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FOREWORD

Since its establishment in 1976, Acharya Nagarjuna University has been forging
aheadin the path of progress and dynamism, offering a variety of courses and
research contributions. I am extremely happy that by gaining ‘A’ grade from the
NAAC in the year 2016, Acharya Nagarjuna University is offering educational
opportunities at the UG, PG levels apart from research degrees to students
from over 443 affiliated colleges spread over the two districts of Guntur and
Prakasam.

The University has also started the Centre for Distance Education in
2003-04 with the aim of taking higher education to the door step of all the
sectors of the society. The centre will be a great help to those who cannot join in
colleges, those who cannot afford the exorbitant fees as regular students, and
even to housewives desirous of pursuing higher studies. Acharya Nagarjuna
Universityhas started offering B.A., and B.Com courses at the Degree level and
M.A., M.Com., M.Sc., M.B.A., and L.L.M., courses at the PG level from the
academic year 2003-2004 onwards.

To facilitate easier understanding by students studying through the
distance mode, these self-instruction materials have been prepared by eminent
and experienced teachers. The lessons have been drafted with great care and
expertise in the stipulated time by these teachers. Constructive ideas and
scholarly suggestions are welcome from students and teachers involved
respectively. Such ideas will be incorporated for the greater efficacy of this
distance mode of education. For clarification of doubts and feedback, weekly
classes and contact classes will be arranged at the UG and PG levels
respectively.

It is my aim that students getting higher education through the Centre for
Distance Education should improve their qualification, have better employment
opportunities and in turn be part of country’s progress. It is my fond desire that
in the years to come, the Centre for Distance Education will go from strength to
strength in the form of new courses and by catering to larger number of people.
My congratulations to all the Directors, Academic Coordinators, Editors and
Lesson- writers of the Centre who have helped in these endeavours.

Prof. P. Raja Sekhar
Vice-Chancellor (FAC)
Acharya Nagarjuna University
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BUSINESS ENVIRONMENT - AN OVERVIEW

Objectives

After studying the unit you should be ableto
*  Define what you mean by Business and Business Environment.
*  Classification of External and Internal Environmental factors.
*  Analyzethe various Internal Environmental factors
*  Explain theimpact of several Environmental factors
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1.1 Introduction

Businessis an important institution in society. Beit for the supply of goods and services; creation of
employment opportunities; offer of better quality of life; or contribution to the economic growth of a country;
the role of businessis crucial. Society cannot do without business. It needs no emphasis that business needs
society as much. Modern business is dynamic, changing, Vastness, diversified, globalised, Competitive and

Informative.

Theterm businessisused in different ways. In afunctional senseit isused to refer to the functions or
activitiesof an organization or anindividual. Traditionally, theterm businessrelated to the commercial activities
aimed at making profits or to organizations formed to make profit. But the modern outlook is very different.
For many organisations Profit maximization isnot the primary objective. There are many organisations both
in Public and private which do not aim at maximizing their Profits.

The scope of business was interpreted by K.D Fernstorm and others given below;
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1) Businesswhich produce goods;
a) Farms, dairiesand other agricultura producers.
b) Mines, Fisheries, lumbering enterprises and others which extract natural resources.

¢) Manufacturing enterprises producing machinery, materials or supplies and those producing goods for
consumption.

2) Business which Produce Services:
a) Railroads, bus and truck lines, Steam ship lines and other transportation enterprises
b) Telephone and Telegraph Companies
¢) Producersof eectric light and power

d) Hotels, Restaurants and other producers of the services of food and shelter
€) Laundries, dry cleanersand other enterprises furnishing household services
f) Theatres, anusement parks and other enterprises furnishing amusement and recreation.

3) Businesswhich distribute goods
a) Wholesale merchants of various types
b) Retail merchants of various types
¢) Importers and exporters

4) Businesswhich facilitate distribution of goods;
a) Warehouses, grain elevators and other storage business
b) Auction houses, exchange and other enterprises which afford places of trade
c) Advertising enterprises, including advertising agencies, bill board operators etc
d) Finance Companies, Credit bureaus and similar enterprises

5) Business which deal in money and credit
a) Commercial banks and other suppliers of short term credit
b) Investment houses and other suppliers of long term credit

The concept of business confirming to commerce and private profit has undergone alot of change.
Nowadays we know Business as regarded as a social institution forming an integral part of the social system.
According to Daves & Blomstorm Businessisa*socia institution, performing a social mission and having a
broad influence on the way Peoplelive and work together” . Daves & Blomstorm saysthat Businessis viewed
as asubsystem of the total social system. Business cannot isolate itself from the rest of the society. Today the
whole society is business environment. Thethreeideasthat influencethe business on saciety are values, viability
and Public visibility.

1.2 Definition of Business Environment

Just ashuman beingslivein aclimate, business operatesin acertain environment. Thisenvironment is
complex, changing and not easily predictable. The business must ook at the changes of the environment and
adapt itself to revive and grow. William F.Glueck defined the term environmental analysis as “the process by
which strategists monitor the economic/governmental / legal, market / competitive, suppliers/ technological,
geographic and social settings to determine opportunities and threats to their firms.”
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Environmental diagnosis consists of managerial decisions made by analyzing the significance of data
(opportunity and threats) of the environmental analysis

Exhibit - 1.1

)

'-_

Symbiotic relationship between Business and Environment.

