative Sector

The cooperative sector has emerged as an important sector in our economic
environment. Cooperatives, inspired by the principle of self-help, are of great
importance for the poor people of India. Cooperatives consist of persons of
small means. Unable to face cut-throat market competition, these people get
together and organize themselves into cooperatives. Thus poor individuals,
through cooperative, acquire strength to perform tasks, which they would not
be able to do otherwise.

The cooperative idea took a concrete shape in India for the first
time in 1904 when the Cooperative Credit Societies Act—a measure
designed to combat rural indebtedness and provide for registration of
credit societies—was passed. Later in 1912, the Cooperative Societies
Act also provided for the registration of non-credit societies as well as
federations of cooperatives. Since then the cooperative movement has
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made noticeable progress, specially in agricultural credit, marketing and
processing of agricultural produce, supply of farm inputs and distribution
of consumer goods. An idea of the growth of cooperative movement in
India can be had from the fact that there were as many as 3.50 lakh
cooperative societies of all types with the total membership of about 16
crores and total working capital of about ` 62,500 crore as on June 30,
1990. Other distinguishing feature of the cooperative scene is that it is
largely village based. The government’s emphasis on institutionalization of
distribution of inputs to farmers and marketing of their agricultural produce
through cooperatives owned by them has helped in strengthening
cooperative sector in the rural areas.

Functional cooperatives for programmes like dairy, fishery and poultry
mainly extended help to the weaker sections, as such cooperatives provide
increased employment and income opportunities to different sections like
small and marginal farmers and fishermen. The National Cooperative
Development Corporation (NCDC) also gives financial assistance to various
types of cooperatives.

Cooperative societies is a state subject under the Constitution.
However, such cooperative societies having their objects not confined to
one State, and come under the jurisdiction of Central Government. The
Multi-State Cooperative Societies Act, 1984 came into operation from
September 16, 1985. At present, there are 182 Multi-State Cooperative
Societies in the country.

A major development after Independence has been the emergence
of the National  Cooperative Federations, which added a new dimension
to the cooperative infrastructure. With the National Cooperative Union
of India at the apex, other National Level Cooperative Federations
established in the country are: National Agricultural Cooperative Marketing
Federation, National Federation of State Cooperative Banks, National
Federation of Cooperative Sugar Factories, National Cooperative
Agriculture and Rural Development Banks’ Federation, National
Cooperative Consumers’ Federation, National Federation of Industrial
Cooperatives, All India Federation of Cooperative Spinning Mills,
National  Cooperative Housing Federation, National Cooperative Dairy
Federation, National Federation of Urban Cooperative Banks and Credit
Societies, National Federation of Fishermen’s Cooperatives, National
Federation of Labour Cooperatives and National Cooperative Tobacco
Grower’s Federation.

The following Table shows all India position of Primary Agricultural
Credit Societies in India.
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Table 4.5 Primary Agricultural Credit Societies Including Farmer
Service Societies (FSS) and Large Sized Adivasi Multipurpose Societies

(LAMPS) in Respect of Main Items  in 2009–10

(As on 31st March) (` in Lakhs)

Sl. No. Main Items (All India Position) 2009–2010
1. Number of Societies 94,647

2. Total Membership 126,419

a. Scheduled Tribes (ST) Membership 26,082

b. Scheduled Caste (SC) Membership 10,515

3. Paid up Capital 714,842

a. Govt. Contribution 65,622

4. Total Reserves 533,021

5. Owned Funds (3 + 4) 1,247,863

6. Total Deposits 3,528,607

7. Total Borrowings 5,176,390

8. Total Resources (5 + 6 + 7) 9,952,860

9. Working Capital 13,519,152

10. Total No. of Borrowers 59,800

a. Scheduled Caste (SC) 6,809

b. Scheduled Tribes (ST) 3,417

11. Total Loans Issued 7,493,754

a. Short Term 6,195,076

b. Medium Term 1,298,678

12. Total Loans Outstanding 7,647,983

a. Short Term 5,497,028

b. Medium Term 2,150,955

13. Total Demand 9,549,660

a. Short Term 8,433,765

b. Medium Term 1,115,895

14. Total Collection 5,597,260

a. Short Term 4,937,930

b. Medium Term 659,350

15. Total Overdues 3,952,401

a. Short Term 3,495,835

b. Medium Term 456,545

16. Total Percentages 41.39

17. Number of Staff 215,529

Source: National Federation of State Cooperative Bank Ltd.
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4.2.5 Privatization: Role of the Government

Privatization is only a modern name assigned to the concept of laissez faire
advocated by Adam Smith and other classical economists. But in the
environment of mixed economy, it has a new significance. The world economists
have adopted it as a tool of new economic prosperity. It is expected that the
new liberal era of industrialization will open a new chapter in the field of
productivity, efficiency, cost consciousness, competitiveness and management.
The participation of the private sector in the development process is not an
option, it is an essential requirement of development.

Earlier private enterprises, which had financial difficulties, were taken
over by the government in most of the countries. Now the policy has
completely changed. Public enterprises, which had financial difficulties, are
transferred to a private agency.

Government policy in India, as in other countries, is undergoing a sea
change both on account of shifts on ideological account as well as basic
economic considerations. Moreover, international lending agencies have
increasingly brought in the privatisation of public enterprises as a condition
for their project lending in several countries. It is evident from the World
Bank report, which has supported privatization of public sector steel industry
and the World Bank experts have suggested that privatization is essential to
attain productivity and efficiency.

After four decades of experiments with nationalization in many countries
of the world, a new worldwide experiment has started during the 1980s in
the form of privatization. Many countries are moving away from nationalization
out of sheer economic compulsions, viz., the widespread failure of the
public sector enterprises, higher pressure on government budgets, particularly
due to the subsiding of the public sector white elephants and various other
macro-economic problems. The public sector has lost its dynamism and,
according to some, it is now more a drag on development than an engine
of growth.

It can be said that if a failing private enterprise should go out of
business or close down the organization, the same principle should be
followed in case of public sector. But this is not always the case as the sick
PSUs are allowed to operate with budgetary support.

Contradictory as it may seem, privatization is perfectly compatible
with Marx’s postulate of withering of the State. It really envisages the
shifting of ownership of the means of production from the elite to the
masses.
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Objectives of privatization

Privatization has the following objectives:

1. Improvement of the economic performance of assets

2. Depoliticalization of economic decisions

3. Reduction in public outlays, taxes and borrowing requirements

4. Promotion of popular capitalism through wider ownership of assets

5. Promotion of equity

International experience

Worldwide experience of privatization started during the 1980s with a view to
increasing efficiency and competitiveness of industry, means of earning money
for government, reducing budgetary deficit, widening the share of ownership
of economic assets and eliminating political interferences. Mrs. Thatcher in the
UK and Ronald Reagan in the USA had championed the cause of privatization.

It was Mrs. Thatcher who pioneered this new drive towards
privatization with an ideological zeal by selling all or part of 13 companies
ranging from utilities like British Telecom and British Gas to industrial
companies. In the former Soviet Union, Mikhail Gorbachev introduced
Glasnost and Perestroika (restructuring) which include a massive
decentralization of economic management and decision-making, setting up
of prices through competition, allowing private enterprise in selected areas
and so on. In the USA, privatization has dominated in the areas of ‘contracting
out’ of public services, infrastructure services, health services and public
safety. France denationalized banking and insurance sectors and some profit
making industries. Similar experiments with privatization also started in Italy,
Spain, Sweden, Germany, the Netherlands, Ireland, Austria and Japan.

In the less-developed countries, privatization has been pursued mainly
because of fiscal problems like budget deficit through a variety of ways such
as total or partial denationalization, closure or liquidation of perpetually loss-
making enterprises, transfer of management, selling through auction, etc.
Experiments with the privatization process had started in the 1980s in
Bangladesh, Pakistan, Thailand, Malaysia, Latin America and African
countries.

Signals of the privatization process in India began with certain loosening
of controls in the area of industrial licensing, liberalization of import control
policy, reduction in income and corporate tax rates and the long-term fiscal
policy since 1985.

India’s development strategy failed to exploit the advantages inherent
in the economy. Instead, through planning, it created high cost-inefficient
industries of less than economic scale and sheltered them from foreign



213

competition. Self-reliance was perverted into self-sufficiency. The softness
of the budget constraint of the bloated public sector and bureaucracy is at
the heart of the problem. The socio-political system was unable to distribute
assets. The instruments of industrial and import licensing policy have not
succeeded in reducing inequalities. Even though tax revenue as a share of
GDP has risen, the revenue has been increasingly squandered. The deficit
reflects the growth of subsidies of various kinds and the soft budget
constraints of the public sector.

Many observers argue that the solution to industrial sickness in the
public sector is privatization. But privatization is not the real solution. Bagaram
Tulpule has rightly observed that closing down PSUs will involve heavy
financial as well as other costs. Closure of these will take away the jobs of
over four lakh employees. Payment of compensation to them at the rate of
` 1.5 lakh each will involve an outgo of over ` 6000 crore. Even if a part
of this amount is raised by the sale of assets of the units concerned, the
government has conceded that the net cash outgo will still be very large. In
many of these enterprises, the cash outgo on closure, according to the
official document, will be as much as 6 to 10 times their annual losses.
Closing down such enterprises at such heavy cost and the displacement of
such large number of employees may make little economic sense since the
annual interest on the present cash outgo will more or less equal the annual
cash losses of these enterprises.

The Government of India has ruled out any overnight handing over of
such PSUs to the private sector. It would be better if the management of
ailing PSUs comes out with credible revival packages. The government
would take a pragmatic approach to decide the fate of these undertakings.

The present trend indicates that public enterprises require a radical
restructuring and reorientation. This is likely to take any of the following
routes:

(i) Divestiture, i.e., assets of a government enterprise are sold or
transferred to a private owner

(ii) De-nationalization/de-regulation

(iii) Under the Industrial Policy, certain industries are exclusively
reserved for development in the state sector. Any relaxation in
respect of such an exclusive reservation

(iv) Leasing of PE to a private sector party

(v) Transfer of management and control of a PE to a private agency

Privatization has transformed itself from rhetoric to reality in both
developed and developing countries. In the present-day situation, it is an
accomplished fact and not a rigmarole. It is a reform that necessitates the
redistribution of income and usually a change in employment patterns.
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Enterprise location: State policy regarding location
of industrial enterprises

The economic liberalization policy, initiated in the country since 1991, led to
the following:

 Large-scale de-licensing of industry

 Large-scale modifications in the industrial location policies

 Stabilization-cum-structural adjustments of the economy

The role of the state as industrial owner and location regulator was
curtailed due to the above factors; on the other hand, the role of private
sector in industrialization got a boost. However, if the private sector dominates
industrialization, facilitated by the liberalization policy, location and
concentration of industries in the leading industrial regions is expected. To
understand the influence of liberalization on the industrial location in India,
we can examine the employment data of organized manufacturing sector for
the pre- and post-reform periods. The outcome of the study of this data
suggests that the manufacturing industries are concentrated in a particular
region, in the post liberalization period in India, and the backward states are
stll unable to to catch up with the industrially developed states.

Liberalization of the location policy: Recently a significantly
amended locational policy that carters to the liberlized licensing policy, has
been implemented. Some of its features are as follows:

 No industrial approval is needed from the government for locations
not falling within 25 km of the periphery of cities that have a
population of more than one million barring only those industries
where industrial licensing is necessary.

 Non-polluting industries, for example electronics, printing and
computer software can be located within 25 km of the periphery
of cities with more than one million population.

 Other industries get the permission for factories in such locations
in case they are located in an industrial area so designated before
25th July 1991.

 Zoning and land-use regulations in addition to environmental
legislations are compulsory.

 Industrial undertakings have their say in selecting the location.

4.2.6 Entrepreneurial Role of the Government

Encouragement to entrepreneurship is an extremely important role of any
government which is concerned with the future economic health of its country.
That is why there is a strong relationship between economic growth and the
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ease of doing business in a country. If the government of a country is
entrepreneurial, the country’s business environment would be progressive. It
has nothing to do with the political system of the country. It may be observed
that non-democratic governments are sometimes more successful at
understanding the advantage of entrepreneurship. The countries with less
bureaucratic formalities for doing business naturally attract more businessmen.
In the interest of their domestic economies, politicians must take an active role
in making the reforms needed to help fuel entrepreneurship.

Traditional bureaucratic governments favour and encourage the people
with tendencies to defend their position, oppose change, erect authority,
expand their sphere of control and protect the schemes irrespective of their
relevance to present conditions. Briefly speaking, such governments promote
the feeling of status quo among the people. On the other hand, an
entrepreneurial government initiates more efficient and effective ways of
managing systems and organizations. It recognizes the importance of discarding
old and irrelevant programmes and methods and encourages taking timely
and necessary action. Entrepreneurial governments are creative and innovative.
They are business oriented. They do not hesitate to privatize wherever it
makes realistic sense and where private operators can provide the same
service much more efficiently.

4.2.7 Catalytic Role of the Government

Sometimes, governments do not play a direct role in business activities. They
play the role of catalysts. They believe in steering rather than rowing.
Government should be a catalyst for the development of business environment;
it cannot compensate or substitute for its absence. Governments, as effective
catalysts, do not do anything directly forbusiness. They encourage businessmen
to do things as their own. Business communities drive their own development;
governments facilitate the process. This implies a number of practical activities
that are far easier to talk about than to do. In their role as catalysts, governments
enable a business community to look realistically at itself. Because businessmen
are well conditioned to focus on their problems, facilitators (governments)
emphasize analytic tools and exercises that help the community to identify and
recognize strengths and capacitieswhich they may have overlooked or ignored
in the past. Governments connect business people with each other and their
existing resources. In doing so, they emphasize inclusiveness.

4.2.8 Supportive and Competitive Roles of the Government

The government of a country also plays the supportive and competitive role in
the development of business. The primary economic role of the government is
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to create an enabling environment where competitive private activity can
flourish. For example, the government, in its effort to protect the consumer
and promote open competition in the market, requires companies to reveal to
the consumer the contents of its products, and its methods of operation and
corporate organizations.

The government guards against monopolistic business practices, such
as the formation of trusts. It has also to protect its citizens against market
failures, which occur when one or all of the following conditions exist:

 When adequate competition does not exist

 Resources are not free to move from one industry to another

 Prices do not reasonably reflect the costs of production

 Buyers and sellers are not well informed

Another important function of the government is to maintain the stability
and the well being of the country. For this, it needs to keep a sufficient level
of competition in the markets by regulating some monopolists’ prices and
directing the quality of public services. The objective of the government is
to establish the same prices that might exist if there were competition.

4.2.9 Regulatory Role of the Government

Throughout the globe, governments have been engaged in social and economic
regulation of their people’s lives. Economic regulations have come into focus
because such regulations have been associated with declining productivity
rates in several industrialized countries. The governments have also been enacting
social regulations. Most of the government regulations involve the setting up
and enforcement of standards for conducting legitimate social, political and
economic activities. Government regulations are different from those brought
out by the management. Management involves the administration of the
properties and realms which the government owns. For example, governments
mange the national parks and forests; they do not regulate them. On the other
hand, toy manufacturing—an activity of private business—is regulated by
government, as are the manufacture and sale of many foods and drugs, the
production of cars, and the practice of law, medicine, and other occupations.

Check Your Progress - 3

1. List the classification of private sectors in industry.

2. What do you understand by the concept of joint sector?

3. What are the objectives of privatization?
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4.3 Fiscal Policies

The days of laissez-faire, when there was a good deal of bias against all forms
of state interference, have gone. In fact, it is doubtful whether there was ever
any state which did not exercise any degree of control over the economic
activities of a community. Such control was reduced to the minimum during
the middle of the nineteenth century under the influence of the individualistic
theory. But before the nineteenth century was over, there was a reaction against
this theory followed by disenchantment with the idea of laissez-faire. This
tendency towards state intervention in economic affairs was aided by the
upheaval caused by World War I. The exigencies of a war forced the state to
assume large powers over the economy to harness resources. The colossal
unemployment in each country after the onset of the Great Depression of the
1930s, forced the state to step in to alleviate the miseries of the unemployed.
It was slowly recognized that the achievement and retention of full employment
ought to be the fundamental aim of the state policy. Mere monetary measures
might not enable a country either to achieve or to maintain full employment.
The factors causing lapses in achieving the goal of full employment are often
non-monetary and these cannot always be controlled by introducing monetary
measures. The volume of investment may not be sensitive to changes in the
rate of interest. The long-term rate of interest declined to a considerable extent
during the years 1932–1941, but it was not followed by a high level of
investment activity. Moreover, the central bank is not always free to change
the rates of interest in either direction.

A country will not suffer from acute unemployment as long as the
volume of expenditure on goods and services is maintained. The existence
of mass unemployment in a free enterprise economy shows that private
expenditure cannot be expected to reach a sufficient level at which
employment is provided to all workers. Hence, it becomes incumbent on
the government to supplement private expenditure by the amount that will
enable the country to achieve full employment.

Fiscal policy refers to the policy in connection with (a) government
spending,  (b) taxation and (c) borrowing. The total volume of expenditure
in the community can be increased by the right type of fiscal policy. Though
the fiscal techniques were discovered and first made use of during the
depression of the 1930s the techniques are capable of being applied equally
effectively in times of inflation. In Fig. 4.1 the line C+1 line shows the
aggregate expenditure of the community. It can be raised to a higher level
by an appropriate fiscal policy. The result will be a shift of E towards E

1
,

the full employment equilibrium position.
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Fig. 4.1 Aggregate Expendiure of a Community

Fiscal measures to achieve full employment or to avoid depression
include (1) compensatory tax policy and (2) government expenditure policy.

1. The traditional view is that taxation is for revenue only. The
opposite view expressed by the Keynesian school is that taxation
is for maintaining an adequate volume of public expenditure. All
taxes bring about some reduction in the level of consumption or
investment, and thus, affect the level of national income. Since
the level of employment depends on the level of total expenditure,
it is always necessary to maintain that level of total expenditure,
which assures full employment. Experience has shown that, private
consumption expenditure and   private  investment  expenditure,
if  left  uncontrolled, cannot be relied upon to maintain a level
of expenditure which is appropriate to a state of full employment.
During depression, the policy should be to substitute public
spending for deficient private spending and to reduce taxation to
encourage private spending. During boom, maximum of taxation
is necessary to defend the economy against price inflation. The
general purpose of counter-cyclical taxation is to encourage
private consumption and investment when national income is
below the full employment level, and to brake consumption and
investment when full employment has been reached and further
spending can result only in inflation.

2. It is held that the government should maintain a state of full
employment by means of what is called compensatory spending.
When prices go on falling and depression sets in, it is necessary
for the government to go on injecting more and more money in
order to offset the increasing disappearance of private funds
from the flow of spendings. When prices go on rising and
inflationary conditions appear, the government should reduce
public expenditure to contain inflation. At this stage, the
government should have surplus budgets in order to stave off
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inflation. The main purpose of compensatory spending is to fill
up the gap between full employment expenditure and actual
expenditure. If private consumption and investment expenditures
are not appropriate for full employment, the government should
spend huge sums of money to make good the deficiency in total
spending.

Short-Run and Long-Run Fiscal Policy

Modern fiscal policy is all about structuring taxation and public expenditure in
order to (1) reduce the fluctuations of trade cycle and (2) to contribute towards
the maintenance of a growing, high-employment economy free from excessive
inflation or deflation. When private investment and consumption spending create
an inflationary (or deflationary) gap, it is the task of the fiscal and monetary
policy to offset the gap in an attempt to preserve price stability and full
employment. The objective of fiscal policy is to achieve growth and full
employment without inflation.

Fiscal weapons refer to taxation and expenditure policies. In this
connection, modern economy is blessed with important ‘built-in stabilizers.’
Without any discretionary action, tax receipts change automatically when
income changes, thereby reducing the size of the multiplier and serving to
wipe out a part of any disturbance. Because the automatic stabilizers never
fully offset instabilities of an economy, scope is left for discretionary
programmes.

The principal weapons of discretionary fiscal policy are (1) varying
public works and other expenditure programmes, (2) varying transfer-
expenditure programmes and (3) varying tax rates cyclically. Public works
policy involves such time lags in getting underway that their use to combat
short recession becomes undesirable. Discretionary variations in transfer
expenditures and tax rates have greater short-run flexibility.

When people dropped the notion that the government budget had to
be balanced every year, they thought that the budget would be balanced
over the business cycle—with boom-time surpluses just matching the
depression deficits. However, it is now realized that only by coincidence
would the prosperity years balance the recession years. If we are faced by
secular stagnation with private saving and investment schedules tending most
of the time to produce deflationary gaps, fiscal policy may succeed in
maintaining rate stable employment a long-term increase in the public debt.
If we are in for chronic exhilaration with demand so brisk as to lead much
of the time to inflationary gaps, then active fiscal policy will have a bias
towards surplus financing and a secular downward trend in the public debt.

In connection with budget deficit or surplus, some new concepts are
introduced. First, there is the important concept of ‘fiscal drag or dividend’.
Second, is the concept of the ‘full employment budgetary surplus’ (or deficit)
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in contrast to  the actual surplus or deficit. Fiscal drag or dividend is the
name for the automatic growth in tax revenues in an economy with a
progressive tax structure and steady over-all growth. Unless there is a need
to fight an inflationary gap, fiscal drag has to be offset by (1) increasing
government expenditure on public goods and (2) tax-rate cuts that increase
people’s disposable incomes and expenditures in the private sector.

Public Debt and Modern Fiscal Policy

To the man in the street, the size of the public debt is burdensome. But the
economists do not consider it burdensome, rather they consider it a positive
blessing. A generation can mainly put burden on the nation by using up the
nation’s stock of capital goods or by failing to add the usual investment increment
to the stock of capital. In future, increases in public debt, which are incurred in
the time of full employment and involve no governmental capital formation but
which do require that private investment be held down, are in fact a ‘burden.’
On the other hand, what represents a negative burden on the immediate future
is the incurring debt when there is no other feasible way to move the C+I+G
equilibrium intersection up towards full employment to the degree that it includes
more current capital formation than would otherwise take place. To the degree
that we borrow from abroad and pledge posterity to pay back the interest and
principal on such external debt, we do place upon that posterity a net burden,
which will be a subtraction from what they can later produce.

Internally held public debt however, raises two problems. First, there
are the transfer payments of interest that must be made to some people and
the taxes that are levied upon all people for this purpose. To the degree that
the people involved are different and that the interest receivers are richer,
there will be some redistributional effects to reckon with. But even if the
same people are taxed to pay the same amounts they receive in interest,
there will still be the distortions on incentives which are present in the case
of any tax. Second, because we do not live for ever, we tend as individuals
to treat the public debt as something of an addition to our net worths. This
feeling of greater wealth may well cause us to consume a bit more and save
a bit less. Thus, the existence of a large outstanding public debt may have
some long-term influence or interest-rate levels.

New Fiscal Policy

After Independence, the national government realized that before industrial
development could be initiated in a planned manner, it was necessary to recast
and reshape the discriminating fiscal policy which was unsuitable for quick
and balanced development of defence and key industries. Accordingly, under
the chairmanship of V.T. Krishnamachari, a new Fiscal Commission was
appointed in 1949 which submitted its report in 1950. The main features of
the New Fiscal Policy were:
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(i) The second Fiscal Commission (1949) took a much wider view of
the concept of protection. It adequately broadened its horizon and
advocated a policy of development protection than one of
‘safeguarding’ protection as expounded by the first Fiscal Commission.
The Krishnamachari Commission emphasized  the important role of
the basic and  key industries in a programme of general economic
development and was careful to formulate a reoriented fiscal policy
which could easily fit into the scheme of planned economic
development. Thus, the second Fiscal Commission’s approach, to the
concept of protection and development of industries was radical
enough for removing the shortcomings of the policy of the first Fiscal
Commission which had caused considerable harm and produced a
lopsided industrial development in the country.

(ii) The rigid Triple Formula of the first Fiscal Commission was criticized
by the Krishnamachari Commision which boldly suggested that national
interest should be the sole criterion for granting protection to an
industry. The second Fiscal Commission also laid down a set of
general principles described here, to be followed by the Tariff
Commission.

(a) If the industry possesses economic advantages like internal
market and labour supply, protection should not be denied merely
on the ground that adequate amounts of raw materials are not
available within the country.

(b) Not only the existing home market, but a potential export market
should also be taken into account.

(c) The industry protected is not expected to satisfy the needs of
the entire domestic market.

(d) The case of new industries, requiring heavy capital investment,
should be specially considered and protection should be granted
wherever possible.

(e) Compensatory protection may be granted to industries using the
products of protected industries.

(f) During the period of protection, industries should not be
burdened with excise duties.

(g) Agricultural products may also be protected, if necessary, in the
national interest, but the period of protection should never be
for more than five years at a time.

These general principles endeavour to remedy the shortcomings of
the discriminating fiscal policy  formulated during the British rule. The
principles laid down by the second Fiscal Commission would give
adequate powers to the Tariff Board which should be a permanent
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body, in deciding the claim of each industry for protection in the
context of national interests and the requirements.

(iii) Though developmental planning was not started when the
Krishnamachari Commission was appointed, the recommendations of
the Commission were made in such a manner that it fulfilled the needs
of a planned economy. Industries in the planned sector were divided
into three broad categories:

(a) Defence and strategic industries were placed in the first category
and the development of these industries was considered essential
for the preservation of newly attained Independence. Therefore,
it was emphasized that the government should grant protection
to these industries irrespective of costs.

(b) Basic and key industries were placed in the second category.
The Tariff Commission should decide the terms and the extent
of protection for these industries and should also review from
time to time their progress; no rigid conditions were laid down
which would put restrictions on the powers of the Tariff
Commission for granting protection to these industries.

(c) Other industries constituted the third group. For this group, the
Tariff Commission would decide whether protection should be
granted or not; the decision  of  the  Tariff  Commission,  however,
would be influenced by the economic advantages of the industry,
the probable cost of protection and its necessity from the point
of view of national interest.

(iv) The Krishnamachari Commission also proposed that a development
fund should be created  with contributions from the customs revenue
obtained from protective duties. Subsidies could be given from this
fund to the needy and deserving industries because under certain
circumstances, subsidies may be preferable to tariff protection. ‘We
are of the opinon that instead of a general development fund, as
proposed by the Second Fiscal Commission, separate development
funds for each type of industry should be created and tagged to the
development council for that industry. This procedure would no doubt
put greater  responsibility  and strain on the development Council, but
would  be  immensely helpful for creating a proper atmosphere for
the expansion and development of private enterprise,’ stated the
commission’s report.

(v) The Second Fiscal Commission proposed the setting up of a
permanent Tariff Commision, constituted on a statutory basis which
would act as the agency for implementing the new fiscal policy. This
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is a definite improvement on the system of ad hoc tariff boards that
were set up previously for the implementation of discriminating
protection policy. An ad hoc board used to be formed each time a
particular industry claimed protection and was dissolved after its verdict
was given. Due to this, the working of protected industries could   not
be periodically reviewed and suitable measures for the development
of this industry subsequent to the grant in protection, could    not be
adopted. The Krishnamachari Commission  proposed  to  remedy
this defect by setting up a permanent body whose duty was not only
to decide the question of protection, but also to conduct systematic
enquiries into the working of protected industries and to recommend
variations of protective duties. It was also suggested by the
Krishnamachari Commission that the permanent Tariff Commission
should consist of permanent  staff  including  technical  staff  for
economic research. The Krishnamachari Commission also
recommended that the Government should take quick decisions on
the report relating to protection submitted by the Tariff Commission.
Ordinarily, the government should not take more than two months in
arrving at a decision. The second Fiscal Commission specially stressed
the point regarding quick decision, because in the past unusual by
long delays made by the government in reaching at a decision on the
report  of the Tariff Board, caused considerable hardship to the
newly started industrial undertakings.

It is gratifying to note that the government appreciated the new
angle of vision and the new principles of protection laid down by the
Krishnamachari Commission and accepted almost all its
recommendations. For the implementation of the new fiscal policy,
the government appointed a permanent Tariff Commission in January
1952. This Tariff Commission was given wide powers, and a review
of its working so far shows that it has successfully lived up to its
assigned task.

Some of the industries, which had been established during the post-
war period and had been given protection since 1951, developed well
under the shelter of protective tariff. They were de-protected after a relatively
short spell of five to ten years. In the majority of cases, this was done after
it was ascertained that the prevailing level of revenue duties on imports in
the changed circumstances of the growth of the industry, would be adequate
to offset any cost disadvantage. In fact, the working of the Tariff Commission,
revealed a definite advance upon that of the ad hoc Tariff Boards of the
past. After rendering valuable service for a period of twenty-five years, the
Indian Tariff Commission was wound up.
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4.3.1 Monetary Policies

Money is one of the greatest inventions of mankind and the existence of a
monetary economy has done much to enhance the material welfare of the
human race. Yet in actual operation it has become more and more painfully
evident that money does not always perform its functions properly. Refusing
to remain as a useful slave, money has often behaved as a tyrant imposing
arbitrary redistribution of wealth and income among the various classes of
people. It has, therefore, been felt that money should be made to behave
properly. This raises the question of defining the ideal behaviour of money.
Once we can define this ideal behaviour of money, the problem of defining
monetary policy becomes easy.

The term monetary policy is used to denote the policy of the
government regarding money matters. The government must determine the
objectives of monetary management.

1. Falling price level. Marshall showed preference for a falling
price-level. Periods of rising prices contain within themselves
seeds of future disasters. With falling prices, though the
businessmen get less, the wage-earners get more. In a progressing
economy, a slowly falling price level may be the ideal monetary
policy so that the benefits of economic progress might be enjoyed
by all those whose money incomes are fixed by contract or
customs.

2. Stable price level. One of the most popular views regarding
the aim of monetary policy is that the value of money should be
kept stable. If money is a measure of value, it is desirable that
like all measures, it should be stable in value. A policy of stable
price level is very simple and easy to grasp. In recent times, our
experience of the instability of prices has been so substantial
that to point out the benefits of stable prices seems to be
superfluous. Rising and falling are both bad with stable prices
being the best. Since money is a store of value, variations in its
value can cause unnecessary loss or confer unfair advantages
both of which are against the principle of natural justice.
Moreover, stable price would secure social justice; it would
ensure justice between debtors and creditors and between wage
earners and employers.

But, a policy of stable prices would not guarantee the absence
of inflation and deflation. In an economy where improvements
in industrial techniques are made, prices should fall pari passu
with the increase in productivity and decrease in cost. But if
prices are kept stable, this would give rise to profit inflation
leading to overinvestment and collapse. This actually happened
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in the US in the period preceding 1929. The Federal Reserve
Board kept the prices more or less stable during that period.
But productivity was rapidly rising in the US leading to abnormal
profits, stock exchange boom and the ultimate collapse.

3. Generally rising price level. The case in favour of a slowly
rising price level rests on the fact that it acts as a great incentive
to enterprise. When prices rise, the expenses of businessmen do
not rise as much as prices. Hence, during such periods,
businessmen can make huge profits. Prospects of profits would
stimulate them to increase production. Thus, rising prices would
secure full employment of workers than could otherwise be
attained. In a community characterized by varying degrees of
unemployment, a slowly rising price level may be, as Keynes
observed, a better monetary policy than mere price stability.
According to Robertson, the industrial progress in the nineteenth
century has been made possible because of the stimulus given
by rising prices.

Rising prices are in direct opposition to the principle of social
justice. Periods of rising prices lower the real value of money
incomes of wage earners and the investing classes. It is not
desirable that wage earners should be made to suffer in order
to provide incentive to businessmen. Moreover, rising price might
lead to overinvestment, speculative boom and ultimate collapse.

4. Neutral money. In view of the defects of stable prices, Friedrich
A. Hayek has proposed that the ideal monetary policy is that
which interferes as little as possible with the operation of
non monetary forces. When there is no money and the barter
system prevails, ratios of exchange would be established between
different goods. The aim of a monetary policy is to see that the
same ratios of exchange prevail even under money economy.
The introduction of money should not ‘distort’ the situation
prevalent in the times of barter system. In other words, money
should have a neutral effect on prices. This could be secured
not by the stability of prices, but of a stable circulation by
money. If the supply of effective money is kept constant, then
there can be no distortion of the real ratios of exchange through
changes in the quantity of money. The price level would then
vary inversely with the productive power.

However, this policy will be faced with the most serious
practical difficulties. In order to keep the effective supply of
money constant, the quantity of money has to be changed as its
velocity of circulation is altered. But, how is the central bank to
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know when and in what degree the velocity of circulation has
changed? Another practical difficulty arises when we consider
the case of increasing productivity. Under such a policy, prices
would fall as cost reductions are effected. But, if some prices
are monopoly controlled and are thus prevented from falling,
then other prices must fall by a greater degree for the average
prices to correspond to the average costs. These other industries
would be then subjected to a prolonged period of depression.
Alvin Hansen has rightly criticized that the basic assumptions of
the policy do not correspond with the reality of modern-day
cartels and other semi-monopolistic organizations.

5. Avoidance of cyclical fluctuations. Many economists are of
the opinion that business fluctuations are caused by monetary
factors and can be remedied by monetary weapons. Bank credit
can be regulated by the Central Bank by variation of bank rate,
open market operations, etc. Through these weapons, the central
bank can restrict credit to choke off a boom and expand credit
to avoid recessions. But according to Keynes, business cycles
are not caused by monetary factors, and hence, purely monetary
weapons cannot prevent them. However, monetary policy can
reduce the range of business fluctuations—make booms and
slumps less severe.

6. Stability of external value of currency. The monetary policy
of a country must aim at securing stability of the rate of foreign
exchange. Stable exchange rates are highly important for
countries like UK whose economic prosperity depends upon
foreign trade. The pre-war gold standard was managed for the
purpose of securing exchange stability. Stability of exchange
rates secured large benefits for the world. It facilitated large-
scale movements of goods from one country to another. It also
fostered the growth in the volume of international investment.
But, stability in the rate of foreign exchange at the cost of
internal price stability is not deisrable. Nowadays, exchange
stability is secured through exchange control. Exchange stability
is not inconsistent with internal price stability. The external and
internal value of money are two aspects of the same coin. There
is no reason why both cannot be kept stable by efficient
management.

7. Full employment and high rate of economic growth. The
objective of a monetary policy should be full employment of all
available resources and a high rate of economic growth. If private
expenditure is not adequate to achieve and maintain full
employment, the deficiency must be made up by public
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expenditure. There will be no inflation so long as there are
unemployed resources which interfere as little as possible with
the operation of non monetary forces.

Check Your Progress - 4

1. What is the purpose of modern fiscal policy?

2. What does the term ‘monetary policy’ denote?

4.4 Industrial Licensing Policy

Industries licensing policy are  regulated under the Industries Development
Regulation Act 1951.At present industrial licensing for manufacturing is required
in case of:

o Industries under compulsory licensing

o Manufacture of item reserved for SSI sector by non SSI units

o Project location attracts locational restrictions

(i) Compulsory licensing

Following industries require compulsory industrial licence under the provisions
of I (D&R) Act, 1951.

1. Distillation and brewing of alcoholic drinks

2. Cigars and cigarettes of tobacco and manufactured tobacco substitutes

3. Electronic Aerospace and defence equipment

4. Industrial explosives, including detonating fuses, safety fuses, gun
powder, nitrocellulose and matches

5. Hazardous chemicals

o Hydrocyanic acid and its derivatives

o Phosgene and its derivatives

o Isocyanates and di-isocyanates of hydrocarbon, not elsewhere
specified (example: Methyl Isocyanate).

(ii) Large or medium industries undertaking manufacture of items
reserved for SSI  units

The government has reserved certain items for exclusive manufacture in the
small scale sector. Non-small scale units can undertake the manufacture of
items reserved for small scale sector, only after obtaining an industrial licence.
In such cases, the non-small scale unit is required to undertake an obligation
to export 50% of the production of SSI reserved items.
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(iii) Locational restrictions

Industrial undertakings are free to select the location of their projects. Industrial
licence is, however, required if the proposed location is within 25 km of
standard urban area limits of 23 cities having a population of one million as per
1991 Census.

The locational restriction, however, does not apply:

1. If the unit were to be located in an area designated as an “industrial
area” before the 25th July, 1991.

2. In the case of electronics, computer software and printing and any
other industry, which may be notified in future as “non polluting
industry”.

The location of industrial units is subject to applicable local zoning and land
use regulations and environmental regulations.

Procedure for obtaining Industrial Licence

Industrial licence is granted by the Secretarial of Industrial Assistance (SIA)
on the recommendation of the Licensing Committee. For the purpose,
application in the prescribed form (Form FC-IL) accompanied by a crossed
demand draft of `2,500/- may be submitted to PR&C Section in SIA.

Delicensed Industries

Industries exempted from the provisions of industrial licence are required to
file Industrial Entrepreneur’s Memorandum (IEM)

Procedure for filing IEM

 Industrial undertakings exempt from industrial license are only required
to file an Industrial Entrepreneur’s Memoranda (IEM) in Part ‘A’, in
the prescribed format (Form IEM) with Secretariat for Industrial
Assistance (SIA), Department of Industrial Policy & Promotion
(DIPP), Ministry of Commerce & Industry, Government of India,
New Delhi.

 The IEM   should be submitted along with a crossed DD of`1000/
- for upto 10 items proposed to be manufactured. For more than 10
items an additional fee of `250/- for up to 10 additional items needs
to be paid.

 On filing the IEM, an acknowledgement containing the SIA registration
No. for future reference is issued. This acknowledgement is sent by
post and no further approval is required.

Upon commencement of commercial production, industrial
undertakings need to file information in Part-B of the IEM to SIA. No fee
is to be paid for filing Part-B.
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All the fees payable to SIA are paid through a crossed demand draft
drawn in favor of Pay & Accounts Officer, Dept of Industrial Policy and
Promotion, Ministry of Commerce & Industry, payable at New Delhi.

Environment Clearance

 Entrepreneurs are required to obtain statutory clearances relating to
Pollution Control and Environment as may be necessary, for setting
up an industrial project for 31 categories of industries in terms of
Notification S.O. 60(E) dated 27.1.94 as amended from time to
time, issued by the Ministry of Environment & Forests, Government
of India under The Environment (Protection) Act, 1986. This list
includes petrochemical complexes, petroleum refineries, cement, thermal
power plants, bulk drugs, fertilizers, dyes, paper, etc.

 However, if investment in the project is less than ` 100 crore, such
Environmental Clearance is not necessary, except in cases of pesticides,
bulk drugs and pharmaceuticals, asbestos and asbestos products,
integrated paint complexes, mining projects, tourism projects of certain
parameters, tarred roads in Himalayan areas, distilleries, dyes, foundries
and electroplating industries.

 Setting up industries in certain locations considered ecologically fragile
are guided by separate guidelines issued by the Ministry of Environment
and Forests.

Foreign Technology Agreement

 Foreign technology collaboration agreement for acquisition of foreign
technology requires approval of Government of India.   It normally
includes technical know-how, design and training, engineering services
and lump sum or royalty payments.

 Payment for foreign technology collaboration under automatic route
is allowed subject to:

The lump sum payment not exceeding US $ 2.0 million.

Royalty payable limited to 5 per cent for domestic  sales and 8
per cent for exports, without any restriction on the duration of the royalty
payments. The royalty limits are net of taxes.   The royalty will be calculated
on the basis of the net  ex-factory sale price of the product, exclusive of
excise duties, minus the cost of the standard bought out components and the
landed cost of imported components, irrespective of the source of
procurement, including ocean freight, insurance, custom duties etc.

Use of Trademarks and Brand Name

 Payment of royalty up to 2 per cent for exports and 1 per cent for
domestic sales is allowed under automatic route for use of trademarks
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and brand name of the foreign collaborator without technology transfer.
Royalty on brand name/trade mark shall be paid as a percentage of
net sales, viz., gross sales less agents’/dealers’ commission, transport
cost, including ocean freight, insurance, duties, taxes and other charges,
and cost of raw materials, parts and components imported from the
foreign licensor or its subsidiary/affiliated company.

 In case of technology transfer, payment of royalty includes the payment
of royalty for use of trade mark and brand name of the foreign
collaborator.

Procedure for Automatic Route

 Authorized Dealers (ADs) appointed by the RBI allow remittances
for royalty, payment of lump-sum fee and remittance for use of Trade
mark/Franchise in India within the limits prescribed under the automatic
route.

 RBI’s prior approval is required for remittance towards purchase of
trade mark/franchise.

Government Approval – Project Approval Board
Royalty payment in the following cases requires prior government  approval
(through Project Approval Board – PAB when only technical collaboration is
proposed and Foreign Investment Promotion Board – FIPB where both
financial & technical collaboration are proposed):

 Sectors/activities which are not on the automatic route for FDI, or

 Proposals not meeting any of the parameters for automatic approval

Procedure for Government Approval

 Proposals for foreign technology collaboration not covered under the
automatic route are considered by the Project Approval Board (PAB)
in the Department of Industrial Policy and Promotion. Application in
such cases should be submitted in Form FC-IL to the Secretariat for
Industrial Assistance.

 Proposals where both financial and technical collaboration are
proposed, application is to be submitted to FIPB. No fee is payable.

Foreign Direct Investment

 Foreign direct investment is allowed up to 100% in all activities/
sectors except the following which require prior approval of the
government.

1. Manufacture of cigars and cigarettes of tobacco and manufactured
tobacco substitutes;
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2. Manufacture of electronic aerospace and de fence equipments :
all types

3. Manufacture of items exclusively reserved for small scale sector
with more than 24% FDI;

4. Proposals in which the foreign collaborator has an existing financial
/ technical collaboration in India in the ‘same’ field;

5. All proposals falling outside notified sect oral policy/caps.

Procedure under Automatic Route

FDI in sectors/activities to the extent permitted under automatic route does
not require any prior approval either by the Government or RBI. The investors
are only required to notify the Regional office concerned of RBI within 30
days of receipt of inward remittances and file the required documents with
that office within 30 days of issue of shares to foreign investors.

Procedure under Government Approval

 FDI in activities not covered under the automatic route, requires prior
Government approval. Such proposals are considered by the Foreign
Investment Promotion Board (FIPB).

 Application for all FDI cases, except Non-Resident Indian (NRI)
investments, Export Oriented Units (EOU’s) and for FDI in retail
trading (single branded product) should be submitted to the FIPB
Unit, Department of Economic Affairs (DEA), and Ministry of Finance.

 Application for NRI investment, EOU and for FDI in retail trading
(single branded product) cases should be submitted to SIA in DIPP.

 Applications can also be submitted with Indian Missions abroad who
forward them to the DEA for further processing.

Check Your Progress - 5

1. List the companies which require compulsory industrial licencing.

2. What do you understand by locational restrictions?

4.5 Devaluation

A deliberate downward adjustment to the value of a country’s currency relative
to another currency, group of currencies or standard is referred to devaluation.
A country resorts to devaluation when it exports fall short of imports. As a
result of devaluation, imports become dearer and exports cheaper.



232

Devaluating a currency is decided by the government issuing the
currency, and unlike depreciation, is not the result of non-governmental
activities. One reason a country may devaluate its currency is to combat
trade imbalances. Devaluation causes a country’s exports to become less
expensive, making them more competitive on the global market. This in turn
means that imports are more expensive, making domestic consumers less
likely to purchase them.

While devaluating a currency can seem like an attractive option, it can
have negative consequences. By making imports more expensive, it protects
domestic industries that may then become less efficient without the pressure
of competition. Higher exports relative to imports can also increase aggregate
demand, which can lead to inflation.

India devalued its rupee in the year 1949, 1966 and twice in 1991.

1. 1949: On 18 September, 1949, Britain devalued its currency
pound by 33.5 per cent. Following Britain’s example, Government
of India decided on 19 September, 1949, to devalue the rupee to
same extent to which Pound Sterling had been devalued. The gold
value of the Indian rupee was reduced from 0.268601 grams to
0.186621 grams. Before devaluation, the American Dollar was
equal to ` 3.31. But after devaluation, the same American Dollar
became equivalent to ` 4.75. The Indian Rupee thus suffered
devaluation of 33.5 per cent in relation to US Dollar.

2. 1966: The Indian rupee was devalued for the second time on 6
June, 1966. The gold value of the rupee was reduced from
0.186621 grams to 0.118517 grams. Thus the gold value of rupee
was reduced by 36.5 per cent. After devaluation the rate of
exchange of rupee with dollar was fixed at $1 = ` 4.75.

3. 1991: Devaluation was done for the third time on July 1 and
July 3, 1991. The reduction in exchange rate of rupee was
20-23 per cent in terms of currencies like US Dollar, UK Pound
Sterling, German Mark, Japanese Yen and French Franc.



233

Table 4.6 Rate of Rupees per unit of Currency

Currency Exchange Rate on 3 July, 1991 % Decrease

US Dollar 25.95 23.07

Pound Sterling 41.59 21.04

Deutsche Mark 14.15 20.78

Japanese Yen 0.1868 22.33

French Franc 4.18 20.45

After 1991, Indian rupee has been made freely convertible into or
from foreign currencies. Now exchange rate of Indian rupee with foreign
currency is not fixed by government, rather it is fixed by market forces of
demand and supply of foreign currency. Since 1991, there has been
depreciation which has further lowered the exchange rate of rupee by about
60-80 per cent and even more.

Causes and Need for Devaluation

1. To reduce imports and to increase exports

2. To manage the situation of Post Second World War Period

3. To manage after-effects of Indo-China and Indo-Pak War

4. To manage after-effects of Gulf War in 1991 (US and allied nations
war with Iraq)

5. To check dumping (When a country sells its products to another
country at low prices with the objective to crush the domestic industries
of another country in known as dumping)

6. Devaluation by other countries

7. Foreign exchange crisis

8. Conditions imposed by the International Monetary Fund

9. Decline in credit ratings

10. Comparatively higher Indian Price Level

11. Rising cost of financing BOP deficits

12. To attain real value of Indian Rupee in the international market

13. To increase foreign capital flow

14. To promote foreign tourism
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Effects of Devaluation

Devaluation has two types of effects, which are as follows:

 Positive effect

 Negative effect

Table 4.7 Effects of Devaluation

Positive Effects Negative Effects

Increase in exports Rise in price level

Decrease in imports Discouragement to industries using imported
raw materials

Increase in industrial production

(a) Increase in production of export-
oriented units

(b) Increase in production of import
substituting units

Setback to industries using imported capital
goods and technology

Increase in foreign capital inflow Increase in foreign debt burden

Check on dumping Increase in prices of essential imports

Increase in foreign aid Devaluation may affect exports negatively

Encouragement to foreign tourism Difficulties in the field of education and
medical treatment

Saving due to abolition of export subsidies Short term measure

Increase in deficit financing

Unequal distribution of income

Instability

Limitations of Devaluation

1. Inelastic imports

2. Inelastic exports

3. Inadequate availability of export goods

4. Devaluation by other countries

5. Rise in prices of export goods

6. Less availability of import substitutes

7. Temporary relief

After devaluing its currency in 1991, the Indian government realized that
devaluation as a step to improve balance of payments is only a short term
measure. For a long term results, our government changed its industrial policy
and incorporated the concepts of liberalization, globalization and privatization.
Thus in the present context, the Indian government does not favour devaluation.
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Check Your Progress - 6

1. Define the term ‘devaluation.’
2. What are the limitations of devaluation?

4.6 Regulation of Foreign Investment

In this section, you will learn about various steps taken by the government
in order to regulate foreign investment.

4.6.1 Political Intervention

Political intervention may be described as a decision taken by the government
of the host country intended to force a change in the operations, policies,
and strategies of a foreign firm in the interest of the country. Such interventions
may range from enforcing control to complete takeover, or annexation of
the foreign enterprise. The magnitude of intervention varies according to the
company’s business existing in the host country and the nature of political
decisions taken thereof. In countries where foreign investment plays a
significant role in the economy, the possibilities of political interference in the
operations of foreign firms would be higher and more stringent. Besides, the
political system of a country be it democracy, communism or mixed
economies, also indicates the nature of intervention. If a foreign company is
prominent in the economy of a developing country such as Zambia, Guinea,
Iran, and Tanzania, the possibilities of government intervention are relatively
greater in reference to the public policies of the country.

Fig. 4.2 Factors Associated with Political Conflicts
and their Impact on Trade
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Political intervention may affect the marketing-mix functions of a firm
in the host country in several ways. The intervention may be observed in a
host country to the extent of local content law, technology content, restrictions
on the sale of some products, products’ functional range, design of products,
useful life, and adaptability to local conditions, patent life, local manufactusring
and assembling leading to amendment of product strategies of a foreign firm.
The political directions may also govern the functions related to transfer
pricing, price ceiling and price floor, price contracts, price paid for local raw
materials and price paid for imported raw materials to be used in production
in the host country. Besides, the activities of distribution and product retailing
may also be subject to political interventions in many developing countries.
Advertising and communication is another important area for a foreign firm
that is affected by political interference in a country. Of these, local production
of commercials, local artists, type of message, type of copy, availability of
media and time restrictions on the use of certain media are significant political
interventions faced by a foreign firm.

Expropriation, Domestication and Nationalization

Developing countries generally intervene directly in the operations of foreign
firms engaged in business, in order to pursue the special interests of their
country. Of the many different forms of political intervention, expropriation,
domestication, exchange control, import restrictions, market control, tax
control, price control, and labour restrictions are the most common ones.
Expropriation is one of the most stringent and pervasive political interventions
that a foreign firm may face in a host country. It may be described as official
seizure of foreign property by a host country whose intention is to use the
seized property in the public interest. Such intervention is recognized by
international law as the right of sovereign states, provided the expropriated
firms are given prompt compensation, at fair market value, in convertible
currencies. The act of expropriation without offering any compensation to
the foreign or local firms may be described as confiscation. In legal terms,
it may be explained that expropriation occurs when a government takes
over pro-perty for a purpose deemed to be in the public interest, even
though the owner of the pro-perty may not be willing to sell it. Any interest
in land, plant and machinery and/or value additions thereof, such as permanent
constructions, may be expropriated. The business capital may also be subject
to expropriation in many countries. However, technology can serve as the
defence against expropriation, if the technology of the enterprise cannot be
transferred to or duplicated by the host country or despite transfer of
technology it cannot be made operational by the expropriators. Further, if
a firm is not holding an independent status in the host country and is vertically
integrated with the parent firm wherein the supplies for production or the
market for the product is controlled by the parent firm located elsewhere,
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such firms are unlikely to be targeted for expropriation. Domestication is
another form of expropriation, which may also be conceived as creeping
expropriation. In this process of political intervention, the controls and
restrictions placed by the host country authorities on the foreign firm, gradually
reduce the control of owners. Domestication is thus a slow process of
expropriation and a foreign firm may lose its control in all financial, operational
and management areas over a period of time. Domestication involves several
measures, including gradual transfer of ownership to nationals, promotion of
a large number of nationals to higher levels of management, greater decision-
making powers accorded to nationals, more products produced locally
rather than imported for assembly and specific export regulations designed
to dictate participation in world markets.

Traditionally expropriation (in the foreign investment sense) referred
to the seizure of property by the host government, e.g., forced nationalization
of property or firm. In recent years, more expansive definitions of
expropriation have come up, such as ‘creeping expropriation’, ‘regulatory
taking over’ and ‘measures tantamount to expropriation’, which can
sometimes be used as a strategy against government policy that might simply
dent a foreign investor’s benefits. The clause on ‘measures tantamount to
expropriation’ has been particularly controversial in the investment-related
details of NAFTA. The clause argues that expropriation may not necessarily
be a taking over of the companies in public interest as it may be unreasonable
and does not justify political interference. However, the regional trade
agreements stress on the investor rights to protect the undue losses to the
investing companies in the host country. The governments of countries
(Canada, USA and Mexico) under NAFTA are required to compensate the
investor for the full market value of the property.

On the contrary, nationalization may be described as the taking
over of assets into state ownership. The process of nationalization refers to
the transfer of an entire industry within the country from private to public
ownership with no discrimination to the foreign or local ownership of firms.
This may be explained as a policy of bringing a country’s fundamental
services and industries under public ownership. It was pursued, for example,
by the Labour party ruled government in the United Kingdom during 1945–
51. Assets belonging to the foreign governments or firms may also be
nationalized; for example, Iran’s oil industry and US-owned fruit plantations
in Guatemala, during the1950s. The Communist states of Eastern Europe
nationalized industrial and agricultural sector completely in the period following
World War II. Under the Labour Government of the period 1945–51,
Great Britain nationalized a large number of important industries, including
coal, steel, and transportation. In non-communist countries it has been a
common practice to compensate the owners of nationalized properties, at
least in part; however, in the Communist countries, where privatization of
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industries is opposed in principle, there usually has not been such
compensation. Nationalization of foreign properties has occurred, especially
in underdeveloped nations, where there is resentment of foreign control of
major industries. Instances include Mexico’s seizure of oil properties owned
by US corporations (1938), Iran’s nationalization of the Anglo-Iranian Oil
Company (1951), the nationalization of the Suez Canal Company (1956)
by Egypt, and Chile’s nationalization of its foreign-owned copper-mining
industry (1971). The Government of India nationalized fourteen major private
commercial banks in 1969 and six more in 1980. Nationalization forced
private banks increasingly to meet the credit needs of the weaker sections
of the nation and to get rid of monopolization by vested interests of large
industry, trade, and agriculture. However, a major issue in nationalization is
whether the private owner is properly compensated for the value of the
organization.