1.3 Classification of external and internal environments:

Just asthelifeand success of any individual dependson hisinnate capabilities, including physiological
factors, traitsand skills, to cope up the environment, the survival and successes of abusinessfirm depend onits
innate strength the resourses at its command, including physical resources, skill and organisation and its
adaptahility to the environment. A total business system, thus, consists of two sets of factors - theinternal and
the external factors.

Theinternal factors are those within the control of the firm. The firm can alter or modify such factors
like personnel, physical facilities, organizations and functional means, such as marketing mix, to suit the
environment. The external factors, on the other hand, are, by and large, beyond the control of acompany. The
external environmental factors such as the economic factors, socio cultural factors, government and legal
factors, demographic factors are generally regarded as uncontrollable factors. It isrepresented in Figure |- 1.

1.4 Internal Environment:
There are anumber of internal factors which influence the business decisions.

Value System: Thevalue system of the founders and those at the helm of affairs hasimportant bearing
on the choice of business, the mission and objectives of the organisation, business polices and practices .Itis
widely acknowledged fact that the extent to which the value system is shared by all in the organization is an
important factor contributing to success. The value system of JRD Tataand the acceptance of it by others, who
matter were responsible for the voluntary incorporatesin the articles of Associations of TISCO itssocial and
moral responsibilitiesto consumers, employers, shareholders and society.

Mission and Objectives. The business domain of the company, priorities, direction of devel opment,
business, Philosophy, business policy etc are guided by the mission and objectives of the company. Ranbaxy’s
thrust into the foreign marketing and devel opment have been driven by its mission to become aresearch based
international pharmaceutical company?i.

Management Structure and Nature: The organisational Structure, the Composition of the Board of
Directors, extent of professionalisation of management etc areimportant factorsinfluencing businessdecisions.
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Some management structures and styles delay decision making while some others facilitate quick decision
making.

Internal Power Relationship: - Factorslikethe amount of support the top management enjoysfrom
different levels of employees, shareholders and Board of Directors have important influence on the decisions
and their implementation

Human Resour ces: - The characteristics of the human resourceslike skill, quality, morale, commitment,
attitude etc, should contributeto the strength and weakness of an organisation. Some organi sations find difficult
to carry out restructuring or modernisation because of resistance of employeeswhereasthey are smoothly done
in some others.

Company Image and Brand Equity: - The image of the company matters while raising finance,
forming joint ventures or other aliances., soliciting marketingintermediaries, entering purchase or sale contracts,
launching new products etc. Brand equity isalso relevant in several of these cases.

1.5. External Environment: -

The external business environment consists of a macro environment and a micro environment The
micro environment consists of thefactorsthat effect the performance of the company. Theseinclude suppliers,
marketing intermediaries, competitors, customers and the publics. The macro environmental consists of factors
namely economic, political legal, technical, demographic and cultural forces, Let us analyze these different
factors.

1.5.1 Micro-Environment: -

Suppliers: An important force in the micro environment of acompany isthe suppliersi.e those who
supply the inputs like raw material and components to the company. The importance of reliable sources of
supply to the smooth functioning of the business is obvious. Because of the sensitivity of the supply, many
companies give high importance to vendor development. vertical integration where possible helps solve the
supply problem. Itisvery risky to depend on asingle supplier because astrike, lockout or any other production
problem with that supplies may effect the company. Hence multiple sources of supply often help to reduce
such risks.

Customers: The major task of abusinessisto create and sustain customers. A business exists only
because of its customers. A company may have different categories of customers like individuals, household
industries, other commercial establishments, government and other institutions. For exampl e the customer of
atype company may includeindividua automobile owners, automobile manufacturers. Public sector transport
undertakings and other transport operations. Depending on asingle customer isalways riskyesbecauseit may
place the company in a poor bargaining position. The choice of the customer segments should be made by
considering anumber of factorsincluding the rel ative profitability, dependability, stability of demand, growth
prospects and the extent of competition.

Competitors : A firms competitionsinclude not only the other firmswhich market the same or similar
products but also all those who compete for the discretionary income of the consumers. For example, the
competition for a company’s television may come not only from other T.V manufacturers but also from two
wheelers, refridgerators, cooking ranges, stereo sets and so on and from firms offering savings and investment
schemes like banks, Unit Trust of India, companies accepting public deposits or issuing shares or debentures
etc.

Market I ntermediaries: Theimmediate environment of acompany consist of anumber of marketing
intermediaries which are “firms that and the company in promoting, selling and distributing its goods to final



C.D.E (1.5 Nagarjuna Univer Sity/

buyers. The market intermediariesinclude middlemen such as agents and merchants who hel p the company to
find customers or close sales with them:

Financiers: - Another important micro environmental factsis the financiers of the company. Besides
the financing capabilities, their polices and strategies, attitudes, ability to provide non financial assistance etc
are very important.