Exchange Control

In addition to expropriation and domestication, there are other means of
government intervention in foreign enterprise, usually in the form of legislative
action or a decree enacted in the best national interest. It has been observed
that many countries exercise restrictions on foreign exchange in order to
discourage the free and flexible operations of foreign firms. Such strategy may
be described as a government policy evolved to restrict the outflow of domestic
currency and establish a delicate balanced state of payments by controlling
the amount of foreign exchange that can be obtained or held by domestic
citizens. Often resulting from overvalued exchange rates, the process of
exchange control emerges as a process of controlling inflows and outflows of
foreign exchange; strategies include licensing multiple currencies, quotas,
auctions, limits, levies and surcharges. Many countries face serious deficits in
the balance of payments and have dearth of foreign exchange. Hence, they
restrict the use of foreign convertible currency according to their priorities.
Foreign firms may be low on that priority list and have difficulty getting foreign
exchange for necessary imports or profit repatriation.

Exchange control regulations are generally introduced by the monetary
authorities of governments to control the flow of money. The restriction on
the free use of foreign exchange is generally imposed by the countries having
imbalances in the import—export ratio leading to problems in the balance
of trade. Such countries may enforce restrictions on the remittances from
the country involving international convertible currency like US dollars, euros
and pounds. This type of exchange control may also be to encourage
domestic industry. The exchange-control measures have two major
consequences on foreign business in terms of repatriation of profits and
capital to the parent company at will and free imports of raw materials,
machinery, spare parts, and the like from other destinations for operating
purposes. Foreign exchange restrictions are also imposed by some countries
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for the off-shore investment by firms of home countries. The State
Administration of Foreign Exchange (SAFE) of China has implemented the
ceiling on foreign exchange administration in pilot cities to examine foreign
exchange sources. It has been found that upon imposing such restrictions in
foreign exchange transactions, the domestic investment  increased from US
$1 million to US $3 million in 2003.

Import Restrictions

Import restriction is a type of political intervention that is primarily intended to
support the native industries. Consider a foreign apparel manufacturing
company traditionally importing certain synthetic yarn and dyes from the parent
company. If the host country places restrictions on imports, the company may
be forced to depend on local sources of supply for these new materials. The
import restrictions would help the country to encourage domestic industry as
a matter of industrial policy; however, such measures tend to jeopardize the
functions of foreign business. Globalization, and the birth of a new international
trade order with the emergence of World Trade Organization has reduced the
occurrence of import restrictions in many countries. The Chinese government
had authorized only a limited number of companies to act as agents for restricted
import and export of steel, natural rubber, wool, acrylic fibers and plywood till
2004. After joining WTO in 2001, the Chinese government is gradually relaxing
the import restrictions and the above products have been opened for the free
trade as an obligation to the WTO agreements. Import restrictions in a country
are also subject to the cultural and religious requirements. In Kuwait alcoholic
beverages, pork and bacon products, and pigskin are banned for imports on
cultural and religious grounds.

The general agreements on WTO have emphasized the elimination of
import restrictions on all competitive goods and services. Accordingly, in the
member countries of WTO, the tariffs on all agricultural products are now
restricted. Almost all import restrictions that did not take the form of tariffs,
such as quotas, have been converted to tariffs; this process is referred to
as ‘tariffication’. This has made markets substantially more predictable for
agriculture. Previously more than 30 per cent of agricultural produce had
faced quotas or import restrictions. However, intervention of WTO in pursuing
the member countries towards eliminating the import restrictions had mixed
impact in the trade environment of Romania. The development of textile and
clothing exports has benefited from link-ups between Romanian production
units and companies in France, Germany and Italy. The external environment
also became more favourable due to the elimination of long-standing import
restrictions by the European Union and Norway; Canada and the United
States are two potentially large markets, but they still restrict imports from
Romania. The non-tariff barriers imposed by a country also discourage
firms from importing goods. The country’s quotas and tariffs limit a firm’s
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ability to import equipment, components, and products, forcing a higher
level of local procurement than it may require.

Market Control

The government of a country sometimes imposes market control to prevent
foreign companies from competing in certain markets. Market control may be
imposed by a country at various phases of the business operations of a foreign
form. If an organization is permitted to enter the domestic market of a country,
it may face certain restrictions on the kinds of industries it may own. The firm
may be restricted from acquiring a national organization; though, it may share
ownership with a national firm. The firm may also be restricted by the
government to choose its areas of operation and sell its products. It has been
observed that Japanese government indirectly discourages foreign firms from
doing business in the country. Until the end of the twentieth century, Japan
prohibited foreign companies from selling high technology communications
equipment to the Japanese government. Thus, AT&T, GTE-Sylvania, and ITT
could only function in a limited way in Japan. Besides the operational controls
in the market, one of the most common controls that foreign firms may face is
price controls, which limits the profitability of foreign firms in inflationary
situations in the host country. Gerber left Venezuela because a decade of price
controls put obstacles in the way of a profitable project. Other laws may
influence other practices of the firm such as advertising or marketing.

Sometimes the conflicting political ideologies also let the countries
exercise the market controls without strong economic arguments. One of
the examples, may be that of the Arab countries which boycott companies
that do business with Israel. The Arab states had not accepted Israel’s right
to exist and hoped that the boycott would eventually bring about its collapse,
which does not seem to be realistic. In April 1998, China ordered all direct-
sales operations to cease immediately. The ban on direct sales had outlawed
the direct-sales operations of companies including Avon, Amway, Mary
Kay Cosmetics and Sara Lee. However, China announced provisional plans
to phase out the ban on direct selling imposed during 1998 by the year
2003. The elimination of such a ban on direct sales is contingent upon the
development of direct-selling regulations. The consideration of Chinese
government on lifting the ban on direct selling has been thought of after the
US support in World Trade Organization negotiations.

Tax and Human Resources Controls

Some countries may also impose tax control by means of excessive and
non-traditional taxes on foreign firms. For example, a new tax imposed on
foreign firm would be that of an excessive levy on volume of production, for
which there is no precedent. Imposing such taxes on the foreign business
houses may be backed by reasons like an out-of-the-way monetary burden
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on foreign companies, to explore additional sources of revenue to meet the
fiscal deficit of the country without putting pressure on the citizens of the
country and to construct a tax barrier as a retaliatory measure against the
international policies or general dissatisfaction in diplomatic relations with
other countries. In many countries like China, labour unions play a significant
role in political decisions and have great political clout. In such countries
labour restrictions are an effective form of government intervention.
Traditionally, labour unions in America have been able to prevent layoffs,
plant shutdowns, and the like, even when business could not afford to meet
their demands.

4.6.2 Political and Residual Risks in International Business

Political, economic, religious and other tensions can shift at a moment’s notice
and disrupt business operations for exporters, traders, investors, banks and
other organizations involved in international commerce. Companies can be
subject to the discriminatory actions—or inaction—of foreign governments
and third parties, potentially leading to forced shutdowns, relocations and
other unexpected expenses. The political risks in international business are
developed with illegitimate use of political power. The way political power is
exercised determines government action and the degree of risk that has a
negative impact on a firm’s value. For instance, a dramatic political development
may cause some risk to a global organization, while invisible policy changes
have an enormous influence on the success of the projects belonging to a firm.
Firm-specific political risks are the risks directed at a particular organization in
reference to its country of origin, nature of activities in the host country, social
and economic goals, etc., and such risks are by nature discriminatory. The
risks specific to firms may be concerned with the governmental policies as
well as due to the instability in the political system governing the country. The
following risks may emerge from such situations:

 Discriminatory regulations

 ‘Creeping’ expropriation
 Breach of contract

 National security

 Structural adjustment

 Internal economic policies

 Sabotage

 Civil unrest

 Anti-globalization movements

 Firm-specific boycotts

 International relations of the host country
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On the contrary, the country-specific political risks are not aimed at
a firm, but are nationwide, and may influence the success of an organization.
An example in this context may be the decision of the government to
prohibit the transfer of currency, or the outbreak of a civil war within the
host country. Political risks also include government risks and stability risks.
Government risks are those that emanate from the policies of a governing
authority, in reference to the use of authority. A legally enacted tax hike or
an extortion ring that is permitted to proceed and is led by a local police
officer are included in government risks. Actually, a number of government
risks, specifically those that are firm-specific, involve an obscure mix of legal
and illegal components. The risks caused by political instability, on the other
hand, emanate from the struggle for political power. These conflicts might
be among the political factions of a government struggling for succession, or
mass riots as a result of deteriorating social conditions. The country level
risk in reference to the government policies and political instability may vary
in its intensity. However, the following factors may affect the risks due to
government policies and political instability in a country:

Government policy-based risk

 Mass nationalizations

 Regulatory changes

 Currency inconvertibility

Risks due to political instability

 Labour unrest

 Urban rioting

 Protest on international relations

 Civil wars

 People’s movement on diplomatic moves
Besides the apparent political risk, a foreign firm may also get exposed

to a bundle of different risks. Many of these risks are not unique to the
assets owned by a firm but reflect broader possibilities, such as that the
stock market average will rise or fall, that interest rates will be cut or
increased, or that the growth rate will change in an entire economy or
industry. Residual risk, also known as alpha, is what is left after the firm
takes out all the other shared risk exposures. An exposure to such risk can
be reduced by the firm through strategic diversification decisions. The
comprehensive political risks in a country may have many dimensions as
exhibited in Table 4.8.
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Table 4.8

Area Risk Factors

Demography Size and occupational distribution, economic growth and per capita income, population
growth and control, income distribution

Human Size and composition, sectoral and geographic distribution, productivity,
Resources migration and urban unemployment

Politico- Natural resources, economic diversification, topography and infrastructure,
economic sources and structure of government revenues, size and growth of the budget deficit, social

expenditure, price indices, wage rates, interest rates, money supply, etc.

International Current account balance and composition, income and price elasticity of
economics exports and imports, price stability of major imports and exports, terms of
and Trade trade, geographic composition of trade, outstanding foreign debt, absolute
related Risk and relative levels, terms and maturity profile, debt servicing to income and exports, size

and relative importance, capital account, reserve position, exchange rates (official and
unofficial)

Culture and Underlying cultural values and beliefs, religious and moral values, sense of
Religion alienation with foreign or modem influences, constitutional principles and
based Risk conflicts, resilience of national institutions

Leadership, Key leaders’ background and attitudes, main beneficiaries of the status quo,
international role and power of the internal security apparatus, strength, sources of
alignment and support effectiveness of opposition political parties, level and frequency of
diplomatic internal disturbances, riots and terrorist acts, bureaucracy and extent of
relations official corruption, international treaties and alignments, position on international issues,

preferential economic and trade linkages, border disputes, diplomatic or commercial conflict

with home country

Hence, political risk assessment (PRA) is necessary for foreign firms
in order to identify countries that may turn out to be unsafe tomorrow and
to identify the actual situation in various countries, avoiding any bias. For
example, doing business in Vietnam and Haiti now may not be that unsafe
as was felt earlier. Assessing the political risk of a country may also provide
a framework to identify the degree of political risk in the selected countries
for a firm’s entry. The political risk may be assessed through some effective
methods. In one of the PRA methods, an executive or a team of executives
is advised to visit the country in which investment is being considered. A
preliminary market research is done to support the visit of the executives in
the country. Upon arrival, there are usually meetings with government officials
and local businesspersons. This approach is known as le grand tour. The
results emerging out of this approach may be very shallow, representing only
selected pieces of information and therefore possibly camouflaging undesirable
aspects of the market. The other method relies on the advice of an outside
consultant or a person deemed to be an expert. Usually such persons are
seasoned educators, diplomats, local politicians, or businesspersons. The
capability and experience of the advisor determines the quality of this report.
This approach of political risk assessment, is termed the old hand. In
another similar approach known as the Delphi technique, a few selected
experts are asked to share their opinions independently on a given problem,
in a form that can be scored in order to produce a statistical distribution of
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opinion. The experts are shown the resulting distribution and given the
chance to alter their original views.

In the process of the study, the experts are asked to rate the different
political factors such as the stability of government, internal and external
security issues of the country, and the existing political conflicts. The process
is repeated several times and then the results are synthesized. Based on the
final expert opinion, the firm takes an entry decision. In addition to the
above methods many firms conduct an inquiry into the risk factors in a
country using quantitative methods. In such studies, the statistical analysis
is done on the basis of the time series data collected on identified variables.
Multivariate analysis, correlations and trend analysis are conducted to measure
the magnitude and direction of political risk in a country. The foreign firms
decide on the basis of the trend of political risk in a country and its magnitude,
which emerges out of the quantitative studies. However, while assessing
political stability, the legitimacy of political authority, the capacity of that
authority to impose and enforce laws, the level of corruption that extends
through the various political and bureaucratic systems and the degree of
political divisions that are present ought to be the primary center of attention.
While assessing the impact of economic policy, the center of attention should
be the the level of government participation in an economy, the external debt
burden of the government, and the extent to which various parties concerned
can be successful in hindering the decision-making process.

Check Your Progress - 7

1. What are the factors that determine the effectiveness of a political
system?

2. What is political intervention?

3. What is the benefit of import restrictions?

4. Why is political risk assessment important?

4.7 Collaboration in Light of Recent Changes

Liberalization of trade policies has led India to become an international player
in world trade. This can be particularly attributed to the time period of 1991
when India faced a crisis of forex reserves. This specific event led to many
trade reforms in the direction of liberalization. This was when India decided to
open up the economy to foreign investors and multi-national companies
(MNCs). Along with these; foreign investments were made permissible in
core and even in the financial sector of the economy. This has led to the extensive
liberalization of the economy and specialists and economists have been
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forecasting that India and China will be two superpowers in the 21st century.
Forecasts suggest that by 2025, the Indian economy will grow to about 60
per cent of the size of the American economy.

In addition to the increase in foreign investments in India, Indian
companies are also venturing into the globalization of operations by expanding
their business across the borders. Indian companies are surging ahead in
innovating value-added products and are in turn helping organizations across
the world to gain a competitive edge due to these. In 2012, India was the
European Union’s (EU’s) eighth largest trading partner. During the period
2003–2012, Indian companies invested nearly $ 59.13 billion across the
continent and created three times more jobs than Chinese investments, according
to a report by the Europe India Chamber of Commerce (EICC).

Software manufacturing firms in India in particular have introduced
innovative software solutions to a number of Fortune 500 companies. These
services have helped the companies to offer enhanced services to the customers
and hence they have managed to attract more stakeholders. Companies like
Coca-Cola, Citibank, Swiss Air, Reebok and General Motors, among others,
have continued to be tough competitors to their counterparts. Many other
MNC firms like Microsoft, Cisco, Baan, etc., have turned to the Indian soft
ware firms for product development and even conceptualization. Some MNC
software firms that have established their operations in India include Motorola,
Fujitsu, IBM, Hewlett-Packard, Oracle, and so on.

4.7.1 Mergers and Acquisitions

Indian firms are increasingly investing in countries abroad. This is evident from
the latest report by Grant Thompson, a global consultancy firm. According to
the report, the total number of such deals during the first 11 months of 2008
stood at 433, with an announced value of US $36.95 billion. There has been
an increase in the number of outbound deals as compared to the domestic
ones. According to a Grant Thompson’s Special Advisory Services official,
26 deals of a total value of US $3.40 billion were announced, which is higher
than the ones which took place in October 2008 at US $2.13 billion. Out of
the 15 cross-border deals that took place in November, eight were outbound
while the value of companies that were acquired by Indian companies abroad
was valued at US $0.04 billion. One of the most significant such acquisitions
has been that of the UK-based Axon Group’s by HCL Technologies for US
$658 million. According to a data released by the Reserve Bank of India,
Indian companies invested US$ 1.29 billion in overseas units and joint ventures
in September 2013. Alok Industries, Simplex Infrastructures, Tata Petrodyne,
Cadila Healthcare, Piramal Enterprises, Mercator and Bharti Airtel were among
the major investors during the month.
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The following is a list of such mergers and acquisitions that have taken place in
the recent years:

 The total number of PE deals was recorded at 295 during January–
November 2008. The deals were valued at a total value of US
$10.11 billion. Also, 21 PE deals were announced during November
at a total value of US $449 million.

 India has been ranked on the fifth position for being one of the largest
investors in British companies and equities. One of such deals that
has been benchmarked is the purchase of the Jaguar and Land Rover
Brands by Tata.

 Many Indian companies are also showing serious and extensive interest
in acquiring ‘strategically located’ financial and stock brokering firms
in London, which is also termed as the heart of the European
commerce and industry.

 According to a UNCTAD report, India is now emerging as one of
the much sought after destinations for European firms to establish
their service operations to avoid high management and administrative
costs.

 When Indian companies decide to set up their venture in Europe,
they prefer London as a destination as it is termed to be the ‘gateway’
to the oil-rich Middle East and the diversified commodities market of
Africa. In perspective of the markets in Africa, Indian companies
especially benefit from the well-established communities in Nigeria
and Southern Africa.

 Indian companies are now looking beyond the US and the UK for
mergers and acquisitions. According to Grant Thornton, the new
countries that have caught the attention of Indian companies are
Scotland, Brazil, Singapore, and Canada. It has also been observed
that the volume of deals in The Netherlands, Scotland, Canada, and
Brazil has been greater than those in UK.

 Of all the countries, the US has remained the favourite country for
Indian mergers and acquisitions. Of the deals that have taken place,
some of the important ones have been Hero Group acquiring Scotland-
based Telecom Service Centres for US $80 million, Subex Azure
acquiring Canadian Syndesis Ltd for US $164.50 million, and Teledata
Informatics making a deal with the Singapore-based Soltius Pte. worth
US $45 million. The total value of the 35 deals that took place in the
January-October 2008 period was valued at US $1,586.38 million.

 By September 2008, the overall deal value reached US $26 billion.
The distribution of industries can be broken down to infrastructure
industry related deals, which were 45 per cent of the total deals, the
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power sector deals were accounted US $5 billion and the
telecommunication sector was valued at US $3.75 billion.

 According to KPMG, ‘With outbound deals now having outnumbered
inbound deals for the each of the last three six-month periods, India
seems well set to become a net ‘deal exporter’ in the next Emerging
Markets International Acquisition Tracker (EMIAT) in 2009.’

 According to KPMG’s EMIAT study, a comparison was made
between developing and developed countries and the deals that were
made by them in different countries. Indian companies made 322
completed deals in other major advanced countries while the developed
countries made 340 deals in India by acquiring Indian companies.

 According to a survey conducted by the firm Ernst and Young, India
crossed China in its number of M&A deals. India’s total valuation of
deals was US $28 billion in 2007, as against China’s deals valued at
US $2.3 billion. Tata’s acquisition of Corus and AV Birla’s Novelis
Deal were the deals that furthered India’s position.

 Plethico Pharmaceuticals has decided to buy a 20 per cent stake in
the subsidiary company of Tricon Holdings which is a Hong Kong
based company (deals with pharma retail in UAE).

 Global Green Company Ltd., the foods division of the US $3 billion
Avantha Group bought Puszta Konzerv Kft, a Hungarian company,
for an undisclosed amount.

 Ranbaxy Fine Chemicals (RFCL) bought the US-based special
chemicals major, Mallinckrodt Baker, which is a part of the US $10
billion healthcare giant, Covidien, in a deal estimated at US $340
million.

 Indian apparel sourcing company Techno Lifestyle has bought German
retailer Wehmeyer, (it has a consolidated turnover of US $187.71
million and 43 retail outlets) for an undisclosed amount.

 Lupin Limited has acquired a stake of over 30 per cent in Australia’s
Generic Health Pvt. Ltd., Hormosan Pharma, a Germany-based
company, and the Japanese firm Kyowa Pharmaceuticals in 2007.

 In another landmark deal, Zydus Cadila has bought Etna Biotech, a
subsidiary of the Dutch biopharma company called Crucell. This is
the company’s sixth acquisition over the last six years. No details
regarding the deal have been divulged as set. The deal has been
made with a view to vaccine research and development.

 Reliance ADAG has acquired 26 per cent stake and managerial
control in a finance services company, based in Saudi Arabia.
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 Quatrro BPO Solutions has acquired UK-based Babel Media which
is its sixth acquisition. The deal has been pegged at US $25–30
million.

 Reliance Industries, USA has acquired a polyester manufacturing facility
from Unifi Kingston in North Carolina for approximately US $12.2
million.

 The Essar group-owned, Aegis BPO, plans to acquire Philippines-
based BPO, PeopleSupport, for US $250 million.

 Ruia-owned, Dunlop India, has bought Schlegel, UK’s second largest
auto component manufacturing company.

 Tanti group of companies, along with Bahrain-based Arcapita Bank
on a joint venture has acquired Honiton Energy Holdings, a Chinese
wind energy firm.

 Systems integrator, Allied Digital Services, has acquired 80.5 per
cent stake in EnPointe Global Services, a subsidiary of the Nasdaq-
listed, Enpointe Technologies, for US $24 million.

 Ahmedabad-based pharma major Cadila Pharmaceuticals Limited
and UK-based antibiotics discovery major Helperby Therapeutics
signed a joint agreement on antibiotic drug resistance research &
development.

4.7.2 Indian Investment Abroad—Overseas Direct Investment
by Indian Companies

Signalling an increase in global participation and competence, India is
progressively becoming a source of foreign investment for rest of the world.
As per the ongoing trend, wherein emerging market economies (EMEs) are
under transition, a number of private players, along with state-owned entities,
are increasingly expanding their footprints in foreign lands through direct
investments with a view to achieve regional and global reach. In the next 15
years, more than 2,200 Indian firms are anticipated to invest in markets
overseas.

Indian firms invest abroad majorly through mergers and acquisition
(M&A) transactions. The integration of the country’s economy with the rest
of the world has given the domestic corporate sector access to global
networks and markets, transfer of technologies and skills and has also
facilitated research and development (R&D) for value addition. The
Government of India’s supportive policy regime, coupled with India Inc’s
experimental orientation will definitely demonstrate an upward trend in
outward foreign direct investment (FDI) in the years to come.

(i) Market size: Overseas direct investments by Indian companies more
than doubled to US$ 5.23 billion in March 2014 as compared to US$ 2.16
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billion in March 2013, according to data released by the Reserve Bank of
India (RBI). The investments in the form of equities, loans and guarantees
were US$ 2.91 billion, US$ 418.72 million and US$ 1.91 billion, respectively,
during the month.

India’s outbound M&A grew eight per cent year-on-year (y-o-y) in
2013 in terms of deal value. The total value of outbound deals (Indian
companies acquiring businesses outside India) in 2013 was US$ 9.25 billion
(82 deals), according to data released by accounting and consulting firm,
Grant Thornton.

With Indian corporations increasingly looking at expanding their global
footprint by investing overseas, the Netherlands and Singapore have attracted
most of the outward foreign direct investments from India, with a share of
28.8 per cent and 15.2 per cent respectively in total investments.

(ii) Investments: Cipla has invested US$ 1.5 million in the US-based
Chase Pharmaceuticals Corporation Inc through its subsidiary, Cipla (EU)
Ltd. Chase, which has a patented approach to improve the efficacy, safety
and tolerability of existing Alzheimer’s medications, is now focused on
developing new approaches to treat the disease.

Adfactors, India’s largest public relations (PR) firm and The Holmes
Report’s ‘Asia-Pacific Financial Consultancy of the Year’ in 2013, has set
up its Sri Lanka office in Colombo. This is Adfactors PR’s third office in
Asia outside India, after Dubai and Singapore.

Mahindra & Mahindra (M&M) has inaugurated a factory and a
research centre for electric two-wheelers in Ann Arbor, Michigan, US. With
an initial capacity to produce 9,000 vehicles annually, the plant will assemble
its first electric two-wheeler later this year.

Bisleri International has opened its first overseas production unit in
Dhaka, the capital of Bangladesh. The new facility, with a production capacity
of 6,000,000 bottles a month, has been set up under a franchise arrangement
with local firm Chittagong Fashion.

Lodha Group has bought a second building in London for around Rs
1,000 crore (US$ 168.72 million). In November 2013, the Group had
acquired MacDonald House in central London which housed the Canadian
consulate in UK, for Rs 3,120 crore (US$ 526.54 million).

Hinduja Global Solutions (HGS) has set up a new centre in New
Jersey, increasing its presence in the US to 10 locations. The centre will
focus on client-facing activities for HGS’ Extended Business Office Solutions
(EBOS) and help deliver expanded capabilities for clients.

Reliance Industries Ltd (RIL) has been awarded two offshore blocks,
M17 and 18 in Myanmar’s offshore block bidding round 2013. Both blocks
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are located offshore in Moattama basin of Myanmar at depths of up to
3,000 feet and together encompass an area of 27,600 square kilometres
(sq kms).

(iii) Government initiatives: The Government of India is making all efforts
to integrate the country’s economy with rest of the world in the every
possible way. To help Indian firms raise capital abroad, the government will
allow unlisted Indian companies to list on overseas markets without having
to be publicly traded on domestic exchanges.

The RBI has clarified that Indian firms can invest as much as 400 per
cent of their net worth outside India by way of external commercial
borrowings (ECBs). The Ministry of External Affairs has initiated a move to
establish a direct sea and air link between India and the Latin American
region, as Indian corporates plan significant investments in the oil, mining, IT
and pharmaceutical sectors in the region.

The second meeting of India–UAE high level joint task force on
investments (HLTFI) was held on March 3, 2014 in Mumbai. The HLTFI,
co-chaired by Mr Anand Sharma, Union Minister of Commerce and Industry,
Government of India and Mr Sheikh Hamed bin Zayed Al Nahyan, Chairman,
Abu Dhabi Crown Prince Court, was established in April 2012 as a platform
to address mutual issues associated with existing investments between the
two countries and to promote and facilitate cross-border investments.

India and Canada have signed an audio-visual co-production deal.
The agreement would benefit producers from both the countries in pooling
their creative, artistic, technical, financial and marketing resources for co-
productions and lead to exchange of art and culture among the two countries.

South Africa plans to offer special incentives to tap investment from
India in the special economic zones (SEZ) being promoted across each of
its nine provinces. The country currently has four Industrial Development
Zones primarily focusing on exports.

(iv) Road ahead: Indian industry is expected to increase revenue from
Africa. Information technology (IT) services, agriculture, infrastructure,
pharmaceuticals and consumer goods – are the key to India boosting Africa
revenues to US$ 160 billion by 2025

India is one of Vietnam’s largest trading partners. The two-way trade
between the countries is expected to reach US$ 7 billion in 2015 and US$
15 billion by 2020. Indian enterprises hope to strengthen co-operation in
oil, gas, steel, thermal power, IT, sugar production, food processing,
infrastructure development, pharmacy, and human resources development.
Source: http://www.ibef.org/economy/indian-investments-abroad
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4.7.3  Favourable Policy Changes

In order to further the opportunities of trade liberalization, the RBI has come
up with certain provisions in order to encourage greater overseas investments.
This has been both for direct and portfolio investments. Following are the
steps that the RBI has taken in this direction:

 It has raised the overall limit for overseas investments by domestic
mutual funds from US $5 billion to US $7 billion.

 It has increased the overseas investment limit from 300 per cent of
the net worth to 400 per cent of the net worth in case of the energy
and natural resources sectors like oil, gas, mineral ores, and coal.

 The limit on portfolio investments by Indian companies has been
increased from 35 per cent of the net worth to 55 per cent of net
worth.

 It has allowed Indian citizens to remit funds upto US $2,00,000
every fiscal year from the range that was US $1,00,000 previously.
This is applicable to current or capital transactions or even a
combination of both.

 The earlier limit for mutual funds to make aggregate investments in
overseas investments was US $4 billion, and this has been now
increased to US $5 billion.

 Indian corporations have been exempted from acquiring the approval
of the central government for ICB in foreign exchange.

 During the first half of 2008–09, 2,000 proposals amounting to $8.94
billion were cleared for investments abroad in JVs and WOSs, as
against 1,049 proposals amounting to $11.39 billion during the
corresponding period that year.

These mergers and acquisitions have provided the much needed impetus to
the commerce and industry of India.  The deals have helped the Indian
companies to explore extensive opportunities by way of product development,
customer segments, technology, etc. All this has led to a wide consumer base
for these companies and greater market share as a result of this too. This has
also led to the emergence and the strengthening of the image of India as a
crucial player in the scenario of overseas investments.

4.7.4  Leading Joint Ventures

The leading joint ventures in the recent years have been outlined as follows:

 Tata Motors

It markets Indica, its passenger-car in UK via a marketing alliance
that it has formed with Rover. It has also squired a Daewoo
Commercial Vehicles Unit. This will help Tata Motors to access the
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markets of Korea and China. The enterprise has assembly operations
in Kenya, Ukraine, Malaysia, Bangladesh, South Africa, and Russia.

 Ranbaxy

It has manufacturing units in more than seven countries and its products
are sold in more than 100 countries. In the recent times, Ranbaxy has
acquired RPG (Aventis) SA, which has made it one of the largest
generic drug companies in France. Ranbaxy’s overseas sales alone
account for the 78 per cent of the total revenue.

  Reliance Industries

Reliance Industries, recently acquired a German polyester-
manufacturing firm called Trevira for US $95 million in June 2004,
making it the world’s largest polyster-manufacturing company in terms
of capacity and the manufacturing units are in Germany, Denmark,
and Belgium.  Trevira’s capacity of manufacture is 1,30,000 tonnes
of polyester fibre and yarn per annum.

 Dr Reddy’s Laboratories
It was the first Asia-Pacific pharmaceutical company to be listed on
the New York Stock Exchange outside Japan in 2001.

 Asian Paints

It is among the 10 largest decorative paint-makers in the world and
has manufacturing facilities across 24 countries.

 Aditya Birla Group

The company has setup operation in several countries including
Australia, Brazil, Canada, Chile, Egypt, Indonesia, Malaysia, and
Mexico. As much as 30 per cent of the group’s turnover comes from
overseas business.

 Wipro

It has not only acquired a US-based consulting company called Nerve
Wire for US $18.5 million but has also moved to China wherein it has
set up a development centre in Shanghai.

 Vedanta Resources

It is a holding company of the Sterlite Group. It raised US $1 billion
last year when it maid its maiden public offering on the London Stock
Exchange (LSE). Not only was it the largest sum collected by an
Indian company in the overseas market but also that it was the
second largest European IPO that year in 2003.

 Bharat Forge

This company is a manufacturer of small auto components. It shot
into limelight when it acquired the German forgings company, Carl
Dan Peddinghaus. Thereafter it became the world’s second largest
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forgings manufacturer. Currently, its workforce comprises Americans,
Japanese, Chinese, and Germans.

 Essel Propack

This company is a manufacturer of lami-tubes, the tubes that are used
to package toothpaste. The company has 17 plants in 11 countries
and as of December 2003, its turnover was of ` 609.2 crore. Its
market share is of 30 per cent of the 12.8 billion-units global tubes
market.

 Tata Consultancy Services

TCS’s 80 per cent revenues are generated from outside India. It
raised US $1.17 billion in Asia’s second largest tech IPO and India’s
largest IPO ever.

 Infosys

It has 25,634 employees including 600 from 33 nationalities other
than Indian. It has 30 marketing offices across the world and 26
global software development centres in the US, Canada, Australia,
UK, and Japan.

This spree of mergers and acquisitions has not just been limited to the private
sector. Even the public sector has ventured into this phenomenon. The highlights
have been described in the subsequent paragraphs.

ONGC signs MOU with Arrow Energy of Australia

ONGC has signed an MoU with Australia’s Arrow Energy for cooperation in
the coal bed methane (CBM) sector. According to an official statement issued
by ONGC, ‘The main areas of cooperation identified are: joint participation in
blocks in India and abroad for exploration, field development and production
of CBM, and sharing of knowledge, experience and transfer of technology in
the sector.’

CBMs hare being fast recognized as a vial source of energy. India
has CBM resources at about 2,600–3,300 billion cubic metre. For the
purpose of harnessing this energy, the government has awarded blocks for
the exploration, development, and the production of CBM to national and
international companies under three rounds of bidding. ONGC has been
carrying out activities related to CBM harnessing in West Bengal, Gujarat,
Jharkhand, and Madhya Pradesh. Following this view that CBM can be put
to good use as a vital source of energy the deal has been made. The MoU
was signed by D.K. Pande, Director (Exploration), ONGC, and Nicholas
Davies, CEO and Managing Director, Arrow Energy Ltd.

BPCL in pact with Kenyan firm for LPG bottling plant

Bharat Petroleum Corporation Ltd. (BPCL) entered into an equal joint venture
with the Kenya Pipeline Company Ltd. in 2005 for setting up an LPG bottling
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plant in Nairobi, Kenya. The plant will have a capacity of 2,000 tonnes with
LPG coming from Mombassa, Kenya. The initial investment in the project
was expected to be around $15 million and it will be funded through a 70:30
debt equity ratio.

The deal marks the collaboration of India and Kenya for the purpose
of developing storage, bottling, and handling activities for oil and gas. A gas
pipeline of 500-km is being set up for the purpose which will be connecting
Mombassa with Nairobi for the purpose of transporting petroleum. The
cost of set up of this pipeline is US $10 million. Its implementation will be
carried out by the China Petroleum Pipelines Engineering Corporation and
it will be supervised by Petroleum India International.

4.7.5 Recent Developments

In the light of trade liberalization and the policies therein, there has been an
increase in the mergers and acquisitions activities of Indian companies abroad.
According to the recent trends, the North American region and Europe are
particularly what the investors are focusing on. The IT and ITES sectors remain
the most favoured industries in this regard. Some of the important developments
that have taken place in the recent times have been discussed here as follows:

Tata Communication picks up stake in Neotel

Tata Communications has bought a major stake of 30 per cent in Neotel
which was previously held by Eskom and Transnet. This deal has catapulted
Tata Communications along with Tata Africa Holdings to be ranked as the
largest stakeholder with as much as 56 per cent stake. ‘This reaffirms Tata
Communications’ commitment to its expansion and investment plans in the
emerging regions of Asia, Africa and the Middle East. We will support Neotel’s
efforts to provide global quality telecom services in South Africa,’ said N
Srinath, Managing Director and CEO, Tata Communications.

Essar Group gets mining rights in Brazil

The Essar Group has made a deal of mineral concession in Amapa, North
Brazil for the purpose of its steel plant located in Trinidad and Tobago. The
concession was granted by DNPM (Department of Nacional de Prodicao
Mineral), the Government of Brazil after Essar submitted its application for
the same. The area as acquired for exploration is of 7,851.69 hectares and
has been termed to be a relatively large deposit. It stretches out from the
Santana Public port in Macapa, is 150 kms, and is very close to Essar’s
Trinidad and Tobago steel plant.

Essar’s acquisition of such mineral deposits started in 2007 itself,
when it acquired Minnesota Steel that contains 1.4 billion tonnes of iron ore
and is located in the Mesabi Range.
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JPL signs contracts with Georgia for exploration of oil and gas

In another prestigious deal, Jindal Petroleum has signed a four production
sharing contracts with the Government of the Democratic Replublic of Georgia
for the purpose of exploration and production of the four blocks of oil and
gas.

Jindal Petroleum is a subsidiary of Jindal Steel and Power (JSPL). It
plans to invest US $150 million into these four blocks. It has a stake of 85
per cent in three of the blocks and the rest of the 15 per cent is being held
by Georgia-based Ensearch Petroleum. However, Jindal Petroleum will hold
100 per cent stake in the fourth block.

Along with this, Jindal has also been involved in the acquisition of oil
and gas blocks in India, Peru, and Bolivia. It specializes in steel, mining, and
power. Jindal will commence the exploration in Peru shortly.

Socomec invested €4 million
The power back up market is being considered to be the next big thing with a
huge growth potential. Evaluating this potential, Socomec UPS India, which is
a part of Socomec, France has decided to expand its operations. For this
purpose, the company has invested €4 million in the Indian branch and has
also come up with a line of Uninterruptible Power Supply (UPS) products to
this end.

Socomec’s share of revenues is on account of the top notch clients
it caters to like Cisco, Sify, and CTS. Currently, Socomec is targeting the
SOHO (Small office home office) and small and medium enterprise segments.

Global Hyatt to add 20 hotels

Global Hyatt, a US-based premier hotel chain has decided to expand its
operations by building 20 new hotel properties in the next five years.

To this end, Global Hyatt has signed a 24:76 venture agreement with
the Delhi-based real estate giant Emaar MGF. The joint venture will be
aiming to build six hotels under the upper mid-segment brand Hyatt Place.
An investment of US $200 million has been estimated to be made into this
project.

Check Your Progress - 8

1. What steps have the RBI undertaken for enhancing opportunities of
trade liberalizations in terms of Indian corporations?

2. In which countries has the Aditya Birla Group setup operations?
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4.8 Let Us Sum Up

 The public sector or public enterprises include all governmental
activities including public, industrial or commercial enterprises. Public
enterprise occupies a strategic and crucial position in the Indian
economy.

 Public enterprises are expected to be the principal agents for rapid
economic and social transformation by developing infrastructure and
the core sector and by closing the gaps in the industrial structure.

 In developing countries, public enterprises are largely a necessity and
not a matter of choice. In India, though the Congress government
was clearly committed to expanding the public sector, it did not go
into areas where private enterprise was operating.

 It was the Industrial Policy Resolution of the Government of India in
1948 that brought the public sector into the limelight. It declares that
a dynamic national policy must be directed to a continuous increase
in production by all possible means, side-by-side with measures to
secure its equitable distribution.

 The growth of public enterprises in India has taken place in two
ways: (a) by nationalizing existing enterprises and (b) by starting new
enterprises.

 Industrial growth in India has, in terms of long-run trend, remained
aligned with the growth rate of gross domestic product (GDP).
According to Economic Survey 2011-12, the long-term average
annual growth of industries comprising mining, manufacturing, and
electricity, during the post-reform period between 1991-2 and 2011-
12, averaged 6.7 per cent as against GDP growth of 6.9 per cent.

 It is pertinent to discuss the role and future of the private sector
against the background of the socialist pattern of society, which is the
declared objective of the government policy in India. The pattern of
socialism that we have envisaged is different from that pursued by
many western countries.

 In the private sector, the enterprise is owned by private persons. In
the sphere of the private sector, there is the corporate sector with
such organizations as public limited companies and private limited
companies.

 Private sector can be divided into the following two parts:

o The organized sector

o The unorganized sector
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 The private sector plays an important supporting role in India’s mixed
economy. Seen in 1948 as complementary to the catalytic, dynamic
and fast expanding public sector, the private sector was nonetheless
accorded due recognition as playing a useful partnership role in
rounding up the economy.

 The radical shift in the government policy has brought the concept of
the joint sector into sharp focus. It is nothing but a form of partnership
between the public sector and the private sector.

 The cooperative sector has emerged as an important sector in our
economic environment. Cooperatives, inspired by the principle of
self-help, are of great importance for the poor people of India.
Cooperatives consist of persons of small means.

 Privatization is only a modern name assigned to the concept of laissez
faire advocated by Adam Smith and other classical economists.
However, in the environment of mixed economy, it has a new
significance. The world economists have adopted it as a tool of new
economic prosperity.

 Earlier private enterprises, which had financial difficulties, were taken
over by the government in most of the countries. Now the policy has
completely changed. Public enterprises, which had financial difficulties,
are transferred to a private agency.

 Signals of the privatization process in India began with certain loosening
of controls in the area of industrial licensing, liberalization of import
control policy, reduction in income and corporate tax rates and the
long-term fiscal policy since 1985.

 Encouragement to entrepreneurship is an extremely important role of
any government which is concerned with the future economic health
of its country. That is why there is a strong relationship between
economic growth and the ease of doing business in a country.

 Sometimes, governments do not play a direct role in business activities.
They play the role of catalysts. They believe in steering rather than
rowing. Government should be a catalyst for the development of business
environment; it cannot compensate or substitute for its absence.

 The government of a country also plays the supportive and competitive
role in the development of business. The primary economic role of
the government is to create an enabling environment where competitive
private activity can flourish.

 Throughout the globe, governments have been engaged in social and
economic regulation of their people’s lives. Economic regulations have
come into focus because such regulations have been associated with
declining productivity rates in several industrialized countries.
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 Fiscal policy refers to the policy in connection with (a) government
spending, (b) taxation and (c) borrowing. The total volume of
expenditure in the community can be increased by the right type of
fiscal policy.

 Though the fiscal techniques were discovered and first made use of
during the depression of the 1930s the techniques are capable of
being applied equally effectively in times of inflation.

 Modern fiscal policy is all about structuring taxation and public
expenditure in order to (1) reduce the fluctuations of trade cycle and
(2) to contribute towards the maintenance of a growing, high-
employment economy free from excessive inflation or deflation.

 Fiscal weapons refer to taxation and expenditure policies. In this
connection, modern economy is blessed with important ‘built-in
stabilizers.’ Without any discretionary action, tax receipts change
automatically when income changes, thereby reducing the size of the
multiplier and serving to wipe out a part of any disturbance.

 The principle weapons of discretionary fiscal policy are (1) varying
public works and other expenditure programmes, (2) varying transfer-
expenditure programmes and (3) varying tax rates cyclically.

 The government has to take a series of initiatives in respect of the
policies relating to the Industrial Licensing, Foreign Investment and
Technology Agreements, Public Sector Policy and MRTP Act.

 Industries licensing policy are  regulated under the Industries
Development Regulation Act 1951.

 The Government has reserved certain items for exclusive manufacture
in the small scale sector. Non-small scale units can undertake the
manufacture of items reserved for small scale sector, only after obtaining
an industrial licence. In such cases, the non-small scale unit is required
to undertake an obligation to export 50% of the production of SSI
reserved items.

 Industrial licence is granted by the Secretarial of Industrial Assistance
(SIA) on the recommendation of the Licensing Committee. For the
purpose, application in the prescribed form (Form FC-IL) accompanied
by a crossed demand draft of `2,500/- may be submitted to PR&C
Section in SIA.

 A deliberate downward adjustment to the value of a country’s currency
relative to another currency, group of currencies or standard is referred
to devaluation. A country resorts to devaluation when it exports fall
short of imports. As a result of devaluation, imports become dearer
and exports cheaper.
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 Devaluating a currency is decided by the government issuing the
currency, and unlike depreciation, is not the result of non-governmental
activities.

 Political intervention may be described as a decision taken by the
government of the host country intended to force a change in the
operations, policies, and strategies of a foreign firm in the interest of
the country.

 Political intervention may affect the marketing-mix functions of a firm
in the host country in several ways. The intervention may be observed
in a host country to the extent of local content law, technology content,
restrictions on the sale of some products, products’ functional range,
design of products, useful life, and adaptability to local conditions,
patent life, local manufacturing and assembling leading to amendment
of product strategies of a foreign firm.

 Developing countries generally intervene directly in the operations of
foreign firms engaged in business, in order to pursue the special
interests of their country. Of the many different forms of political
intervention, expropriation, domestication, exchange control, import
restrictions, market control, tax control, price control, and labour
restrictions are the most common ones.

 It has been observed that many countries exercise restrictions on
foreign exchange in order to discourage the free and flexible operations
of foreign firms. Such strategy may be described as a government
policy evolved to restrict the outflow of domestic currency and establish
a delicate balanced state of payments by controlling the amount of
foreign exchange that can be obtained or held by domestic citizens.

 Import restriction is a type of political intervention that is primarily
intended to support the native industries.

 The government of a country sometimes imposes market control to
prevent foreign companies from competing in certain markets.

 According to a data released by the Reserve Bank of India, Indian
companies invested US$ 1.29 billion in overseas units and joint
ventures in September 2013.

 The total number of PE deals was recorded at 295 during January–
November 2008. The deals were valued at a total value of US
$10.11 billion. Also, 21 PE deals were announced during November
at a total value of US $449 million.

 The foreign investments made by Indian firms abroad show the growth
in the Indian economy and in Indian companies.

 Essar Exploration & Production (EEPL), is the first Indian oil company
to enter Australia by buying two offshore petroleum exploration blocks.
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4.9 Key Words

 Laissez faire: In economics, it implies an environment in which
transactions between private parties are free from state intervention,
including regulations, taxes, tariffs and enforced monopolies.

 Fiscal policy: Fiscal policy refers to the policy in connection with
government spending, taxation and borrowing.

 Fiscal weapons: Fiscal weapons refer to taxation and expenditure
policies.

4.10 Terminal Questions

Short-Answer Questions

1. Distinguish between an organized and unorganized sector.

2. State one shortcoming of the public sector undertaking.

3. Write two favourable factors influencing the private sector.

4. Differentiate between monetary and fiscal policy.

5. What is the significance of the industrial licensing policy?

6. Write a note on devaluation of Indian currency.

7. How are the terms ‘expropriation’, ‘domestication’ and ‘nationalization’
different from each other?

Long-Answer Questions

1. Explain at least four grounds based on which the performance of
public sector can be judged.

2. What are the features of the joint sector undertaking?

3. Write an essay on privatization with special reference to Indian
economy.

4. Discuss various roles of the government in business activities.

5. Explain the salient features of the New Fiscal Policy.

6. How is foreign investment regulated? Discuss in detail.

7. Discuss various business collaborations in light of recent changes.
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4.12 Model Answers to ‘Check Your Progress’

Check Your Progress-1

1. The growth of public enterprises in India has taken place in two
ways:

(a) By nationalizing existing enterprise

(b) By starting new enterprise



262

2. Public sector generates substantial employment opportunities in a
sitution of widespread unemploymnent. There have been two-fold
employment opportunities in the public sector, which are as follows:

(a) Government administration, defence, and other government
services like health, education, research and other activities that
promise economic development.

(b) Economic enterprises owned by the central government and the
state government.

Check Your Progress-2

1. Public sector enterprises contribute to the resources of the central
government by way of dividend, excise duty, custom duty and
corporate teaxes. In this way, the public sector generates resources
for the planned development of the country.

2. The Index of Industrial Production (IIP), released each month, is the
key indicator of industrial performance.

3. Public sector enterprises suffer from a number of shortcomings such
as over-capitilization, underutilization of plant, bureaucratic and
irresponsible management, political interference and wrong personnel
policies and overstaffing.

Check Your Progress-3

1. Private sector can be divided into the following two types:

(a) Unorganized industrial units

(b) Small-scale industrial units

(c) Large-scale industrial units

2. Joint sector is a form of partnershop between the public and private
sector.

3. The main objectives of privatization are as follows:

(i) Improvement of the economic performance of assets

(ii) Depolitiicalization of economic decisions

(iii) Reduction in public outlays, taxes and borrowing requirements

(iv) Promotion of popular capitalism through wider ownership of
assets

(v) Promotion of equity

Check Your Progress-4

1. Modern fiscal policy is all about structuring taxation and public
expenditure in order to (i) reduce the fluctuations of trade cycle; and
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(ii) to contribute towards the maintenance of a growing, high-
employment economy free from excessive inflation or deflation.

2. The term ‘monetary policy’ is used to denote the plicy of the
government regarding money matters.

Check Your Progress-5

1. Following industries require compulsory industrial licence under the
provisions of I (D&R) Act, 1951:

(i) Distillation and brewing of alcoholic drinks

(ii) Cigars and cigarettes of tobacco and manufactured tobacco
substitutes

(iii) Electronic Aerospace and defence equipment

(iv) Industrial explosives, including detonating fuses, safety fuses,
gun powder, nitrocellulose and matches

(v) Hazardous chemicals

o Hydrocyanic acid and its derivatives

o Phosgene and its derivatives

o Isocyanates and di-isocyanates of hydrocarbon, not
elsewhere specified (example: Methyl Isocyanate).

2. Industrial undertakings are free to select the location of their projects.
Industrial licence is, however, required if the proposed location is
within 25 km of standard urban area limits of 23 cities having a
population of one million as per 1991 Census.

Check Your Progress-6

1. A deliberate downward adjustment to the value of a country’s currency
relative to another currency, group of currencies or standard is referred
to as devaluation.

2. Following are the limitations of devaluation:

o Inelastic imports

o Inelastic exports

o Inadequate availability of export goods

o Devaluation by other countries

o Rise in prices of export goods

o Less availability of import substitutes

o Temporary relief
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Check Your Progress-7

1. The effectiveness of a political system is determined in terms of
democrative effectivenss, policy effectiveness and conflict management
effectiveness.

2. A decision taken by the government of a host country intended to
force a change in the operations, policies and strategies of a foreign
firm in the interest of the country is known as political intervention.

3. It is a political intervention that aims to support native industries. They
help the country to encourage domestic industry as a matter of industrial
policy.

4. Political risk assessment is important as it is required for foreign firms
in order to identify the actual situation in various countries, avoiding
any bias.

Check Your Progress-8

1. Indian corporations have been exempted from acquiring the approval
of the central government for ICB in foreign exchange.

2. The Aditya Birla Group has setup operations in several countries
including Australia, Brazil, Canada, Chile, Egypt, Indonesia, Malaysia
and Mexico.
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Unit-5
INTERNATIONAL ENVIRONMENT

Structure

5.0 Objectives
5.1 Introduction
5.2 International Trade Environment

5.2.1 The Human Cultural Environment
5.2.2 Influence on Trade and Investment Patterns
5.2.3 Focus on International Investments
5.2.4 Country Risk

5.3 Trends in World Trade and Problems of Developing Countries
5.3.1 Policy Coherence and Development Strategy to Integrate

with the World Economy
5.3.2 Openness, Integration and National Policy

5.4 International Economic Groupings and Institutions
5.4.1 Role of  International Monetary Fund (IMF) and the

World Bank
5.4.2 World Bank: Mechanisms to Influence Trade
5.4.3 International Monetary Fund
5.4.4 UNCTAD and GSP
5.4.5 GATT
5.4.6 WTO

5.5 Regulatory Institutions Facilitating International Trade:
An Evaluation

5.6 Countertrade
5.6.1 Types of Countertrade
5.6.2 Role of Countertrade in the World Market
5.6.3 Desirability of Countertrade

5.7 Let Us Sum Up
5.8 Key Words
5.9 Terminal Questions

5.10 Suggested Readings
5.11 Model Answers to ‘Check Your Progress’

5.0 Objectives

After going through this unit, you will be able to:

 Explain the concept of an economic system and its influence on the
international business environment

 Describe social, cultural and ethical environments

 Discuss the importance of international finance in the international
business environment
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 Discuss various trends in World Trade

 Explain the significance of the IMF and World Bank

 Discuss the role of GATT, WTO, UNCTAD and GSP in facilitating
international trade

5.1 Introduction

The international business environment includes political, legal, socio-cultural
and ethical environments. The political and legal environments play an important
role in international business. A firm cannot ignore the political situations and
legal formalities existing either at the home or host country if it has to operate
successfully in the international business environment. The socio-cultural and
ethical environments vary in different countries. In order to operate successfully
in international business, managers have to be familiar with the socio-cultural
and ethical environments of the home country as well as that of the host country.

Besides international business environment, you will learn about various
international economic groupings and institutions. Some of the international
institutions that will be dealt with in this unit are WTO, World Bank, IMF
and GATT, among others.

5.2 International Trade Environment

The political environment of a country has a great impact on the operations of
international business units. It is determined by the extent to which various
sections of society, such as individuals, media, businesses and industry have a
say in the affairs of governance. Democracy is a political system in which
either the citizens themselves, or their elected representatives, as in a
parliamentary democracy, take part in policy-making. The type of democracy
a country follows plays an important role in the establishment of a company in
a foreign country. On the other hand, in a totalitarian system, political power is
in the hands of only one individual or party, who implement policies.

An economic system can be defined as the set of principles and
techniques by which a society decides and organizes the ownership and
allocation of different types of economic resources. Economic system is
basically a mechanism which deals with the production, distribution and
consumption of goods and services in a particular society. Economic system
can be classified into following categories:

 Centrally planned economy (CPE): In a CPE, it is a central
authority, in most cases the government, which decides how to
produce and distribute goods and services, usually following a
certain economic or political agenda.
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 Market-based economy: In a market-based economy, it is market
forces that allow businesses and firms to decide how to invest
and produce. This system allows freedom and choice to both
producers and consumers, who then decide on the basis of how
far they can maximize their wealth.

Primary Economic Indicators

When a firm contemplates operating in another country, it has to take note of
a set of primary economic indicators. The host country's primary economic
indicators will enable the firm to determine the following:

 How much demand there is for the proposed product

 How much it will cost to produce the product

 How much can be earned from it

 How efficiently the earnings can be sent back to the home country

Demand, cost, earnings and ease of transfer of profit depend on a
number of variables, such as income and distribution of wealth in a population,
rate of price rise, availability of resources and a skilled workforce, the
industrial and fiscal policies the government implements and the country's
overall strength in terms of foreign exchange, trade and balance of payments.

Income and wealth

A country's income level is best determined by its per capita income. The
World Bank has classified all countries into three groups-low-income,  middle-
income and high-income. Table 5.1 shows the per capita income for the three
groups.

Table 5.1 Per Capita Income Classification for Different Countries

Country Classification Per Capita Income

Low-income Up to $755

Middle-income $756- 9,265

High-income $9,265 or above

A country’s income level has significant implications for firms planning
to do business there as it determines consumer behaviour. Low-income
countries will not be a good market for high-priced goods, and similarly,
consumers in high- or middle-income countries will be choosier about the
quality of a product rather than its price. Multinationals also favour
manufacturing products in low-income countries, due to the easy availability
of cheap labour, and then selling them in high- or middle-income countries.
Distribution of wealth can also determine if there is a market for a particular
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product. Even in a low-income country, if the distribution of wealth is so
uneven that only ten per cent of the population holds sixty per cent of the
wealth, there could be a market for high-priced products.

Price rise

The demand for a product and its cost of production also depends on the rate
of inflation in the country. If the rate of inflation in a country is high, the real
income of its citizens will be low, leading to lower purchasing power. In other
words, you can say that the rate of inflation in a country is inversely proportional
to the purchasing power of the consumers. The rate of inflation in a country
also influences the cost of production. If the rate of inflation is high in a country,
then the cost of production will also be higher.

Workforce and material resources

Cost and convenience of production depends on easy availability of a trained
workforce and material resources. A country with a high level of education
and abundance of raw materials will provide greater human and material
resources than a country that has neither.

Economic and industrial policies

Multinationals prefer countries that have beneficial economic and industrial
policies, such as low taxes and duties, and favourable rates of interest or
credit.

Foreign exchange

As multinationals want to transfer their profits to their home countries, it makes
sense for them to operate in countries that have liberal fiscal policies and a
favourable ratio of export-import, current account balance and GDP, and
current receipt and GDP.

5.2.1 The Human Cultural Environment

The social environment is concerned with the social attitudes and cultural values
of different societies. As attitudes and values form the essence of a society’s
essence, they often drive not only demographic and economic changes but
also political/legal and technological changes. It is a challenge for firms to
understand the meaning of attitudinal and cultural changes in societies across
the globe.

A significant workforce trend in many countries concerns diversity. In
India, a large number of the young population of men and women are
expected to participate in the workforce in 2010. In the US, for example,
76.3 million women are expected to be in the labour force by 2011. In
addition, a large percentage of new entrants into the work-force will be
ethnic minorities. As a result, the workforce will become increasingly diverse.
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In the US, approximately 46 per cent of the workforce is composed
of women. In Sweden, it is 50 per cent; Japan, 41 per cent; and Mexico,
37 per cent. In the US, women hold  17 per cent of the managerial jobs.
In Sweden, 17 per cent are held by women and in Japan, it is only 9.4 per
cent. But in India, this percentage is even lower.

In Japan, many women head businesses, but they are self-employed.
The same is true in the US, but women, excluding those who are self-
employed; head approximately 17 per cent of all US businesses.

In the US, women are paid approximately 76 per cent of the
compensation paid to men. In Sweden, it is 77 per cent; in Japan it is 61.6
per cent; and in Mexico it is 68.2 per cent. Thus, while women have
experienced employment problems in the US, the barriers to their participation
in the workplace in many other countries seem to be greater.

Many women now choose to start their own businesses, as implied
earlier, often because of the frustration in dealing with the glass ceiling (a
subtle barrier to the advancement of women and ethnic minorities in
corporations). In 1982, there were 2.4 million female entrepreneurs in the
US; in 1991, that number exceeded 3 million.

In 1994, women owned 7.7 million businesses, more than one-third
of all US firms. The number of businesses owned by minority women
continues to grow, increasing 153 per cent between 1987 and 1996. The
same trend has been observed in other countries such as Japan.

The number of women in the corporate world who are relocating was
up to 26 per cent in 1996 from 16 per cent in 1993. Many of these women
relocate without their families and thereby lead complex lifestyles while
trying to maintain their family life.

Dorrit J.Bern, for example, has had a significant influence on the
corporation she leads. She is CEO of Charming Shoppes, Inc., which is
headquartered in Philadelphia, but her family lives in Chicago. She maintains
an apartment in Philadelphia from Monday to Friday and a family life in
Chicago on weekends. Her husband is a consultant and has more flexibility
to manage the home and the lives of their three children.

Moreover, the number of single fathers with custody of their children
has increased dramatically to 1.86 million in 1996 from 393,000 in 1970.
There are still more single mothers at 9.86 million, but single-father families
have been growing by 10 per cent annually. Demographers and marketers
are noting this change.

The influx of women and the increasing ethnic and cultural diversity
in the workforce yield exciting challenges and significant opportunities.
Included among these is the need to combine the best of the leadership
styles of both men and women for a firm’s benefit and to identify ways to
facilitate contributions from all the employees of the firm.
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An example of a firm attempting to do this is Avon. Four out of the
eleven members of the board are women, and over 40 per cent of its global
managers are women. Some companies now train women to bring out their
leadership potential. Changes in the structure of the organization and in
management practices are needed to get rid of existing barriers.

Learning to manage diversity in the domestic workforce can increase
a firm’s effectiveness in managing a globally diverse workforce, as it acquires
more international operations. This kind of commitments to promote and
manage diversity enhances a company’s performance.

Organization should have a good understanding of the different cultural
and institutional attributes of global markets in which they operate or hope
to operate. For example, a firm operating in South Korea must understand
the value placed on hierarchical order, formality, self control, and on duty
rather than rights.

Furthermore, Korean ideology places emphasis on communitarianism,
an Asian characteristic. The Korean approach differs from that of Japan and
China with its focus on Inhwa or harmony.

Inhwa is based on respect for hierarchical relationships and obedience
to authority. Alternatively, the approach in China is focused on Guanxi or
personal relationships and in Japan on Wa or group harmony and social
cohesion. The institutional context of Korea suggests primary focus on
centralized planning by the government. The focus on growth by many
South Korean companies is the result of a government policy to promote
economic growth in the country.

The cultural and institutional contexts in which firms must operate in
global markets can be critical. For example, in India, there was a nationalist
campaign which led to the closure of a KFC outlet on grounds of health
after inspection. However, executives of several US food companies blamed
political posturing related to an upcoming election as the reason for the
closure.

Also, those who opposed the opening of KFC were mostly those
who were also lobbying against meat eating. KFC was one of the first
major fast food giants to open a facility in India. Furthermore, it has been
quite successful in Asia with more than 2,200 restaurants operating in that
region. Still, even a firm that has been as successful as KFC must carefully
and thoroughly analyse the institutional and cultural environment of its global
markets.

With the takeover of Hong Kong, China offers potential opportunities
but also threats to a number of firms with domestic headquarters outside its
borders. Moreover, with Hong Kong a part of China, the latter’s growing
economic prowess transforms its firms into potentially significant competitors,
particularly in labour-intensive industries. As a result, firms operating in such
industries worldwide must view the development of Chinese entrepreneurial
operations as an environmental threat.
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Alternatively, firms that can invest in China may be able to take
advantage of the low-cost labour; and China also offers a huge and growing
market for products, as evidenced by the success of Procter and Gamble’s
(P & G) products there. P&G sells approximately 50 per cent of the
shampoo used in China, and its nationwide distribution system may be best
in that country.

P&G owes its success to being an early mover in China, and its
aggressiveness has paid dividends. It has been successful even though its
prices are sometimes 300 per cent  higher than those of the local brands.
The development of the Chinese economy is one that must be analysed
carefully by firms operating in many industries regardless of their home
country.

5.2.2 Influence on Trade and Investment Patterns

‘Culture’ refers to the distinctive way of life of a group of people—their
complete ‘design for living’. Culture seems to be the master concept of American
anthropologists. For ethnologists, folklorists, anthropological linguists, archaeo-
logists and social anthropologists, culture is always a point of departure or a
point of reference if not invariably the point of emphasis.1

Culture consists of patterns, explicit and implicit, of and for behaviour
acquired and transmitted by symbols, constituting the distinctive achievement
of human groups, including their embodiment in artifacts; the essential core
of culture consists of traditional (i.e., historically derived and selected) ideas
and especially their attached values; culture systems may, on one hand, be
considered as products of action, on the other, as conditioning elements in
a future action.2 Culture has many complex dimensions to define in simple
terms. It seems that each anthropologist has defined culture from his own
perspective. However, certain anthropological thinkers had agreed on
fundamentals, as may be seen from the description provided by Hoebel3 –
‘Culture is the integrated sum total of learned behavioural traits that are
shared by members of a society.’ Culture may be described in reference to
three basic concepts. First, culture is a total pattern of behaviour that is
consistent and compatible in its components. It is not a collection of random
behaviours, but behaviours that are related and integrated. Second, it is a
learned behaviour and not biologically transmitted. It depends on environment,
not heredity. It can be called the man-made part of our environment. Third,
culture may be manifested in the behaviour that is shared by a group of
people or a society. It can be considered as the distinctive way of life of
a people. Accordingly, a marketing manager of an international firm is
supposed to be familiar with the reference groups, social class, consumption
systems, family structure and decision-making, adoption and diffusion, market
segmentation, and consumer behaviour in order to understand the cultural
environment in the host country.
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Cultural Factors Affecting International Business

Some of the factors that affect international business, culturally, are:

 Technology and material culture

 Language

 Aesthetics

 Education

 Religion

 Perceptions and Attitudes

 Social Values and Life Style (VALS)

 Social organization

 Political life

Market integration lets consumers purchase goods from all over the
world in their local shops and supermarkets. Not only do local businesses
have to compete with these foreign goods on home ground, they also have
new opportunities to develop their export markets by selling in a multitude
of other countries. Cultural goods and services are also affected by these
new patterns of production, consumption and trade. Cultural markets are
increasingly going global as may be observed by the trends in cultural goods
trade in the post-1980 period across countries in different regions.  With
widespread consumption of cultural products and services across the world,
production itself tends to concentrate. This gives rise to an oligopolistic
market possessing an asymmetric structure. The impact of this market profile
is unknown. However, we are aware that a large share of the cultural
products circulating in most countries are produced elsewhere. We however,
know little about the effect of this global cultural market on governments
citizens, businesses and audiences. In the past few years, interest in culture
has grown due to globalization, regional integration processes and cultures
claiming their right to express themselves – all this in a context where
cultural industries are progressively taking over traditional forms of creation
and dissemination and bringing about changes in cultural practices. The issue
of ‘culture and trade’ has now acquired strategic significance. Cultural goods
and services convey and construct cultural values, produce and reproduce
cultural identity and contribute to social cohesion; at the same time, they
constitute a key free factor of production in the new knowledge economy.
Culture is an essential dimension of business development. Business solutions
should be designed for local traditions and institutions and should employ
local expertise and knowledge. The international company entering the host
country should ensure that people, their cultures and society, and their
organizations and institutions are taken into account in formulating business



275

goals and operational strategies. Such development coordination with local
culture improves the lives of people, especially the poor, and builds the
social capital for a company to sustain long in the host country.

Culture contributes to core business development objectives by:

 Providing new opportunities for local communities to share skills
and generate incomes from their own cultural knowledge;

 Catalysing local-level development through communities using their
diverse social, cultural and economic resources;

 Conserving and generating revenues from existing assets, that is,
reviving city centres, conserving natural resources and generating
sustainable tourism revenues;

 Strengthening social capital by providing marginalized groups a
basis to pursue activities that enhance their self respect and efficacy,
and to strengthen respect for diversity and social inclusion; and

 Diversifing strategies of human development and capacity building
for knowledge-based dynamic societies e.g., through support to
local publishing, library and museum services.

Depending on the context, cultural industries4  may also be referred
to as ‘creative industries’, ‘sunrise’ or ‘future-oriented industries’ in the
jargon of economics, or content industries in technological jargon. The
notion of cultural industries generally includes printing, publishing and
multimedia, audio-visual, phonographic and cinematographic productions,
as well as crafts and design. For some countries, this concept also includes
architecture, visual and performing arts, sports, manufacturing of musical
instruments, advertising and cultural tourism. Cultural industries add value to
content and generate values for individuals and societies. They are knowledge
and labour-intensive, create employment and wealth, nurture creativity – the
‘raw material’ they are made from – and foster innovation in production and
commercialization processes. At the same time, cultural industries are central
in promoting and maintaining cultural diversity and in ensuring democratic
access to culture. This two-fold nature – both cultural and economic –
builds up a distinctive profile for cultural industries.

Cultural Variables and International Business Environment

Culture may be understood as the underlying value framework that governs
individual and group behaviour. It is seen in the perceptions of individuals
in events, personal exchanges, and in the selection of appropriate responses
in social situations. Culture often manifests itself in learned behaviour, as
individuals age and begin to understand what culture required them to do.
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Material culture

Material culture such as tools and artifacts – the material or physical objects –
in a society, excluding the physical objects found in nature unless they undergo
some technological procedure is seen all around us. A tree, for instance is not
part of a culture, but the Christmas tree is, and so is an orchid. Technology
refers to the techniques or methods of making and using those things. Technology
and material culture are related to the way a society organizes its economic
activities. The term ‘technology gap’ refers to differences in two socie-ties’
ability to create, design, and use things. The level of technology in a cultural
environment manifests in many ways including the societal response to
technology diffusion, perceived use value of the technological appliances and
rate of adaptation.5 This may be explained in terms of sophisticated electric
kitchen appliances, cutters, can openers and fry pans are acceptable largely in
the developed countries unlike India where they are less attainable and probably
unwanted as disposable income is spent more meaningfully on better houses,
clothing, or food. Such concepts as preventive maintenance are foreign in
many low-technology cultures. In the United States, Japan, Germany and
other developed countries with high levels of technology, the general population
has a broad level of technical understanding that allows them to adapt and
learn new technology more easily than populations with lower levels of
technology. Simple repairs, preventive maintenance, and a general
understanding of technological processes constitute a high level of technology.
Material culture impacts the level of demand, the quality of goods and types of
products demanded, their functional features, their means of production and
distribution. Culture directly influences consumers with reference to what they
understand, analyze and adapt. This interpretation of culture is useful for global
marketing managers. It suggests that culture is significant in how managers
make decision, and less to do with what their decisions should be. Culture
influences the way strategies are in formulation. Countries with large populations
such as India, China, Russia, and the United States are really multicultural,
meaning that they contain a wide variety of cultures within their borders. The
same goes for some smaller nations, such as Belgium, Canada, South Africa,
and former Yugoslavia. In other cases, several countries can be seen as one
cultural grouping such as the Scandinavian countries (Denmark, Norway,
Finland and Sweden) and Latin American countries (Mexico,Venezuela,
Colombia, Ecuador, but not necessarily Brazil).

Language

Language is an important cultural tool for effectively conducting international
business in the host countries. Language has a deep-rooted sentiment in
people. It is just not a spoken word, but also symbolic communication of
time, space, things, friendship, and agreements. The language people speak
is part of the culture in which they are raised. Therefore, the language used
in all marketing communications, including advertising, public relations, and
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general communications, should reflect the unique cultural expressions and
values of the target locale. Non-verbal communication occurs through gestures,
expressions, and other body movements. The language in business should
be regarded to offer the most appropriate sense of communication and
should not be literally translated into the other language.

Some examples may be illustrated such as the phrase, body by Fisher. If
translated literally into Flemish language spoken widely in Belgium, the
Netherlands and Luxemburg (Benelux) countries, it conveys the meaning
corpse by Fisher. Similarly, the Nova model of the car of General Motors
means it does not go in Spanish and it has been difficult for the company
to position this brand in the Latin American market. Another relevant example
in this context is of Olympia’s Roto photocopier machines, which did not
sell well in Latin America because roto refers to the lowest class in Chile
and the word roto stands for broken in Spanish. English language differs so
much from one English-speaking country to another that sometimes the
same word means something entirely opposite in a different culture. Table
the report in the US means postponement; in England and India it means
bring the matter for discussion. Gerber, the name of the famous baby
food maker, means to throw up, spew or vomit in French. It becomes a
problem when the firm goes global and gets trapped in the language conflict
that hinders the brand positioning in the host country. Therefore, Gerber is
not in France, and although Gerber has a French-Canadian web page, that
delineates Les aliments pour bébés Gerber ne sont disponibles pour
l’instant qu’aux États-Unis6  which means the food for Gerber babies is
available for the moment only to the United States. The literal translations
of some of the sports analogies that are frequently used in American and
European cultures and terms like ‘a ball park figure’ or ‘give it your best
shot’ may cause confusion and even problems in other languages.

Develop concept development
Cultural convergence
Translation planning

Produce market
communication in the

language of host country

Fig. 5.1 Model of Market Voice Conversion

Marketing activities are highly dependent on communication particularly
in developing localized advertising, branding, packaging, personal selling,
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and conducting marketing research. The management of the company should
speak the same language as its various consumers if they are to reach the
market extensively and penetrate the segments intensively. In each of its
foreign markets, the company must communicate with several audiences
including its workers, managers, customers, suppliers, and the government.
Each of these audiences may have a distinctive communication style within
the language common to all. The number of language areas the firm operates
is approximates the number of countries it is selling in. Any advantage
gained by the fact that one language may be used in more than one country
is partly offset by the fact that in many countries, more than one language
is necessary.

Language differences can affect all sorts of business dealings, contracts,
negotiations, advertising, and labelling. International marketing communication
managers must keep facing difficulties of localizing their messages for multiple
audiences speaking and understanding different languages and possessing
diverse cultures. In an age of growing globalization, international companies
cannot ignore the localizing of their messages to ensure consistency.
Companies are not solely dependent on the traditional word-for-word
approaches to translation. Multinational companies should operate through
the various links available in the markets as cultural bridges in many countries.
For example, in countries where the firm is operating through a distributor,
the distributor may act as the bridge between the firm and its local market.
In advertising, the firm can rely on a local advertising agency. Agency
personnel, like the distributor, probably speak the advertising manager’s
language—especially if the firm communicates principally in English. The
Netherlands firm Philips uses English as the official company language; even
though its native language is Dutch in view of its global operations. Figure
2.1 exhibits the model of market voice conversion that may be practised by
multinational firms to develop customized marketing communication fit to the
cultural environment of the host country. However, language is one of the
most difficult cultural elements to master unless a strong social and cultural
empathy is developed towards the activities of the company, and towards
business and corporate social responsibility.

Understanding the elements of culture as well as the cultural differences
or similarities of target audiences empowers marketing professionals to realize
that one universal message whether verbal or visual, can never reach a
global audience. A single global culture consisting of people with identical
values does not exist, even within a country. Differences in learning and
thought processes affect the manner in which people process information,
as demonstrated in their innate responses to marketing communications.
Audiences differ in the way they perceive and value concepts of time,
space, money, relationships, power, risk, and even the protocols of gender
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roles. While attempting to customize communications with cultural differences
in mind, it is essential to recognize the cultural similarities. As much as
localization vendors like to overemphasize ‘extreme customization’, cultural
similarities are found to be well embedded in the core values of product and
service offerings. Culture is an omnipresent evolution of social behaviours
that continually transforms over not merely spatial and temporal subgroups
but also demographic subgroups. This is a different concept than tradition,
which does not change but may have an influence on societal behaviours.
False assumptions are often created owing to emphasis on tradition instead
of culture. This results in a negative connotation for the marketing attempt.

Social Institutions

Social institutions play a significant role in nurturing the cultural heritage,
which is reflected in individual behaviour. Institutions such as family, the
media’ education, and political structures affect the manner in which people
relate to one another, arrange/structure their activities to live in harmony with
one another, teach acceptable behaviour to succeeding generations, and
govern themselves. The status of gender in society, the family, social classes,
group behaviour, age groups, and how societies define decency and civility
are understood or interpreted different ways within every culture. Social
institutions imply a system of regulatory rules or norms of governing actions
in pursuit of immediate ends in terms of whether they conform to the ultimate
common value system of a community. They comprise the underlying norms
and values make up the common value system of a society. Institutions are
intimately related to and derived from the value attitudes common to members
of a community. This establishes institutions as primarily moral phenomena,
which leads to enforce individual decisions on all human needs including
economic and business-related issues. The main means for enforcing norms
is moral authority. An individual obeys the norm because he believes that it
is good for its own sake.

Social interactions establish the roles that people play in a society and
their authority/responsibility patterns. These roles and patterns are supported
by society’s institutional framework, which includes, for example, education
and marriage. Consider the traditional marriage of an Indian woman which
is typically arranged by the parents. The social role assigned to women is
to abide by the norms of the society and culture therein and yield to social
pressures. Social roles are extensively established by culture. For example,
a woman can be a wife, a mother, a community leader, and/or an employee.
However, what role is preferred in different situations is culture-bound.
Most Swiss women consider household work as their primary role, and that
makes them procure modern gadgets and machines. The recent concern of
society on organic products has prompted a new thought process on green
consumerism. The research on recent buyers of green products and empirical
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evidence leads to the belief that educated women consumers are most
receptive to environmentally oriented marketing appeals. These women are
aged between 30–44, with $30,000-plus household incomes in the US. It
has been observed that women consumers are at the forefront of green
purchasing and contribute considerable share in consumption of green
products. It might sound sexist but they take care of most of the shopping
they may yet exhibit a natural maternal consideration for the health and
welfare of the next generation. In conventional marketing, demographics are
often a key determinant of intent to buy specific products. But in green
marketing, what seem to determine willingness to purchase environmentally
conscious products—more than demographics or even levels of concern for
a specific environmental issue—are consumers’ feelings of being able to act
on these issues, or empowerment.7

Aesthetics

Aesthetics may be described as a set of creative ideas embedded in culture
concerning the sensory appeals of the people towards beauty, arts and
taste. Since actions or behaviour can be said to have beauty beyond sensory
appeal, aesthetics and ethics often overlap to the degree that this impression
is embodied in a moral or ethical code. A value system, which is the
prioritization of the values held by an individual or group in a society, forms
the basis of moral code. Such dimensions are reflected in consumer behaviour.
In conservative societies in Asia, such as Japan and India, any communication
or art that exposes women is not socially accepted, despite the aesthetic
standpoint of the critics. In some cultures, the relationship between moral
and legal codes is often one and the same. Moral codes drive personal
conduct. Aesthetics include the arts, drama, music, folk culture, and
architecture prevalent in a society and these convey its concept of beauty
and modes of expression. In different societies colours have different
meanings across countries. In western societies, wedding gowns are usually
white, but in Asia, white symbolizes peace or sorrow. The aesthetic values
of a society show in the design, styles, colours, expressions, symbols,
movements, emotions, and postures valued and preferred in a particular
culture. These attributes have an impact on the design and promotion of
different products. In many situations the symbolic expressions of
communication have greater appeal than the actual words, and people respond
accordingly. Therefore, an international businessperson must understand
nonverbal cultural differences to avoid communicating the wrong message.

Respecting employees’ religious beliefs
Any human activity, and that includes business, conducted under the guidelines
of one of the major religions will work better because the essence of business
is trust and religion teaches trust. Trust means an honest day’s work for an
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honest day’s pay, a tough but fair dealing, and transparancy without hidden
agendas. Above all, trust means truth that is an outgrowth of religious sentiments
in a society or an individual. The relationship between business and religion
truly poses a self-challenge. There is a sense that we must improve the
fundamental actions of business in a global setting at the moment. Capitalism
looks like it has won the day, but if it suffers from some kind of moral bankruptcy,
it is not going to last.8Although religion is an eternal driving force for various
segments of society, there also exist ideological conflicts in the streams of
religion. Corrigan9found that for the Protestants, the expression of emotion
was a matter of transactions. They saw emotion as a commodity, and
conceptualized relations between people, and between individuals and God,
as transactions of emotion governed by contract. Religion became a business
relationship with God, with prayer as its legal tender. By entering this
relationship, they were conducting the ‘business of the heart.’ This innovative
study shows that the revival – with itscommodification of emotional experience
– became an occasion for white Protestants to underscore differences between
themselves and others. The display of emotion was a primary indicator of
membership in the Protestant majority, as much as language, skin colour, or
dress style.

Mary Kay Inc. operates on the Go-Give philosophy.10 All you send
into the lives of others does come back into your own. All consultants and
sales directors share their experiences with and guide new team members
until each reaches her potential. When illness or emergency keeps someone
from a scheduled skincare class, it is not unusual to have some help from
others. ‘In business for yourself but not alone,’ is a Mary Kay Ash philosophy
that guides the independent sales force. Mary Kay skincare is taught, not
sold. Rather than approach customers with ‘dollar signs in their eyes,’
consultants operate with the goal of helping women achieve positive self-
image and of leaving the customer feeling better about herself. Mary Kay
Ash says, ‘Ours is a business where selling results from a truly one-on-one
personal relationship.’ According to her, a career is not considered an end
in itself, but a means to an end; to personal fulfillment, family comfort and
harmony; to a balanced life; to self-expression. Hence, the business philosophy
of Mary Kay Inc. has been centred on the religion that reveals ‘God is first,
family second and third is the career.’

As workplace diversity has gained attention inside companies, it has
taken on ever-growing dimensions. Among those dimensions is a relatively
recent focus on religion—specifically, on how companies and employees
are developing policies and practices that respect and accommodate
employees’ beliefs and practices in a way that does not undermine a
company’s ability to conduct business. The need for companies to address
this issue has never been greater. The globalization of companies, shifting
immigration patterns, the need to hire workers from more diverse
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backgrounds, and a renewed spiritual awakening among some segments of
the population have combined to put religion on the front burner of many
businesses. Some companies have recognized that there are benefits to
policies and practices that support and encourage employees to participate
in and express their religious convictions. The global manufacturing principles
of Mattel Inc.,11 the largest toy manufacturing company of United States of
America, enforce nondiscrimination practices and promote understanding of
religious freedoms. The company respects not only the cultural, ethical, and
philosophical differences of the various countries in which it operates, but
also the needs of distinct employee groups within its manufacturing facilities.
For example, at its die-cast plant in Penang, Malaysia, a country recognized
as one of the most ethnically diverse in the world, Mattel has provided a
Hindu shrine, a Buddhist shrine, and a mosque to address varying prayer
needs of its employees. Mattel also operates two plants in Indonesia, employs
approximately 10,000 people, of whom Muslims constitute about 90 per
cent of the total strength. When developing a collective labour agreement on
behalf of the employees in 1996, an employee-elected committee was
established to determine policies that would best accommodate religious
practices. These included two prayer rooms, one each for men and women,
flexible schedules to accommodate Friday prayers, and Muslim-sensitive
menus in company cafeterias. During the fasting month, employees who fast
during their shift are entitled to make other arrangements for their meals. In
addition to recognizing all state holidays, workers are given paid leave for
religious activities and state obligations, with written proof from appropriate
institutions. In addition, Muslim employees with three years of service at
Mattel are permitted to make a pilgrimage to Mecca, entitling them to 45
days leave of absence with full pay.12

Religion affects patterns of living in various other ways. It establishes
authority relationships, an individual’s duties and responsibilities in all stages
of life and the sanctity of different acts such as honesty, truthful communication
and the like. Religious feelings also guide consumer behaviour in many
countries like Hinduism prohibits the consumption of beef and reveres the
cow as a sacred animal, and the Catholic Church officially continues to
prohibit the use of birth control devices. In general, religion and faith inevitably
motivate people and their customs in numerous ways. The impact of religion
is continuous and profound in societal and individual behaviour. Consequently,
international firms must be sensitive to the religious principles of each host
country.

Cultural influence on marketing mix

Culture influences many aspects of the marketing-mix in the host country.
An inter- national firm makes its market-oriented decisions in reference to
the various customer perspectives that are determined by customer lifestyles
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and behaviour patterns. Cultural aspects largely affect the products that
people buy, the attributes they value, and the referrals that govern their
buying decisions. It is observed that a person’s perspectives or resources,
problems, and opportunities are generated and conditioned by cultural values
to a considerable extent. Culture creates the system of communication among
consumers about acceptance and rejection of the products and services,
say in regard to food. Italian cultural influence in global markets plays an
important role for the creation or expansion of markets for Italian products.
One example is a collaboration project between the Italian government and
the Japanese government called the ‘Italian Year in Japan, 2001’.Utilizing
this event, Italy succeeded in generating a sophisticated brand image in the
Japanese market. An important part of this event was the generation of a
network system through the Internet. Information about Italian technological
products like automobiles and cultural products like paintings were distributed
to members of the network.13

Cultural pressures easily overrule physiological necessities, making it
impossible for an individual from one culture to predict the preferences of
another culture. The American fast-food is not easily accepted in all the
countries as the taste, food habits and preferences vary widely. McDonald’s
considered the following cultural issues during its entry into the Indian fast-
food market:

 Indian market has 70 per cent vegetarian food preferences

 A repugnance to either beef or pork among the minority meat
eaters

 A hostility to frozen meat and fish

 The general Indian taste towards spicy food

In order to provide maximum satisfaction to the Indian consumer
towards tastes and choice of food, McDonald’s had to develop innovative
marketing strategies rather than just provide burgers with American standards.
Accordingly, the company serves vege-tarian burgers as well as chicken
and fish burgers, and makes sure that vegetarian burgers are cooked in a
separate area in the kitchen using separate utensils that can be inspected by
the consumer on demand. Cultural diversity is a major issue in American
eating. To fully understand the impact cultures play in American nutrition,
one must study both food and culture. However, given the nature of the
variations that exist in each cultural group in reference to socio-economic
status, religion, age, education, social class, location, duration of stay in the
United States, and location of origin, one cannot generalize or imply that
these characteristics apply to all individuals of a cultural group.

Over and above the French fries beef controversy of the past, Big
Mac’s Indian plans seem to be proceeding as scheduled. The quick service
chain was to achieve its target of breaking even on operations by December



284

2003, and expand to 80 outlets the same year. Investments in McDonald’s
India Pvt. Ltd. (MIPL), the wholly-owned subsidiary of US-based fast-
food giant McDonald’s Corporation, are expected to be doubled, from the
US $90 million already pumped in, toUS $180 million by 2005. Fresh
investments would take care of expansion of McDonald’s India’s supply
chain, refurbishing its cold chain, and setting up more outlets in the country.
Investments per outlet average US $550 thousand, which include cost of
leasehold equipment, signage, seating arrangement and decor. While in North
India, McDonald’s restaurants are owned and managed by Connaught Plaza
Restaurants, in the Western region its operations are managed by Hardcastle
Restaurants Pvt. Ltd. While the average seating space per Mac outlet is
designed to accommodate about 150 people, the chain has had to increase
seating in at least four outlets in New Delhi alone. Walk-ins at the 38
McDonald’s restaurants now average more than 4,000 people per outlet
per day. Growth in terms of outlet transactions has been on a consecutive
upswing, growing 15 per cent year-on-year over the last four years. The
new outlets will be a combination of highway restaurants, outlets at railway
stations, at shopping malls and cine complexes, besides at residential areas
with significant footfalls. McDonald’s India has also won the tender for
setting up an outlet each at railway stations in Mumbai and Jaipur. Meanwhile,
McDonald’s has begun testing a range of Nestle products, including Nestle
iced tea and coffee, sauces and food toppings at select outlets. A tie-up with
Nestle India could happen later this year. The tie-ups between McDonald’s
Corporation and Nestle SA already exist in some international markets.
McDonald’s India has a tie-up with Coca-Cola for cold beverages. While
the soft drink major’s carbonated beverages are served at McDonald’s,
Coca-Cola’s Georgia tea is also being tested at a few outlets.14

The art of giving

Giving gifts is an essential part of the business culture in Japan that symbolizes
the strength of relationship to the Japanese. Giving and receiving gifts are
part of everyday life and can range from the small and insignificant to the
truly impressive and it should not be mistaken as an unethical practice or as
a bribe. The businesspersons may like to take lots of gifts – crystal, special
whisky, interesting desk accessories, water colours or handcrafted items for
display. However, the quality and the presentation of the gift to Japanese
executive matters to realize the strength of the relationship. On the contrary,
it is not usually part of business culture in Belgium to either give or receive
gifts during the negotiation process. If any executive wishes to give a present
to a particularly close business associate, for example on closure of a deal,
he may do it without including a business card with it, the gift may be a
flower basket or anything featuring the company logo. International executives
need to be cautious while choosing appropriate flowers. For example, sending
chrysanthemums (especially white ones) in Belgium and elsewhere in Europe
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should be avoided since they are mainly used for funerals. In Europe, it is
also considered bad luck to present an even number of flowers. Beware of
white flowers in Japan, where they are associated with death.15

Attributes of a product

During the last two decades of the twentieth century, numerous barriers to
international trade were brought down and many firms began pursuing global
strategies to gain cultural advantage. However, benefits to some industries
from globalization is more than others. Some nations have a comparative
advantage over other nations in certain industries. To create a successful
global strategy, managers must first understand the nature of socio-cultural
dynamics in the host country. A product that has been highly profitable in
a country may not achieve the same success elsewhere, because the product
attributes desired in one country may not be desired by consumers of
another country. The Campbell Soup Company found out the hard way that
the condensed soups so popular and acceptable in the US were not liked
in England. Another good example is the Barbie doll of Mattel Inc. with
reference to cultural adaptation. In India, Barbie doll ran into a slightly
different problem. In a conservative country like India, the concept of a
boyfriend was unacceptable, so Ken did not accompany her. However,
since brothers and sisters in India are much closer than they are in Western
societies, the Mattel Inc. company has created Mark as Barbie’s brother
for the Indian market.

Consumers’ experience of brands is an emotional experience and, not
through individual communications, i.e., advertising, packaging, online presence
or promotions, but in their totality. In every country there is a ‘culture
screen,’ which gives shape to the determinants of the consumer behaviour
of its members. International marketing must be more multi-local than global
and the differences in international markets are more critical than the
similarities. In other words, one size fits all will not work in most cases.
Hence, marketing strategies must be tailored according to the targeted
culture.

The determinants of price

The price that a customer is willing to pay for a product may depend largely
on its perceived use value than its actual value. Since in developing countries
the value of any imported good from a western country is perceived as
much higher than that of domestic products, the price of such products is
often inflated in the developing countries. It may happen sometimes that an
Indian tourist may buy a casual wear from Marks and Spencer’s during his
trip to England and later upon close examination may find the label ‘Made
in India’ on it. What had seemed a reasonable price for a British product
was too high for a domestic one. In such circumstances, the perceived value
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associated with the product as guided by the cultural issues determines the
acceptable price and not an actual value of the product. On the contrary,
the label ‘Made in England’ may be regarded by French consumers as
promising more luxurious and more inventive products than ‘Made in the
USA’ On the other hand, ‘Made in Germany’ products have greater perceived
value for Americans than for French consumers.

Place

In Mexico, Sears Reobuck SA has done two things differently in order to
respond to pride aspects in the local culture. The Company buys over 90
per cent of its items from national manufacturers and also carries the national
brands of USA made in Mexico to cater to the premium consumer segment
who like to use the US brands to distinguish their status from the locals. In
some countries, like India, where women enjoy buying household appliances,
they prefer to attend to the direct sales which vary from high technology
products like electric water filters to small kitchen appliances. To purchase
or from the comfort of one’s home is the root culture of the direct-selling
industry. The sellers visit people’s homes by appointment to display products
and demonstrate their working. Customers invite family and friends to witness
the demonstration. Eureka Forbes, the Rs 390-crore direct-selling company,
is enhancing its range of vacuum cleaners with the introduction of new sub-
brands and models under its Euroclean brand in the Indian market. The
company has a potential of reaching out to 20 million families compared to
the 200 thousand households at present. Hoping for a growth of 20 per
cent, Eureka Forbes plans to post a turnover of US $100 million during
2003. Eureka Forbes is a 40:60 partnership joint venture between Electrolux
of Sweden and the Forbes Group. The company also makes electronic
security systems and air purifiers, for which it has brands in both the direct
selling and dealer segments. Channels of distribution largely function under
the influence of local culture and may need to be adjusted to the local socio-
cultural conditions. Mary Kay Cosmetics uses door-to-door and other direct-
selling methods in the US with great success. Americans appreciate the
opportunity to make buying decisions in the privacy of their homes or
workplaces. Such arrangements, however, did not work abroad. For instance,
Mexican women considered calls by beauty consultants of Mary Kay
Cosmetics as an intrusion on their privacy and safety, and the representatives
felt uncomfortable as well. The Body Shop, Canada has developed fair
trade relationships with local communities since the late 1980s. The company
identifies this as a community trade. These small communities, often in
remote areas, do not usually have the chance to sell their products to global
companies such as The Body Shop. The company buys accessories and
natural ingredients such as cocoa beans, sesame oil and shea butter from
them at a fair price. As a result, the community trade suppliers work
together to meet their communities’ goals and have more control over their
futures.
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Promotion of products

Promotion practices, particularly advertising, are perhaps most susceptible to
cultural errors. Examples abound where advertising copy and design were
culturally repugnant and therefore totally ineffective. In Thailand, the Warner-
Lambert Company used its US ad for Listerine showing a boy and a girl being
affectionate with each other. Since the boy-girl relationship shown was ultra-
modern and hence against the cultural norms of Thailand’s conservative society
it did not go down well. A slight modification—two girls talking about Listerine—
had a positive effect on sales. Localization of international advertising campaigns
is done by adapting the company’s communication to the local environment of
the host nations targeted by the campaign. The localization of communication
should adhere to the socio-cultural norms of the host country including the
local religious seculiarities, customs, social and commercial habits, rules of
conduct and ethical norms. Over the past twenty years, along with women’s
salaries and purchasing power the percentage of advertisements objectifying
men have also increased. A global brand may possess a stronghold in its home
market, strength across other geographies, address similar needs worldwide
and show consistent positioning where the consumers value the cultural issues
and identify the corporate brand within its purview. This statement can be
discussed further, linking the product with universal human emotions and needs,
being consistent over time and refresh its appeal through cultural events like
sports and using powerful symbols or icons. Marlboro has shifted from the
cowboy campaign for marketing their cigarettes in many nations and switced
to the Formula-1 driver as it was felt that it embodies the same theme of the
independent hero as the cowboy. It was also found to be more suitable to
certain parts of the globe for a variety of cultural reasons.

It has been observed that the largest share of commercials tend to be
of Spanish language advertising programmes among the Hispanic population
in the United States of America. Since consumers in spain are relatively
recent immigrants, the Hispanic consumers rely on advertising to assist their
buying decisions. These consumers perceive Spanish language advertising
as information that can be used to make sense of the wide array of goods
they are faced with. Since not many brands have decided to concentrate on
the Spanish language market, those who show some interest stand to gain.
In addition to advertising, tradition from Latin American countries also affects
brand preferences. Even after immigrating to the US, many Hispanic
consumers continue to be loyal to the brands they were used to in their
countries of origin. Colgate is one of the best examples. It is the traditional
toothpaste par excellence in many Latin American countries. Colgate red or
Colgate rojo, gets a boost from Spanish language advertising in the US,
and is therefore able to maintain and reinforce the tradition it established in
the past.
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Business Operations within Cultural Limits

It is necessary for a marketer to remember that self-referencing can be
misleading while interpreting various cultural manifestations in different countries.
Self-referencing Criterion (SRC) may be described as a process by which
judgements on others are formed. It involves judging others’ behaviour against
antecedents and experiences that are weighed on a preconceived platform of
thinking. Before framing perceptions and conclusions, it is advisable to check
with people who are familiar with the culture of the host country. However, the
bottom line is that an international marketer should learn about the culture—
ignoring the first impressions or preconceptions—and playing down self-
referencing in favour of more objective information. Cultural adaptation refers
to the making of business decisions appropriate to the cultural traits of the
society. In other words, decision makers must ensure that native customs and
conditions, and taboos do not constrain the implementation of the marketing
plan.

The high versus low context distinction and silent languages describing
the non-verbal communication elements, provide useful clues by which to
think about various cultures. The study of IBM employees around the globe
conducted by Hofstede in 1980 is a much more systematic assessment of
cultures across countries.16 Although there have been significant cultural
shifts since the study was done, cultures have changed less—and judging
from recent events in Eastern Europe and Russia, ethnicity and cultural roots
are stronger than ever. According to Hofstede’s paradigm of cultural
influences, countries can be classified along four basic cultural dimensions.
The first cultural dimension is individualism versus collectivism as revealed
by Hofstede’s study. In a collective society, the identity and worth of the
individual is rooted in the social system, less on individual achievement. A
second dimension is high versus low power distance, which exhibits that
high power distance societies tend to be less egalitarian, while democratic
countries exhibit low power distance. The third dimension is the masculine
versus feminine equation that captures the degree to which a culture is
dominated by assertive males rather than nurturing females and their
corresponding values. The final dimension describes weak versus strong
risk avoidance rates in various countries, leading to different levels of risk
tolerance or risk aversion criteria.

In general, culture defines a set of acceptable and unacceptable
behaviours within the social norms. Individuals act according to these
behavioural norms while managers learn how to do business. These are the
processes of enculturation and socialization. They determine how individuals
behave as consumers in the marketplace, how demanding they are, how
they voice complaints, how managers approach subordinates and peers,
and so forth. In course of time, individuals become skilled in exhibiting
acceptable behaviours and identifying the unacceptable behaviours to be
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less risk averse. An American marketer will be able to briefly present his or
her point of view, while the Japanese counterpart will be a good listener. But
going beyond one’s accustomed norms is hard to do. Acceptable behaviour
in the business firm is usually a reflection of acceptable behaviour in society,
especially if the company is large. In multinational companies, employees
cannot know each other personally and thus have to rely on more arm’s-
length relationships based on the general culture of the company that may
be stated as corporate culture. Regional business houses which are relatively
smaller in size than multinational companies may be less orthodox, with an
organizational culture that is cultivated, unique and different to those of the
larger societies. Relationship-building is a prerequisite for an international
firm to achieve success in business. The manager of an international firm
should ask the sales representative of his company as to how many new
relationships were built and if the employee had participated in the local
culture, before evaluating his performance at the end of the day of business.
The manager may then seek the impressions of his local colleagues to
determine how well the expatriate was working out in their country.

The urban and ethnic marketing strategy requires an understanding of
in-culture nuances and lifestyles of the marketing segment that a business is
trying to reach.   While urban marketing is employed to reach Hispanic,
Latino, Asian American, and African American markets because of
demographic clustering of these subcultures in metropolitan areas, it is also
used to reach certain niche markets best found in urban environments.  Urban
and ethnic marketing strategies integrate consumer marketing solutions
including Internet and technology aspects within the cultural environment of
the host country. An international marketer should evaluate the psychographic
and demographic profiles that indicate the target market of urban and ethnic
groups. The firm may choose to provide the marketing communication to
the target segments close to their lifestyle. The General Motors (GM)
Company has made significant contributions to the cultural event titled
‘America on the Move’ exhibited at Smithsonian’s National Museum of
American History. GM is probably the largest single donor to have
contributed to a cultural group. This promotional strategy won the car
company naming rights and a prominent place in all promotions.17 However,
museum curators insist that the car company had no influence on content;
there had been accusations that the exhibit was a commercial for GM.

Check Your Progress - 1

1. Why is management of diversity significant?

2. Define the term ‘culture’.
3. State the three basic concepts of culture.
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5.2.3 Focus on International Investments

Multinational enterprises form a significant part of the international economy.
They bring advantages to the home and host nations through international
direct investment, in the form of productive capital, managerial and
technological knowledge, job creation and tax revenues. The investment
objectives of a multinational company should:

 Ensure that the operations of enterprises are in harmony with
government policies;

 Strengthen the basis of mutual confidence between enterprises and
the societies in which they operate;

 Improve the foreign investment climate; and

 Enhance contribution of the enterprise to sustainable development.

An investment proposal is a type of business plan, but is designed
specifically to meet the information needs of potential investors. It is abridged
and focuses on those management, marketing and financial aspects of the
company that would make it an attractive investment. There are two stages
of an investment proposal that include the selling of the proposal and its
review. The process of selling and reviewing should go through a variety of
formal and informal procedural follow-ups and negotiations. Successful
international companies continue to be interested in growth prospects,
evaluating a variety of proposals from different sources that potentially could
lead to investments abroad. These sources include company employees,
unknown host country firms, licensees, distributors, and joint venture partners.
The following precautions need to be taken by the multinational company
while drafting and pursuing the investment proposals with the governments
or organizations of the host countries:

 Focus the investment proposal specific to the requirements of the
country or region

 Develop necessary convergence with the macro policies of the
country

 Delineate the approval points and schedules

 Check with all the people whose approval is needed

 Define alternative goals and approaches and keep advised
accordingly

 Determine the key contacts for all the aspects of the proposal

 Prospect for selling the proposal at a reasonable bid, to optimize
long-term gains

 Establish priorities and develop activity schedule accordingly
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 It is necessary to be on the competitive edge along with participating
bidders and draw defense for the project in terms of project
execution and achievements

 Identify potential competitors of the project and points of potential
resistance, and then establish strategies, or at least mental
contingency plans, for dealing with them

 Measure the proposal against all stated corporate policy objectives

 Write the proposal on the prescribed format with the required
information only

 Prepare strong defense for all possible objections on the investment
project

 Try to keep the project moving at a deliberate speed. Don’t let
it get stalled due to excessive reviewing.

5.2.4 Country Risk

After World War II, country risk became an issue of prime concern for the
international financial community. Various methods have been used by the risk
rating agencies to determine the extent of country risk, integrating a range of
qualitative and quantitative information on alternative measures of political,
economic and financial risk to evolve composite risk indices. Country risk
analysis is a complex task and demands a holistic vision, expert skills and
consistency in measurements. The analyst must follow standard procedures to
assure coherency in its studies, using reliable and useful sources of data, including
rating agencies, official institutions and other several sources. The country-
risk analysis reports show the strengths and weaknesses of a country, after
dealing with the macroeconomic, socio-political and financial aspects in order
to define a risk level and, consequently, a related price for the asset in risk.
Managing the risks of a portfolio demands a systematic follow up concerning
the external and internal environment, governmental policies’ outlook provided
by rating agencies, and so on.

During the 1970s, the sharp increase in oil prices, followed by
worldwide inflation, a collapse in commodity prices, global recession and
high interest rates walloped the economies of the developing countries the
world over. When oil prices shot up, these countries borrowed heavily at
high interest rates to prevent the economic downfall. The international financial
institutions lent money to developing countries alongwith official subsidies
and such aid grew very rapidly during this period. As a result of the
irresponsibility of both creditor and debtor governments (e.g., corruption,
private projects benefitting only the rich, etc.), the countries did not use the
money for productive investment; rather, they spent these new dollars on
immediate consumption and the countries were unable to repay such amassed
debt. Consequently, the total medium and long-term debt of developing
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countries quadrupled in nominal terms, from about $ 140 billion at the end
of 1974 to about $ 560 billion in 1982. The debt trap got stiffer for these
countries and the borrowings had reached $ 2.4 trillion by the end of 1998.

The debt crisis has had a deep impact on the economic growth of the
developing countries. The situation became alarming and of major concern
to the international community. International institutions including IMF, and
the World Bank sought to find ways of reducing the impact of continuing
debt of the developing countries. A framework to reduce the burden of debt
was evolved at two levels wherein the debtors needed to grow faster and
export more and to pull down the cost of debt service. During the process
of overcoming the debt crisis, most countries sought IMF assistance for
debt relief. As a crisis managing institute, the Fund assumed a new role as
financial organizer for the troubled debtor nations. According to the IMF
‘structural adjustment programmes’ were required in these nations. Debtor
governments had to allow the imposition strict economic programmes on
their countries to borrow more money or reshedule their loans. Simply put
, countries had to reduce, spending to decrease their debt and stabilize their
currency. The governments cost limitations by reducing social spending (e.g.,
education, health, social services, etc.) by devaluation of the national currency
(via lowering export earnings and increasing import costs), creation of rigid
limits on food subsidies, cutting workers’ jobs and salaries taking over small
subsistence farms for large-scale export crop farming and encouraging the
privatization of public industries. Most nations went through a recession and
often a depression; and the poorest were the most affected. In 1982,
Mexico expressed to inability to repay its debts. Mexico owed huge sums
of money to commercial banks in the West. This was a serious threat to the
stability of the global a financial system. The commercial banks designed a
system in consultation with IMF whereby countries in debt could spread out
or reschedule their debts instead of defaulting. It was during this time that
IMF and World Bank began taking over much the debt owed to commercial
banks. These institutions offered new loans developing countries to with
certain rigid conditions attached. Since the 1980s, the IMF and the World
Bank have been controlling the debt crisis. Countries in debt were required
to follow policies favoured by IMF and World Bank to procure new loans
or aid. These policies had a direct impact on the lives and livelihoods of the
citizens of the indebted nations.

Check Your Progress - 2

1. What are the important investment objectives an MNC should have?

2. What is an investment proposal?
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5.3 Trends in World Trade and Problems of
Developing Countries

International trade flows have increased dramatically over the last three decades.
According to WTO trade statistics, the value of world merchandise exports
rose from US$ 2.03 trillion in 1980 to US$ 18.26 trillion in 2011, which is
equivalent to 7.3 per cent growth per year on average in current dollar terms.
Commercial services trade recorded even faster growth over the same period,
advancing from US$ 367 billion in 1980 to US$ 4.17 trillion in 2011, or 8.2
per cent per year. When considered in volume terms (i.e. accounting for changes
in prices and exchange rates), world merchandise trade recorded a more than
four-fold increase between 1980 and 2011.

Many factors may have contributed to this remarkable expansion of
trade but the fact that it coincided with a significant reduction in trade
barriers is inescapable. Trade barriers include all costs of getting a good to
the final consumer other than the cost of producing the good itself:
transportation costs (both freight costs and time costs), policy barriers (tariffs
and non-tariff barriers) and internal trade and transaction costs (including
domestic information costs, contract enforcement costs, legal and regulatory
costs, local distribution, customs clearance procedures, administrative red
tape, etc.).

Perhaps the most signifcant fact about world trade since 1980 is that
it has grown much faster than world output for most of this period (1980-
2011). This is illustrated by Figure 5.2, which shows fve-year average
annual growth rates for the volume of world merchandise trade (i.e. the
average of exports and imports) and world real GDP growth, together with
implied elasticities of trade with respect to global GDP.

Trade and GDP growth are represented by vertical bars in Figure 5.2
and are measured against the left axis. Elasticity is shown as a solid line and
is measured against the right axis. During the early 1980s, global output and
trade grew at nearly the same rate, around 3 per cent per year. Output as
measured by GDP ncreased at a slightly faster pace of 3.2 per cent between
1980 and 1985, while the growth of merchandise exports in volume terms
averaged 2.9 per cent per year, implying an elasticity of close to 1 (0.92
to be precise). However, since 1985 world trade has grown nearly twice
as fast as output. Trade growth averaged 5.6 per cent per year between
1985 and 2011. Compared to the 3.1 per cent average rate for global GDP
for the same period, we see that world trade grew about 1.8 times as fast
as output.
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Fig. 5.2 World Merchandise Trade Volume and Real GDP, 1980-2011

Many factors may have contributed to the faster growth of trade relative to
GDP over the past three decades. The end of the Cold War provided a “peace
dividend” in developed economies, which allowed them to reduce military
expenditures and boost investment in other areas. The development of the
internet and the digital economy also appears to have boosted trade, possibly
to unsustainable levels as witnessed by the subsequent bursting of asset bubbles
around the world. Finally, large developing economies such as China and
India embraced economic reform and nitiated a process of catch-up growth
in which trade has played an important role.

The fact that trade grew faster than GDP may also be partly explained
by the spread of supply chains, which are characterized by the unbundling
of production processes across countries, and partly by measurement issues.
Goods are increasingly made in two or more sequential stages, with firms
relying more and more on imported material inputs and offshored
administrative tasks. However, since world trade is measured in gross terms,
the value of intermediate goods may be counted more than once when
goods cross borders at different stages of production, whereas intermediate
goods are only counted once in GDP statistics.

As a result, the growth of world trade in recent decades may be
somewhat inflated compared to output. For example, a television produced
entirely in Japan and exported to the United States in 1980 might have
contributed US$ 500 to both world GDP and world trade, whereas today
components from Japan worth US$ 400 are more likely to be combined
with US$ 100 of value added in assembly in China, which would (all other
things being equal) raise world GDP by the same US$ 500 while increasing
world trade by US$ 900 (i.e. US$ 400 of components exported from
Japan to China, plus US$ 500 for the finished television exported from
China to the United States).



295

The measure of trade elasticity shown in Figure 5.2 rose to 1.50 in
the late 1980s and peaked at 2.32 in the first half of the 1990s, but it has
declined in every half decade since then. It fell to 1.96 in the late 1990s,
to 1.71 in the early 2000s and finally to 1.66 between 2005 and 2011
(which is admittedly slightly longer than a half-decade). Average trade and
GDP growth rates in the latest six-year period have undoubtedly been
influenced by the financial crisis and its aftermath but it is difficult to gauge
the extent to which these events altered the elasticity of trade. World export
volumes contracted much more than world GDP in 2009 (-12.5 per cent
for trade and -2.4 per cent for GDP, which implies an elasticity of 5.2).
Trade also rebounded much more than GDP during the recovery of 2010
(13.8 per cent for trade, 3.8 per cent for GDP, which implies a 3.7 multiple
of trade over output).

It is possible that the ratio of trade growth to GDP growth could
move closer to 2 again as the impact of the financial crisis recedes. However,
this seems unlikely since many of the factors that drove trade growth over
recent decades (the end of the Cold War, the rise of China, the World Wide
Web, etc.) have already been exploited.

Who are the main players in international trade?

Next to the faster rate of trade growth relative to GDP growth, perhaps the
most important change in trade patterns in recent years has been the increased
share of developing economies in world trade and the corresponding   decline
in the share of  developed

Leading exporters and importers by level of development

Figure 5.3 illustrates the increased share of developing economies in world
merchandise exports between 1980 and 2011, as well as the corresponding
reduction in the share of developed countries. Developing economies, whose
exports represented just 34 per cent of world trade in 1980, saw their share
rise to 47 per cent, or nearly half of the total, by 2011. At the same time, the
share of developed economies dropped sharply from 66 per cent to 53 per
cent. A striking difference between the two periods is the predominance of oil
exporters among developing economies in 1980, in contrast to the more
important role played by Asian developing economies in 2011.

In 2012, however, world trade growth fell to 2.0% — down from
5.2% in 2011 — and is expected to remain sluggish in 2013 at around
3.3% as the economic slowdown in Europe continues to suppress global
import demand, WTO economists reported on 10 April 2013. The abrupt
deceleration of trade in 2012 was attributed to slow growth in developed
economies and recurring bouts of uncertainty over the future of the euro.
Flagging output and high unemployment in developed countries reduced
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imports and fed through to a lower pace of export growth in both developed
and developing economies.

Improved economic prospects for the United States in 2013 should
only partly offset the continued weakness in the European Union, whose
economy is expected to remain flat or even contract slightly this year
according to consensus estimates.

China’s growth should continue to outpace other leading economies,
cushioning the slowdown, but exports will still be constrained by weak
demand in Europe. As a result, 2013 looks to be a near repeat of 2012,
with both trade and output expanding slowly, below their long-term average
rates (see Figure 5.3).

Fig. 5.3 Figures for 2013 and 2014 are Projections

Source: WTO Secretariat.

These figures refer to merchandise trade in volume terms, i.e., adjusted
to account for inflation and exchange rate movements, but nominal (dollar-
value) trade flows for both merchandise and commercial services display
similar trends.

The value of world commercial services exports rose just 2% in 2012
to $4.3 trillion, with strong differences in growth rates across countries and
regions. For example, the US saw its exports of commercial services climb
4% while those of Germany dropped 2% and France’s tumbled 7%. On the
import side, several European countries recorded sharp declines, including
Italy (–8%), France (–10%), Portugal (–16%) and Greece (–18%).

Although the 2014 forecast of 4.7% is more than double the 2.1%
increase of last year, it remains below the 20-year average of 5.3%. For the
past two years, growth has averaged only 2.2%.

The sluggish pace of trade growth in 2013 was due to a combination
of flat import demand in developed economies ( 0.2%) and moderate
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import growth in developing economies1 (4.4%). On the export side, both
developed and developing economies only managed to record small, positive
increases (1.5% for developed economies, 3.3% for developing economies).

Fig. 5.4 Figures for 2013 and 2014 are Projections

Source: WTO Secretariat

Several factors contributed to the weakness of trade and output in
2013, including the lingering impact of the EU recession, high unemployment
in euro area economies (Germany being a notable exception), and uncertainty
about the timing of the Federal Reserve’s winding down of its monetary
stimulus in the United States. The latter contributed to financial volatility in
developing economies in the second half of 2013, particularly in certain
“emerging” economies with large current account imbalances.

The preliminary estimate of 2.1% for world trade growth in 2013
refers to the average of merchandise exports and imports in volume terms,
i.e. adjusted to account for differences in inflation and exchange rates across
countries. This figure is slightly lower than the WTO’s most recent forecast
of 2.5% for 2013, issued last September. The main reason for the divergence
was a stronger than expected decline in developing economies’ trade flows
in the second half of last year. For the second consecutive year, world trade
has grown at roughly the same rate as world GDP (gross domestic product,
a measure of countries’ economic output) at market exchange rates, rather
than twice as fast, as is normally the case (see Figure 5.4).

Recent business surveys and industrial production data point to a
firming up of the recovery in the United States and Europe in early 2014.
The trade forecast for 2014 is premised on an assumption of 3.0% growth
in world GDP growth at market exchange rates, while the forecast for 2015
assumes output growth of 3.1%. Note that the GDP figures are consensus
estimates and are not WTO projections. Risks to the trade forecast are still
mostly on the downside, but there is some upside potential, particularly
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since trade in developed economies is starting from a low base. However,
volatility is likely to be a defining feature of 2014 as monetary policy in
developed economies becomes less accommodative.

5.3.1 Policy Coherence and Development Strategy to Integrate
with the World Economy

Since the 1980s, many developing countries have integrated closely into the
international trading system as part of their economic reforms agenda. They
have sought to achieve this not only through active participation in multilateral
trade organizations, but also through rapid unilateral trade liberalization. In many
countries, this has been accompanied by opening up of their financial sector and
capital accounts. This strategy—which may be called the ‘openness model’—
has not enabled the developing countries, with some notable exceptions such as
Chile, to establish a virtuous interaction between international finance, domestic
capital formation and export growth that underpinned the catching-up process
of Western Europe after the World War II and of the East Asian new
industrializing economies (NIEs) in the 1980s.

A feasible development agenda requires an analytical and policy
framework offered by the ‘openness model’. A fundamental question is how
to reinforce coherence between national development strategies and global
processes and disciplines, as well as policy coherence among and within the
various sectors of the global economy, that impact on the developmental
prospects of developing countries. Of particular importance is the interface
between the international trading system and the international monetary and
financial system.

5.3.2 Openness, Integration and National Policy

A coherent treatment of the interdependence between trade, macroeconomic
and financial issues was an important element in the debate leading to the
post-war international economic system. The set-up of the post-war
international trade regime was predicated on the assumption that in conditions
of strictly limited private international capital flows, an international monetary
system with convertible currencies at fixed, but adjustable, exchange rates
would provide a stable environment conducive to trade and investment. Under
the aegis of the General Agreement on Tariffs and Trade (GATT), this regime
considered tariffs as the only legitimate trade policy measure. The adopted
exchange rate regime supported the GATT approach. Participants in
international trade negotiations could predict the full extent to which the
competitive position of domestic industries would be affected by tariff cuts,
without having to unduly be concerned about other exogenous factors.

The specific problems of developing countries participating in the post-
war international trading system were largely absent from the mandates of the
intergovernmental institutions created immediately after World War II. This
was despite the fact that with international private capital flow constraints and
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official development assistance still limited (and often tied), the role of
international trade was attracting increasing attention as a dependable means
of removing resource constraints on economic growth in developing countries.
Multinational efforts at designing a trading system that would take into account
the policy options of developing countries, for which slow growth and adverse
terms-of-trade movements were distinctive features, were on. The need for
coherence between the international trading system and the international
monetary and financial systems has gained importance with the abandoning of
the system of fixed, but adjustable, exchange rates and adoption of widespread
floating rates, combined with a return of private international capital flows to
levels that had caused economic and social instability in the inter-War period.
According to economists, it is advised that evaluation of the functioning of the
international trading system should take account of the way in which its rules
have been modified to deal not only with changes in international trading
relationships, but also with international monetary and financial relationships
that have an impact on trade.

Check Your Progress - 3

1. What do trade barriers include?

2. List the factors which contributed to the weakness of trade and
output in 2013.

5.4 International Economic Groupings and
Institutions

For the smooth functioning of the international monetary system, certain
international institutions have been established with membership of a majority
of the nations of the world.

The World Bank and the International Monetary Fund (IMF) play
important roles in shaping the trade and investment conditions faced by
developing countries, as well as the trade and investment policies they
adopt. Through macroeconomic and sector assessment, technical assistance,
and project and policy lending, the institutions promote trade and investment
liberalization.

5.4.1 Role of  International Monetary Fund (IMF) and the
World Bank

The World Bank, IMF and World Trade Organization (WTO) increasingly
work in concert to promote the model of development premised on trade and
investment liberalization. This collaboration is the result of a recognized need
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to act in a more coherent manner. The World Bank and IMF may provide
assistance and research to help nations become members of WTO. Moreover,
WTO  requires consulting the IMF on macroeconomic issues such as monetary
reserves, balance of payments and foreign exchange arrangements. Most
important, technical assistance promised by developed countries to support
developing country compliance with WTO arrangements is routed through
IMF and the World Bank.

All three institutions are part of the Integrated Framework for Trade-
Related Technical Assistance, which conducts research and provides
recommendations for trade-related reforms to developing countries. It was
created by the International Trade Centre (ITC), IMF, World Bank, WTO,
United Nations Conference on Trade and Development (UNCTAD) and
the United Nations Development Programme (UNDP) in 1997. The
Integrated Framework (IF) was conceived as a means to increase trade-
related technical assistance for developing countries to enable them to
maximize market access opportunities arising from WTO and from trade
liberalization agreements. The IF’s objectives were later amended to be
included in mainstreaming of country trade agendas and into the Poverty
Reduction Strategy Papers (PRSP). The IF also mobilizes funding from
donors for trade-related work. The 2004 World Bank evaluation found that
the IF faces three primary challenges: (a) insufficient focus on improving
trade outcomes, (b) a shortage of resources to meet developing countries’
technical needs and (c) insufficient developing country ownership.

5.4.2 World Bank: Mechanisms to Influence Trade

One method that the World Bank uses to influence both developing and
developed country government positions on trade and investment is through
its role as knowledge broker. The World Bank offers technical assistance to
borrowing countries through both loans and trainings. Many see the World
Bank as a premiere source of research and advice. The institution generates
data and analytical tools that are widely used by developing countries’ policy
makers in developing strategies, trade and investment policy reforms and
quantitative restrictions on exports. Because the allocation of IDA funding is
based on Country Policy and Institutional Assessment (CPIA) ratings, CPIA
ensures a biasness toward open markets and trade liberalization, which lays
the very foundation of a borrowing country’s relationship with the Bank.

Annually, all fund members undergo  ‘Article IV’ evaluation of their
economies; the reports evaluate the extent to which the borrowing countries
have met the trade reforms and the other macroeconomic measures required
by the IMF, as conditions for its lending programmes.
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Policy Lending

Over 30 per cent of the World Bank lending is in the form of policy-based
loans. Often it is referred to as structural adjustment or development lending.
Loan disbursement is conditional upon a government’s adoption or
implementation of explicit reforms outlined in the credit documents and
agreements. Trade-related reforms are often included among the objectives
of these loans. These requirements may also be defined as ‘prior actions’,
‘tranche release conditions’ or  ‘triggers for future adjustment credits’.

Project Lending

The World Bank’s initial ‘bread and butter’ operations were project loans,
providing resources for investment projects such as highways, ports, health
clinics, schools and oil and gas exploration. Project loans account for about
70 per cent of World Bank lending. The institution has recently heightened its
emphasis on projects, specifically large infrastructure and agricultural projects
aimed at expanding global trade.

Issues of Concern

While most of the attention is often focused on the convergence and clashes
between governments and WTO trade talks, the critical behind-the-scene
roles are played by the World Bank and IMF in shaping the context for those
negotiations and ensuring these are not overlooked. These two multilateral
institutions have provided advice and funding for certain policy changes, types
of exports, and alterations to the business climate and regulatory framework
in developing nations. This occurred far ahead of WTO negotiations, and
critics contend that this had, at times, served to disadvantage of developing
nations by limiting their policy options and negotiating room. Moreover, some
of the advice have not been sound, resulting in unintended fiscal repercussions
and social costs including import floods that have devastated small, local
producers; lost government revenue which was not successfully replaced; capital
instability and poorly conceived export promotion strategies.

Strategic Direction of the World Bank Group

The annual meeting of 2007 came at an important time for the Bank. The
Bank had just set out the ideas for its strategic direction and negotiations on
the fifteenth replenishment of the International Development Association (IDA
15). The Bank is one of the most effective international development actors,
and plays a central role in its efforts to assist the poorest countries to achieve
their goals. But it has been some time since there was a comprehensive
assessment the World Bank Group’s strategy.

It is headed towards increasing its support in the areas highlighted by
the Economist’s report, including how best to help the poorest countries
(especially Africa). It is better addressing the challenges facing post-conflict
countries, increasing support to the Global Public Goods agenda, particularly
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climate change, a differentiated business model for Middle Income Countries
and strengthening the sharing of knowledge and learning.

Each of the areas poses its own challenges, as the Bank is (a) aiming
to encourage sustainable economic growth, (b) strategizing how it can work
better with the private sector so as to boost activity and investment in the
poorest countries, (c) how it can adapt its engagement in fragile states, (d)
how it can simultaneously support less creditworthy countries, (e) what it
can do to engage better with emerging private and official donors, (f) how
the opportunities can be afforded by its large capital reserves. These are
some of the pressing and immediate concerns for the Bank, according to the
announced annual agenda.

Country-Level Effectiveness

The Bank has shown a strong commitment to improving its performance and
its impact on poverty reduction. There are, however, a number of areas where
the Bank needs to do more. The most important issue is the need to base
more Bank staff in the field. This is especially true in the case of Africa and in
both good performers and fragile states where the staff based in the country
understands the context better and the political economy of the work that the
Bank supports. They are also better placed to join the policy dialogue with the
government and other donors, support country ownership and harmonize with
other donors. Decentralization needs to be coupled with increase in decision-
making authority at the country level.

The Bank signed the Paris Declaration on Aid Effectiveness in 2005.
One of the areas of the Paris Declaration, where the Bank has till date not
performed well is in using country systems and avoiding the use of parallel
project implementation units. The Bank needs to identify remedial actions.

To ensure more effective country-level working, the Bank needs to
consistently apply the 2005 Good Practice Principles on Conditionality and
make progress on the areas highlighted in the 2006 progress report, including
early disclosure of its analytical work. Bank analyses is often high quality,
but late dissemination can sometimes hinder its impact. Increased use of
Poverty and Social Impact Analysis also needs to be encouraged.

5.4.3 International Monetary Fund

The foundation of the post-World War II international monetary system was
laid in a conference held at Bretton Woods, New Hampshire, in the United
States. Representatives of forty-five governments participated in the Bretton
Woods Conference and agreed upon the Articles of Agreement of a new
international organization in July 1944. The International Monetary Fund came
into being in December 1945 after forty-four countries signed the Articles of
Agreement. The International Bank for Reconstruction and Development (The
World Bank) was also formed as a part of the deliberations at Bretton Woods.
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Over the years,  the activities of the Fund has been considered as a
provider of public goods to the world economy in the fields of surveillance
of exchange markets, of a liberal trade and payments system and as a
provider of finance and promoter of adjustment. Increasingly, the Fund is
playing a major role in providing the international programme which is
adopted by a member country. This gives confidence that the existing
imbalances will be solved through the implementation of the appropriate
policies. In so doing, the Fund provides the member country with invaluable
assistance in securing additional external credit and when appropriate, the
renegotiation of its external debt and avoidance of a net drain of resources,
so as to facilitate an orderly adjustment process. Adoption of the Fund’s
programme restores a degree of confidence to the international financial
community.

Although the Fund-supported programmes encompass a wide variety
of policy measures and no two programmes are identical, they nevertheless
exhibit certain similarities. The IMF adopts a monetary approach to the
balance of payments. The chief goals of IMF macroeconomic policies are
rectification of the payments imbalance and reduction of inflation. Subsidiary
goals include the promotion of growth and continued maintenance of debt
service payments. Among the measures most commonly found in the IMF
package are:

 Reduction of budget deficits by, for example, cutting government
expenditure, reducing subsidies and raising taxes

 Devaluation of the national currency

 Reduction in government borrowing by placing limits on government
borrowing from the central bank and ceilings on external borrowing

 Liberalization of foreign trade through the reduction of tariff and
non-tariff barriers

 Demand management policies concentrating on reducing real
wages, particularly in the public sector

 Price liberalization and deregulation

 Changes in interest rates so that they reflect the real interest rate

Stabilization policies aim to correct financial imbalance whether caused by
domestic, economic mismanagement or external shocks. Payments imbalances
can be classified into three types. The first are temporary deficits caused by
the temporary loss of market or cyclical variations in the terms of trade; and in
the second, temporary deficits are caused by excess demand, i.e. disequilibrium
between aggregate demand and supply. A third form of imbalance arises from
the fundamental disequilibria in the structure of the economy.
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Objectives of IMF

The primary objectives of IMF as incorporated in Article I are:

 Promotion of international monetary cooperation through a permanent
institution  by providing the machinery for consultation and collaboration
on international monetary problems.

 To promote exchange stability and orderly exchange arrangements
and to avoid competitive devaluation.

 To facilitate the expansion and balanced growth of international trade,
and to contribute thereby to the promotion and maintenance of high
levels of employment and real income.

 To help in the development of the productive resources of all members
as primary objectives of economic policy.

 To help re-establish the multilateral system of trade and payments and
to eliminate foreign exchange restrictions.

 To give confidence to members by making the Fund’s resources
available to them under adequate safeguards, thus providing them
with the opportunity to correct maladjustments in their balance of
payments without resorting to measures destructive of national or
international prosperity.

 To provide for international adjustment, superior to deflation, by making
available increased international reserves.

 To facilitate the expansion and balanced growth of international trade.

Basic Functions of IMF

The basic functions of IMF are:

 To lay down ground rules of international finance

 To provide short- and medium-term assistance for overcoming short
-term balance of payments deficits

 Creation and distribution of reserves in the form of Special Drawing
Rights (SDRs)

The Fund has 184 member countries accounting for about 80
per cent of the total world production and 90 per cent of the world trade.
Quotas are used to determine (a) the voting power of members, (b) their
contribution to the Fund’s resources, (c) their access to these resources,
and (d) their share in the allocation of SDRs. India’s quota in the Fund is
SDR 4,1582 million.

Main Features of the IMF System

The IMF’s main goal is to ensure the stability of the international monetary and
financial system. It helps resolve crises, and works with its member countries
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to promote growth and alleviate poverty. It has three main tools at its disposal
to carry out its mandate: surveillance, technical assistance and training, and
lending. These functions are underpinned by the IMF’s research and statistics.
(i) Surveillance: The IMF promotes economic stability and global growth
by encouraging countries to adopt sound economic and financial policies. To
do this, it regularly monitors global, regional, and national economic
developments. It also seeks to assess the impact of the policies of individual
countries on other economies.

This process of monitoring and discussing countries’ economic and
financial policies is known as bilateral surveillance. On a regular basis—
usually once each year—the IMF conducts in depth appraisals of each
member country’s economic situation. It discusses with the country’s
authorities the policies that are most conducive to a stable and prosperous
economy, drawing on experience across its membership. Member countries
may agree to publish the IMF’s assessment of their economies, with the vast
majority of countries opting to do so.

The IMF also carries out extensive analysis of global and regional
economic trends, known as multilateral surveillance. Its key outputs are
three semiannual publications, the World Economic Outlook, the Global
Financial Stability Report, and the Fiscal Monitor. The IMF also publishes
a series of regional economic outlooks.

The IMF recently agreed on a series of actions to enhance multilateral,
financial, and bilateral surveillance, including to better integrate the three;
improve our understanding of spillovers and the assessment of emerging and
potential risks; and strengthen IMF policy advice.

(ii) Technical assistance and training: IMF offers technical assistance and
training to help member countries strengthen their capacity to design and
implement effective policies. Technical assistance is offered in several areas,
including fiscal policy, monetary and exchange rate policies, banking and financial
system supervision and regulation, and statistics.

The IMF provides technical assistance and training mainly in four areas:

 Monetary and financial policies (monetary policy instruments, banking
system supervision and restructuring, foreign management and
operations, clearing settlement systems for payments, and structural
development of central banks);

 Fiscal policy and management (tax and customs policies and
administration, budget formulation, expenditure management, design
of social safety nets, and management of domestic and foreign debt);

 Compilation, management, dissemination, and improvement of statistical
data; and

 Economic and financial legislation.
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(iii) Lending: IMF financing provides member countries the breathing room
they need to correct balance of payments problems. A policy program
supported by financing is designed by the national authorities in close
cooperation with the IMF. Continued financial support is conditional on the
effective implementation of this program.

In the most recent reforms, IMF lending instruments were improved
further to provide flexible crisis prevention tools to a broad range of members
with sound fundamentals, policies, and institutional policy frameworks.

In low-income countries, the IMF has doubled loan access limits and
is boosting its lending to the world’s poorer countries, with loans at a
concessional interest rate.

(iv) Research and data: Supporting all three of these activities is the IMF’s
economic and financial research and statistics. In recent years, the IMF has
applied both its surveillance and technical assistance work to the development
of standards and codes of good practice in its areas of responsibility, and to
the strengthening of financial sectors. These are part of the IMF’s continuing
efforts to strengthen national and global financial systems and improve its ability
to prevent and resolve crises.

The IMF’s job is to promote a stable international monetary system,
in which member countries can achieve high rates of employment, low
inflation, and sustainable economic growth. The IMF does this by:

 Overseeing the international monetary system by regularly reviewing
national, regional, and global economic and financial developments;

 Providing economic monitoring and policy advice to its 188 member
countries, encouraging them to adopt policies that foster economic
stability, reduce their vulnerability to economic and financial crises,
and raise living standards; and

 Analyzing the impact of countries’ policies on others; applying lessons
from cross-country experiences to each country’s unique situation;
and providing a forum for international cooperation on global economic
and financial issues.

Source: http://www.imf.org/external/about/howwedo.htm#surveillance

Check Your Progress - 4

1. What is the key role of the World Bank?

2. How does the World Bank facilitate trade?

3. What are the basic functions of IMF?
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5.4.4 UNCTAD and GSP

The United Nations Conference on Trade and Development (UNCTAD) was
established in 1964 in order to provide a forum where the developing countries
could discuss the problems related to their economic development. This was
set up essentially because of the peculiar problems of the developing countries.
With more than 170 members, UNCTAD is presently the only body where
developed as well as centrally planned countries are members.

The primary objective of UNCTAD is to formulate policies relating
to all aspects of development including trade, aid, transport, finance and
technology. The Conference meets once in four years. The first Conference
took place in Geneva in 1964. One of the principal achievements of UNCTAD
has been to conceive and implement the Generalized System of Preferences
(GSP). It was argued in UNCTAD that in order to promote exports of
manufacturers from the developing countries, it would be necessary to offer
special tariff concessions to such exports. Accepting this argument, the
developed countries formulated the GSP Scheme under which exports of
manufactures, semi-manufactures and certain agricultural items from the
developing countries enter the developed countries either free of duty or at
reduced rates. Currently, 14 GSP schemes are in operation in twenty-nine
preference giving countries, including a fifteen-member European Union.

Common fund

Another major achievement of UNCTAD has been the formulation of an
integrated programme on commodities. As is well known, the prices of primary
products undergo high levels of fluctuation in the international market. To stabilize
these prices, UNCTAD has suggested the creation of a common fund which
will stabilize the prices of primary products through buffer-stocks. The common
fund was ratified and came into effect in June 1991. The Common Fund as it
stands now has two windows. The first window finances the buffer stock
operations of certain primary products while the second window finances the
promotional activities relating to product development and marketing. The
initial capital of the first window us $ 400 million while that of the second
window is $ 350 million.

Characteristics of the common fund

(i) This is the first institution which had been formed by all the members
of the United Nations, the including East European countries and
China.

(ii) This is the only organization where the developing countries have a
major say in the decision-making system. The developing countries as
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a group account for 47 per cent of the total votes whereas the
percentages for the developed countries and the East European
counties are 42 and 8, respectively.

UNCTAD is also endeavouring to reduce the debt burden of the
developing countries, as these countries have taken large amounts of loans
from bilateral and multilateral sources. Since 1983, UNCTAD has been
providing technical assistance in debt management through the Debt
Management and Financial Analysis System (DMFAS) Programme. It
endorsed its commitment to a multilateral trading system that is fair, equitable
and rule based, operates in a non-discriminatory and transparent manner
and provides benefits to all countries.

5.4.5 GATT

Although the challenges confronting developing countries primarily concern
domestic policies and institutions, trade policies—narrowly defined—are still
important in today’s international economic landscape.

The General Agreement on Tariffs and Trade (GATT) was the outcome
of the failure of the negotiating governments to create an International Trade
Organization (ITO) following World War II. Negotiations on the charter of
such an organization were concluded successfully in Havana in 1948, but
the talks did not lead to the establishment of ITO because the US Congress
was expected to refuse to ratify the agreement. Meanwhile, GATT was
negotiated in 1947 by twenty-three countries—twelve industrial and eleven
developing countries—before the ITO negotiations were concluded. As the
ITO never came into being, GATT was the only concrete result of the
negotiations.

GATT was a multilateral treaty laid down on agreed rules for conducting
international trade. Since 1947, GATT has been the major focal point for
the governments of industrial countries seeking to lower trade barriers.
Although GATT was initially largely limited to a tariff agreement, over time
and as average tariff levels fell, it increasingly came to concentrate on non-
tariff trade policies and domestic policies that have an impact on trade. By
the end of the Uruguay Round in 1944, 128 countries had joined GATT.
Its basic aim was to liberalize trade and for forty-seven years it had been
concerned with negotiating the reduction of trade barriers and with
international trade relations. Overseeing the application of its rules is an
important and continuing part of its activities.

Trade Negotiations under GATT

Eight major trade negotiations have taken place under the auspices of GATT.
As a result of these negotiations, the tariff rates for thousands of items entering
into the world commerce were reduced, or bound against increase. The
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Kennedy Round negotiations alone reduced the average level of the world
industrial tariffs by about one-third. The Tokyo Round negotiations produced
some comprehensive agreements on tariff and non-tariff measures.

Non-tariff Measures

As the general level of tariffs declined in the post-World War II period, the
distorting effects on world trade of non-tariff barriers became more pervasive.
The Tokyo Round was different from earlier trade negotiations in as much as
it sought to tackle the problem of these non-tariff barriers. The core of the
Tokyo Round results consists of the binding agreements, or codes aimed at
reducing and bringing these non-tariff measures under more effective
international discipline.

Given its provisional nature and limited field of action, the success of
GATT in promoting and securing the liberalization of world trade in over
forty-seven years is incontestable. Continual reductions in industrial tariffs
from an average of 40 per cent to less than 4 per cent alone helped achieve
high growth rates in world trade—around 8 per cent a year on an average—
during the 1950s and 1960s.

The rush of new members during the Uruguay Round demonstrated
that the multi- lateral trading system, as then represented by GATT, was
recognized as an anchor for development and an instrument of economic
and trade reform.

A whole corpus of jurisprudence on trade matters evolved under the
aegis of GATT. The WTO is, in large measure, built upon the strong
foundation provided by GATT.

5.4.6 WTO

The World Trade Organization (WTO) was established on 1 January 1995.
The WTO is the embodiment of the Uruguay Round results and the successor
to GATT. Seventy-six Governments became members of WTO on its first
day. By December 2000, there were 142 members, thirty-four countries have
observer status and there is a waiting list of twenty-eight members. Together
they account for more than 90 per cent of the world trade. WTO administers
the trade agreements negotiated by its members, in particular the General
Agreements on Trade and Services (GATS), and Trade-Related Aspects of
Intellectual Property Rights (TRIPS) agreements. WTO builds on the
organizational structure that had developed under GATT in the early 1990s.

The essential functions of WTO

The essential functions of WTO include:

(i) Administering and implementing the multilateral and plurilateral trade
agreements which together make up WTO
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(ii) Acting as a forum for multilateral trade negotiations

(iii) Seeking to resolve trade disputes

(iv) Overseeing national trade policies

(v) Cooperating with other international institutions involved in global
policy making

From GATT to WTO

During more than four decades of its existence, the GATT system expanded
to include many countries. It evolved into a de facto world trade organization,
but one that was increasingly fragmented as  ‘side agreements’ or codes were
negotiated among subsets of countries. It is a fairly complex and carefully
crafted legal text which was extended or modified by numerous supplementary
provisions. Until the Uruguay Round, however, no progress was made on
agriculture, textiles and clothing. What finally allowed these sectors to be
subjected to multilateral discipline was the establishment of rules for trade in
services and enforcement of intellectual property rights (IPRs), as well as the
creation of WTO. There are many differences between GATT and WTO, but
the basic principles remain the same.

WTO differs in a number of respects from GATT, which was a rather
flexible institution; bargaining and deal-making lay at its core, with significant
opportunities for countries to  ‘opt out’ of specific disciplines. In contrast,
WTO rules apply to all members who are subject to binding dispute settlement
procedures. This is attractive to groups seeking to introduce multilateral
discipline on a variety of subjects, ranging from the environment and labour
standards to competition and investment policies to animal rights. The main
function of WTO is as a forum for international cooperation on trade-
related policies and the creation of codes of conduct for member
governments. These codes emerge from the exchange of trade policy
commitments in periodic negotiations. WTO continues to operate by
consensus and be member driven. There have been, however, a number of
major changes. Most obviously, the coverage of WTO is much wider. A
change which is of great importance is that in contrast to GATT, the WTO
agreement is a  ‘single undertaking’ – all its provisions apply to all members.
Under GATT there was flexibility for countries to ‘opt out’ of new disciplines,
and in practice many developing countries did not sign specific agreements
on issues such as customs valuation or subsidies. This is no longer the case,
implying that WTO is much more important for developing countries than
GATT.

The principal differences between the GATT and WTO are the following:

(i) GATT was a set of rules, a multilateral agreement, with no institutional
foundation – only a small associated secretariat. WTO, on the other
hand, is a permanent institution with its own secretariat.
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(ii) GATT was applied on a provisional basis while WTO commitments
are full and permanent.

(iii) The GATT rules applied to trade in merchandise goods. In addition
to goods, WTO covers trade in services and trade-related aspects of
intellectual property.

(iv) While GATT was a multilateral instrument, by the 1980s many new
agreements had been added of a plurilateral. The agreements which
constitute WTO are almost all multilateral and, therefore, involves the
commitment of all its members.

(v) The WTO dispute settlement system is faster, more automatic, and
thus much less susceptible to blockages, than the old GATT system.

The implementation of WTO dispute findings will be easily assured.
The WTO is more global in its membership than the GATT. Its prospective
membership is already around 150 countries and territories, with many
others considering accession.

It reverses policies of protection in certain ‘sensitive’ areas which
were more or less tolerated in the old GATT. Under various agreements,
export restraints on textiles and clothing are to be dismantled, trade in
agriculture reformed and ‘grey-area’ trade measures of voluntary export
restraints phased out. WTO is a continuous observer of international trade,
regularly examining the trade regimes of individual members. In its various
bodies, members have proposed draft measures that can cause trade conflicts.
Members are also required to notify various trade measures and statistics,
which are maintained by in the WTO database.

Basic Principles of WTO

WTO establishes a framework for trade policies; it does not define or specify
outcomes. It is concerned with setting the rules of the trade policy game, not
with the results of the game. For almost fifty years, key provisions of GATT
outlawed discrimination among members and between imported and
domestically produced merchandise. About forty councils, committees,
subcommittees, bodies and standing groups or working parties functioned
under WTO auspices in 2000, more than twice the number under GATT.
Such bodies are open to all WTO members, but generally only the more
important trading nations regularly send representatives for the meetings. The
degree of participation reflects a mix of national interests and resource
constraints. The least developed countries, in particular, tend not to be
represented at these meetings; often they do not have delegations based in
Geneva.

 Five principles are of particular importance in understanding both the
pre-1994 GATT and WTO: non discrimination, reciprocity, enforceable
commitments, transparency and safety valves.
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Check Your Progress - 5

1. What is the function of UNCTAD?

2. What is the structure and principles of WTO?

3. What are the essential functions of WTO?

5.5 Regulatory Institutions FacilitatingInternational
Trade: An Evaluation

UNCTAD, the World Bank, the European Union, the United States as well
as WTO, have programmes that provide technical assistance on various aspects
of the initial country memorandum. Most countries report helpful contribution
by foreign consultants and advisers in the preparation of the memorandum.
For instance, China’s accession is unique, for both political and economic
reasons. China differs from most acceding countries and it has been able to
negotiate a number of transition periods. It had to accept limitations on its
market access that other developing countries have not had to. It agreed, for
example, to be subject to a product which was specific and selective in
safeguards; it accepted three extra years of restrictions in the implementation
of the Agreement on Textiles and Clothing (ATC) and it agreed to be designated
a non-market economy for fifteen years. In this context, the more exceptions
and longer transactions a large country like China seeks to obtain, the more
other WTO members will strive to maintain provisions that inhibit full access
of the acceding country’s products in their markets.

Measuring the contribution of International Financial Institutions (IFIs)
to development effectiveness is a bit complex. IFIs play a multitude of roles.
Some of these—such as supporting macroeconomic stability, providing
development finance, and reporting on a country’s performance—are more
tangible than others and thus more amenable to assessment. Although
traditional portfolio performance indicators such as financial disbursements
are relatively easily tracked, they say little about the IFIs’ contributions to
development. Net official lending to developing countries has declined in the
recent years, while net private lending has significantly expanded.

Private flows are estimated to have reached a record $ 643 billion
in 2006, up from $ 551 billion in 2005 and about equally split between
foreign direct investment ($ 325 billion). Recorded private remittances also
continued their upward trend, reaching almost $ 200 billion in 2006. The
lion’s share of flows is directed to middle-income and ‘blend’ countries
(those countries eligible for both concessional and non-concessional financing
from IFIs, such as India and Indonesia). By contrast, only 1.6 per cent of
private debt and portfolio equity inflows are received by the sixty-three
low-income countries, and only 4.7 per cent of foreign direct investment.
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Remittances however, are relatively important, with low-income countries
receiving nearly 15 per cent of the total estimated flow.

Although it is too early to assess whether it represents a temporary
fluctuation or a permanent departure from recent trends, two occurrences
stand out: (a) a sustained increase in non-concessional lending by IFC and
the European Bank for Reconstruction and Development (EBRD), mainly
to the private sector; and (b) a slight decline in concessional lending and
overall disbursements to Africa.

5.6 Countertrade

The Phillippine International Trade Corporate (PITC) is tasked with
countertrade, an international transaction premised on some form of reciprocity.
It is used to leverage government importation with trade and investments to be
provided by foreign suppliers.

Countertrade helps government offices or other local institutions by
facilitating the introduction of investments, technology transfer, research and
development, donations, specialized training/skills and related activities without
additional cost to the government.

The most common forms of countertrade are:

1. Counter purchase or counter-export: Foreign suppliers commit
to purchase Phillippine goods to services to be exported to the
supplier’s country or some other third party countries.

2. Offset: Foreign suppliers commit to introduce investments,
technology transfer, training and skills upgrade, research and
development, donation on other similar products that will promote
the industrial and economic growth of the country as well as
provide employment opportunities, support and civic programmes,
generate/save foreign exchange and fund and support environmental
projects for sustainable growth.

3. Product buy-back: Foreign supplier of machinery or equipment
is paid back by the resultant product or goods manufactured from
the use of imported machinery or equipment.

4. Trade for debt or debt for good: A loan or credit obtained by
the government is paid for (fully or partially) in goods or services
of the debtor country.

5.6.1 Types of Countertrade

There are five main variants of countertrade:

1. Barter: Exchange of goods or services directly for other goods or
services without the use of money as means of purchase or payment.
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2. Switch trading: Practice in which one company sells to another its
obligation to make a purchase in a given country.

3. Counter purchase: Sale of goods and services to a country by a
company that promises to make a future purchase of a specific product
from the country.

4. Buyback: Export of industrial equipment in return for products
produced by this equipment.

5. Offset: Agreement that a company will offset a hard currency purchase
of an unspecified product firm that nation in the future.

5.6.2 Role of Countertrade in the World Market

Noted US economist Paul Samuelson was skeptical about the viability of
countertrade as a marketing tool claiming that ‘Unless a hungry tailor happens
to find an undraped farmer, who has both food and a desire for a pair of pants,
neither can make a trade.’ But, this is too simplistic interpretation of how
markets operate in the real world. In any real economy, bartering occurs all
the time.

The truth is, that the volume of countertrade is growing. In 1972, it
was estimated that countertrade was used by business and governments in
fifteen countries, in 1979, twenty-seven countries, by the start of 1990s,
around 100 countries. More than eighty countries nowadays regularly use
countertrade exchanges. Officials of the GATT organization, claimed that
countertrade accounts for around 5 per cent of the world trade. A consensus
of expert opinions has put the percentage of the value of world trade
volumes linked to countertrade transaction at between 20 per cent to 25
per cent.

5.6.3 Desirability of Countertrade

According to an official US statement, ‘The US government generally views
countertrade, including barter as contrary to an open free trading system and
in the long run, not in the interest of US business community. However, as a
matter of policy the US government will not oppose US companies participation
in countertrade agreements unless such action could have a negative impact
on national security. A large part of countertrade has involved military sales.’

But, countertrade also occurs when countries lack sufficient hard
currency or when other types of market trade are impossible.

In 2000, India and Iraq agreed on an ‘Oil for wheat and rice’ barter
deal, subject to UN approval under Article 50 of the UN Gulf War sanctions,
that would facilitate 300,000 barrels of oil delivered daily to India at a price
of $6.85 a barrel, while Iraq oil sales were valued at about $22 a barrel.
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In 2001, India agreed to swap 1.5 million tonnes of Iraqi crude under oil
for food programme.

Poverty and food crisis

Nearly one billion people in the world are now hungry, an additional 115
million people are suffering from hunger as a result of the combined impacts of
rising food prices and the global economic recession. Two recent prices spikes
have shown the limitations of the global food provisioning system. In 2007–
2008, commodity prices doubled, and the estimated number of hungry people
topped one billion, while food riots spread through the developing world. In
2010–2011, food prices increased again by 21 per cent.

The 2007–2009 crisis has had a different impact on developed and
developing countries, with the least developed countries being affected the
most. Around 98 per cent of the world’s undernourished people live in
developing countries. According to the Food and Agriculture Organization of
the United Nations, two thirds of the undernourished live in seven developing
countries: Bangladesh, China, the Democratic Republic of the Congo, Ethiopia,
India, Indonesia and Pakistan. The prevalence of undernourishment varies
significantly from region to region, with sub-Saharan Africa heading the list
with around 30 per cent of the population, followed by Asia with 16 per cent
and Latin America and the Caribbean with 10 per cent.

Special challenges facing emerging market economies owing to
the volatility in commodity prices

The fluctuations of commodity prices remain a central issue for developing
countries. Often the collapse of commodity prices spells disaster for developing
countries, since exports are needed for obtaining essential imports.

Commodity price developments have traditionally been discussed in
terms of changes in fundamental supply and demand relationships. However,
there is increasing support for the view that recent commodity price
movements have also been influenced by the growing participation of financial
investors in commodity trading. Uncertainty and instability were the major
distinguishing features of commodity markets in 2010 and 2011.

This is reflected in greater volatility of commodity prices than in the
past, similar to the period of the commodity boom prior to the eruption of
the global financial and economic crisis in 2008. The prices of commodities
and some subcategories (food, metals, and energy) grew significantly starting
in the late 1990s, and it is also clear that since 2006, volatility has increased
considerably. 

After declining in the second quarter of 2010, commodity prices
generally surged until early 2011, and then reversed the trend. Price increases
were associated with three broad tendencies: (a) rising demand that reflected
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the recovery in the world economy, and, in particular, robust growth in
developing countries; (b) supply shocks; and (c) the increased financialization
of commodity markets.

The price indices for all commodity groups peaked in February 2011
at levels close to those reached in 2008, except for tropical beverages and
agricultural raw materials, which were considerably higher. Although
commodity prices generally declined over the second half of 2011, they
have remained at relatively high levels. This reversal of the upward trend,
particularly in the case of energy commodities and minerals and metals,
seems partly due to the slowdown in world industrial production growth.
Curbing financial speculation in commodity markets is central to guarantee
economic prosperity in developing countries.

Commodity exporters can take advantage of these relatively high prices for
financing development. Government intervention through taxation or direct
involvement in primary activities is essential for capturing a significant share of
the generated rent. Instability can be addressed through stabilization funds
and countercyclical macroeconomic policies in order to avoid currency
overvaluation and the generation of boom-and-burst episodes. In poor
commodity-importing countries, domestic financing and foreign aid should be
devoted to the development of food production and new energy sources, and
to the provision of contingent finance in case of price hikes.

Check Your Progress - 6

1. What purpose does countertrade serve?

2. What are the five key variants of countertrade?

5.7 Let Us Sum Up

 The political environment of a country has a great impact on the
operations of international business units. It is determined by the
extent to which various sections of society, such as individuals, media,
businesses and industry have a say in the affairs of governance.

 A country’s income level is best determined by its per capita income.
The World Bank has classified all countries into three groups-low-
income, middle-income and high-income. Table 2.1 shows the per
capita income for the three groups.

 The social environment is concerned with the social attitudes and
cultural values of different societies. As attitudes and values form the
essence of a society’s essence, they often drive not only demographic
and economic changes but also political/legal and technological changes.
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 Culture has many complex dimensions to define in simple terms. It
seems that each anthropologist has defined culture from his own
perspective. However, certain anthropological thinkers had agreed on
fundamentals, as may be seen from the description provided by Hoebel
– ‘Culture is the integrated sum total of learned behavioural traits that
are shared by members of a society.’

 Culture may be understood as the underlying value framework that
governs individual and group behaviour. It is seen in the perceptions
of individuals in events, personal exchanges, and in the selection of
appropriate responses in social situations.

 Social institutions play a significant role in nurturing the cultural heritage,
which is reflected in individual behaviour. Institutions such as family,
the media’ education, and political structures affect the manner in
which people relate to one another, arrange/structure their activities to
live in harmony with one another, teach acceptable behaviour to
succeeding generations, and govern themselves.

 Culture influences many aspects of the marketing-mix in the host
country. An inter-national firm makes its market-oriented decisions in
reference to the various customer perspectives that are determined
by customer lifestyles and behaviour patterns.

 Multinational enterprises form a significant part of the international
economy.  They bring advantages to the home and host nations
through international direct investment, in the form of productive capital,
managerial and technological knowledge, job creation and tax revenues.

 After World War II, country risk became an issue of prime concern
for the international financial community. Various methods have been
used by the risk rating agencies to determine the extent of country
risk.

 International trade flows have increased dramatically during 1980-
2011. According to WTO trade statistics, the value of world
merchandise exports rose from US$ 2.03 trillion in 1980 to US$
18.26 trillion in 2011, which is equivalent to 7.3 per cent growth per
year on average in current dollar terms.

 Next to the faster rate of trade growth relative to GDP growth,
perhaps the most important change in trade patterns in recent years
has been the increased share of developing economies in world trade
and the corresponding decline in the share of developed economies.

 For the smooth functioning of the international monetary system, certain
international institutions have been established with membership of a
majority of the nations of the world.
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 The World Bank, IMF and World Trade Organization (WTO)
increasingly work in concert to promote the model of development
premised on trade and investment liberalization. This collaboration is
the result of a recognized need to act in a more coherent manner.

 One method that the World Bank uses to influence both developing
and developed country government positions on trade and investment
is through its role as knowledge broker. The World Bank offers
technical assistance to borrowing countries through both loans and
trainings.

 Over 30 per cent of the World Bank lending is in the form of policy-
based loans. Often it is referred to as structural adjustment or
development lending.

 The World Bank’s initial ‘bread and butter’ operations were project
loans, providing resources for investment projects such as highways,
ports, health clinics, schools and oil and gas exploration.

 The United Nations Conference on Trade and Development
(UNCTAD) was established in 1964 in order to provide a forum
where the developing countries could discuss the problems related to
their economic development.

 An achievement of UNCTAD has been the formulation of an integrated
programme on commodities. As is well known, the prices of primary
products undergo high levels of fluctuation in the international market.

 The General Agreement on Tariffs and Trade (GATT) was the outcome
of the failure of the negotiating governments to create an International
Trade Organization (ITO) following World War II.

 GATT was a multilateral treaty laid down on agreed rules for conducting
international trade. Since 1947, GATT has been the major focal point
for the governments of industrial countries seeking to lower trade
barriers.

 The World Trade Organization (WTO) was established on 1 January
1995. The WTO is the embodiment of the Uruguay Round results
and the successor to GATT.

 Seventy-six Governments became members of WTO on its first day.
By December 2000, there were 142 members, thirty-four countries
have observer status and there is a waiting list of twenty-eight members.

 UNCTAD, the World Bank, the European Union, the United States
as well as WTO, have programmes that provide technical assistance
on various aspects of the initial country memorandum.

 The Phillippine International Trade Corporate (PITC) is tasked with
countertrade, an international transaction premised on some form of
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reciprocity. It is used to leverage government importation with trade
and investments to be provided by foreign suppliers.

 The most common forms of countertrade are: Counter purchase or
counter-export, Offset, Product Buy-back and Trade for Debt or
Debt for Good.

5.8 Key Words

 Cash management: It means a centrally-organized process involving
the organization of incoming and outgoing payments in an efficient
manner.

 Foreign exchange market: It refers to a global market wherein
traders buy and sell currencies using different communication media
including telephone, computers and Internet.

 Countertrade: It is an international transaction premised on some
form of reciprocity.

 Cultural industries: It may also be referred to as creative industries,
sunrise or future-oriented industries in the jargon of economics, or
content industries in technological jargon.

5.9 Terminal Questions

Short-Answer Questions

1. What are the elements of culture?

2. What comprises material culture?

3. What are the cultural factors affecting international business?

4. Briefly state the importance of WTO.

5. List the facilities extended by IMF.

6. Write a short note on the role of UNTAC and GSP in facilitating
international trade.

7. Write a note on the concept of countertrade.

Long-Answer Questions

1. Explain how the human cultural environment differs from country to
country.

2. Culture affects implementation and execution of strategies more than
their formulation. Discuss.

3. Discuss the various trends in World Trade.
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4. In what respect is WTO different from GATT. Explain in detail WTO’s
significance in facilitating international trade.

5. Discuss the transition of global trade agreements from GATT to WTO.

5.10 Suggested Readings

Newton, Lisa H. 2005. Business Ethics and the Natural Environment
(Foundations of Business Ethics), First edition. London: Wiley-
Blackwell.

Baron, David P. 2009. Business and its Environment, Sixth edition. New
Jersey: Prentice Hall.

Long, Dennis D., and Marla C. Holle. 2006. Macro Systems in the Social
Environment, Second edition. Florence: Cengage Learning.

Salvatore, Dominick. 2003. International Economics. New York: Wiley
and Sons.

The World Bank. Development, Trade, and the WTO (A handbook).
Washington DC: World Bank.

Ghosh, B., Economic Environment of Business. New Delhi: Vikas
Publishing House.

Ghosh, B., Fundamentals of Marketing Management. Kolkata: Books
and Allied Ltd.

Misra, S.K. and V.K. Puri, Indian Economy. New Delhi: Himalaya
Publishing House.

Ghosh, B,, Indian Constitution. Kolkata: New Book Stall.

Mukherjee, S. and I. Mukherjee, The Constitution of India. Kolkata:
World Press.

Maheshwari, R.P.  and A.N. Gupta, Business, Government and Society.
Vani Educational.

Cherunilam, F., Business Environment. New Delhi: Himalaya Publishing
House.

Ghosh, B., Changing Profile of India’s Industrial Economy. Kolkata:
World Press.

Broadway, A.C. and Broadway, Arif A., A Text Book of Agri-Business
Management. New Delhi: Kalyani Publishers.

Ricketts, C. and O. Rawlins, Introduction to Agribusiness. USA: Delmar
Thomson Learning.

Boros, J. E., Understanding the Securities Products of Insurance
Companies. Practising Law Institute.

http://www.wto.org/english/res_e/booksp_e/wtr13-2b_e.pdf1.7 Suggested
Readings



321

References

1. Kluckhohn, F. The Study of Culture, Stanford University Press, 1951.

2. Balázs Heidrich. Business as Unusual : The Role of National Cultural
Background in Corporate Life, Europ ean Integration Studies, Miskolc,
Volume 1, Number 2, 2002, pp. 25–36.

3. Hoebel Adamson. Man, Culture and Society, Oxford University Press,
New York, 1969, pp. 165–169.

4. Lourdes Arizpe. The Cultural Dimensions of Global Change, UNESCO,
Paris, 1996.

5. For comparison on cross-country comparisons on technologies see Milken
Institute at the website http://www.milken-inst.org.

6. Please see the Gerber Canada web page http://www.gerbercanada.com/
fr/frameset/index-food.htm

7. James A Roberts. Green Consumers in the 1990s: Profile and Implications
for Advertising, Journal of Business Research, 36(3), 1996, pp. 217–231.

8. Nash, Laura L. Church on Sunday, Work on Monday. The Challenge of

Fusing Christian Values with Business Life. San Francisco: Jossey-Bass
Publishers, 2001.

9. John Corrigan. Business of the Heart—Religion and Emotion in the
nineteenth Century, The University of California Press, 2001.

10. For details on the corporate philosophy of Mary Kay Ash see Hilary
Weston: Mary Kay Cosmetics–Sales Force Incentives, Harvard Business
School, Harvard, October, 1999 (Ref. 9–190–103).

11. For details on corporate governance and mission of the company see the
home page of the company http://www.mattel.com

12. For details on the other companies adaptation strategies to the religious
requirements see web page of Business for Social Responsibility http://
www.bsr.org

13. Tadashi Yagi. Effect of Cultural Influence on Market Expansion, Working
Paper, Doshisha University, Kyoto, Japan, December, 2003.

14. Ratna Bhushan. Big Mac at a First Clip, The Hindu Business Line, June
27, 2002.

15. Kathleen Reardon. International Business Gift-Giving Customs, The Parker
Pen Company, Jamesville, West Indies.

16. Geert Hofstede. Culture’s Consequences, Sage Publications Inc., 1980.

17. Martha Hostetter. The Marketing of Culture, Gotham Gazette, Internet
Edition, October 2003.

http://www.gothamgazette.com/article/20031023/1/580.



322

5.11 Model Answers to ‘Check Your Progress’

Check Your Progress-1

1. If a firm learns to manage diversity it will be able to effectively
manage a globally diverse workforce as it acquires more international
operations. This results in better performance.

2. Culture is the distinctive way of life of a group of people. According
to Hoebel, it is the integrated sum total of learned behavioural traits
shared by members of the society.

3. The three basic concepts of culture are:

(i) It is a total pattern of behaviour that is consistent and compatible
in its components. It is not a collection of random behaviours,
but behaviours that are related and integrated.

(ii) It is a learned behaviour and not biologically transmitted.

(iii) It may be manifested in the behaviour that is shared by a group
of people or a society.

Check Your Progress-2

1. The investment objectives of an MNC should:

 Ensure that the operations of enterprises are in harmony with
government policies;

 Strengthen the basis of mutual confidence between enterprises
and the societies in which they operate;

 Improve the foreign investment climate; and

 Enhance contribution of the enterprise to sustainable development.

2. An investment proposal is a type of business plan, but it is designed
especially to meet investor’s needs.

Check Your Progress-3

1. Trade barriers include all costs of getting a good to the final consumer
other than the cost itself: transportation barrier, policy barrier, and
internal trade and transaction cost.

2. Several factors contributed to the weakness of trade and output in
2013, including the lingering impact of the EU recession, high
unemployment in euro area economies (Germany being a notable
exception), and uncertainty about the timing of the Federal Reserve’s
winding down of its monetary stimulus in the United States.
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Check Your Progress-4

1. The World Bank plays an important role in shaping the trade and
investment conditions faced by the developing countries, as well as
the trade and investment policies they adopt. Through macroeconomic
and sector assessment, technical assistance and project and policy
lending, these institutions promote trade and investment liberalization.

2. The World Bank influences both developing and developed country
governments’ positions on trade and investment through its role as
knowledge broker. It offers technical assistance to borrowing countries
through both loans and trainings. Many see the World Bank as a
premier source of research and advice. The institution generates data
and analytical tools widely used by developing country policy makers
directing development strategies, trade and investment policy reforms
and quantitative restrictions on exports.

3. The basic functions of IMF are:

o To lay down ground rules of international finance

o To provide short-and medium-term assistance for overcoming
short-term balance of payments deficits

o Creation and distribution of reserves in the form of Special Drawing
Rights (SDRs)

Check Your Progress-5

1. The primary function of UNCTAD is to formulate policies relating to
all aspects of development including trade, aid, transport, finance and
technology. One of the principal achievements of UNCTAD has been
to conceive and implement the Generalized System of Preferences
(GSP). It was argued in UNCTAD for that in order to promote
exports of manufacturers from the developing countries, it would be
necessary to offer special tariff concessions to such exports. Accepting
this argument, the developed countries formulated the GSP Scheme
under which exports of manufactures and semi-manufactures and
some agricultural items from the developing countries enter duty free
or at reduced rates in the developed countries. There are now fourteen
GSP schemes in operation in twenty-nine preference giving countries,
including fifteen members of the European Union.

2. WTO comprises about forty councils, committees, subcommittees,
bodies, and standing groups or working parties, more than twice the
number under GATT. These bodies are open to all WTO members,
but generally only the important trading nations regularly send
representatives to meetings. The degree of participation reflects a mix
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of national interests and resource constraints. The least developed
countries, in particular, tend not to be represented at these meetings;
often they do not have delegations based in Geneva. Five principles
are of particular importance in understanding both the pre-1994 GATT
and WTO: non-discrimination, reciprocity, enforceable commitments,
transparency, and safety valves.

3. The essential functions of WTO are:

(i) Administering and implementing the multilateral and plurilateral
trade agreements which together make up the WTO

(ii) Acting as a forum for multilateral trade negotiations

(iii) Seeking to resolve trade disputes

(iv) Overseeing national trade policies

(v) Cooperating with other international institutions involved in global
policy making

Check Your Progress-6

1. Countertrade is used to leverage government importation with trade
and investments to be provided by foreign suppliers. It helps
government offices or other local institutions by facilitating the
introduction of investments, technology transfer, research and
development, donations, specialized training/skills and related activities
without additional cost to the government.

2. There are five main variants of countertrade. They are as follows:

(i) Barter: Exchange of goods or services directly for other goods
or services without the use of money as means of purchase or
payment.

(ii) Switch trading: Practice in which one company sells to another
its obligation to make a purchase in a given country.

(iii) Counter purchase: Sale of goods and services to a country by
a company that promises to make a future purchase of a specific
product from the country.

(iv) Buyback: Export of industrial equipment in return for products
produced by this equipment.

(v) Offset: Agreement that a company will offset a hard currency
purchase of an unspecified product firm that nation in the future.



325

NOTES



326

NOTES



BUSINESS ENVIRONMENT

VENKATESHWARA
OPEN UNIVERSITY

www.vou.ac.in

VENKATESHWARA
OPEN UNIVERSITY

www.vou.ac.in

BUSINESS ENVIRONMENT

BCOM
[BCOM-104]

BUSINESS ENVIRONM
ENT

15 MM


	Business Environment _ BCOM-104 _ VOU - Copy
	Business Environment _ BCOM 104
	Prelims.pmd.pdf
	Introduction.pmd.pdf
	Block I.pmd.pdf
	Block II.pmd.pdf
	Block III.pmd.pdf
	Block IV.pmd.pdf
	Block V.pmd.pdf
	End Notes.pmd.pdf

	Business Environment _ BCOM-104 _ VOU