Publics: A Company may encounter certain publicsin its environment. “A public isany group that
has an actual or potential interest in or impact on an organisations ability to achieve its interestsi. Media
publics, citizens action publics and local publics are some examples.

1.5.2 Macro Environment :
The macro environmental factors are more uncontrollable. Therefore the success of a business firm
depend upon its adaptability to the enmroniment. Now let us discuss about these macro environmental factors.

i) Economic Environment : The economic conditions, economic policesand the economic systemare
important external Macro environmental factors that constitute the economic environment of business.

The economic conditions of the country like nature of the economy, stage of development of the
economy, economic, resource level of income, distribution of income and assets are some of the important
determinants of business strategies. Differencesin theincome levels between countriesis atrue reflection of
the purchasing powers or living standards of people. In developing countries, the low income may be the
reason for the very low demand for a product. The sale of the product with income - elastic demand will
naturally increase with increase in income. But, afirmis unable to increase the purchasing power to generate
more demand for its product. Hence, it may have to reduce the price of the product to increase the sales.
Reduction in the cost of production may have to be effected to facilitate price reduction. It may also have to
invent anew low cost product to suit low income. Thusthe Colgate designed asimple, had driven inexpensive
($20) washing machine for low income buyersin less devel oped countries.

In countrieswereinvestment and income are steadily and rapidly rising business prospectsare generally
bright and further investments are encouraged. There are a number of economists and businessmen who feel
that developed countries are no more worthwhile propositions for investments and these economies have
reached more or less saturation levelsin certain respects.

The economic policy of the government, needless to say, has a very great impact on the business.
Important economic policy are Industrial policy, trade policy, foreign exchange policy, monetary policy, fiscal
policy and foreign investment and technology policy. Some types or categories of business are favourably
affected by government policy, some adversely affected, while it is neutral in respect of others similarly an
industry that falls within the priority sector in terms of government policies may get a number of incentives
and other positive support from the government, whereas the industries which are regarded asinessential may
have the odds against them.

The economic systems of the country also have alot of impact on business. On one end there are the
free market economies or capitalist economies and on the other end are the centrally planned economies or
communist countries. In between these two are the mixed economies. Within the mixed economic systems
there arewide variations.
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ii) Political & legal Environment: - Political and legal environmental factors also influence the
operations of business firms enormously. The influence of the political system of a country influences the
business from multi angles, VIZ., deciding, promoting, fostering, encouraging, sheltering, directing and
controlling the business activities. The success and growth of business depend upon the stable, dynamic,
honest, peopl e particpative, reared political systeminacountry. Countrieswith stable political system enjoyed
the successful business operations. USA isabest examplefor political stability and dynamism. Hence people
prefer to locate their business operation is U.S.A. According to John Kenneth Galbriath no country with a
stable and government in addition to being stable should al so be efficient. John Kenneth Galbriath arguesthat
in all the advanced countries, “the early emphasis was not on capital investment but on political and then on
cultural development. In USA, West Europe and more recently in Japan, a secure political context was
stressed in both thought and action on economic devel opment, it was considered thefirst requisite for economic
progress’.

In addition to the stable and dynamic governments, the political environment includes the polices and
characteristics of political parties, the nature of the constitution and government system. In most of the countries
apart from the lawsthat control the investment and rel ated matters, there are anumber of lawsthat regulatethe
conduct of the business. Such regulations cover matters such as standards in respect of product, packaging,
promotion etc. In many countries, regulation with a view to protecting consumer interests have become
stronger. Regul ationsto protect the purity of the environmental and ecol ogical balance have also been assuming
more importance.

Some governments specifies certain standards for the products to be marketed in the country. In a
number of countriesincluding India; advertisements of a coholicliquor isprohibited. Advertisement including
packaging of cigarettes, shall carry the statutory warning that “Cigarette smoking is injurious to health.”
Similarly, advertisements of baby foods shall inform that breast feeding isthe best. In countrieslike Germany
product comparison advertisement like better, best or excellent is not allowed. Similarly in drug & cosmetic
industries the producer should disclose the long range side effects of the products usage.

There are ahost of statutory controls on businessin India. If the MRTP commission want to expand
their business substantially, they have to convince the government that such expansion is in the public
interest.

iii) Socio - cultural Environment: - Socia and cultural factors in various countries effect the
business These factors include attitude of the people to work, attitude to wealth, family, marriage, religion,
education, ethics, human relations, social responsibilities etc.

For a business to be successful the business strategy should be the one appropriate for the socio -
cultural environment. The marketing must will have to be so designed as best to suit the environmental
chasacterstics of the market. In Thailand for example, He lene Curtis switched to black shampoo because
Thai women feel it makestheir hair look glossily.

Thediffrencesin language sometimes pose a serious problem. preett was perhaps, agood brand name
inIndiabut it did not suit for the overseas market and have it was appropriate to adopt prestige for the overseas
market. In some languages, Pepsi-Cola s slogan ‘ come alive’ translator as ‘ come out of the grave'.

The values and beliefs associated with colour varies between different countries. Blueis considered
faminine and warm in Holland, is seen as masculine and cold in Sweden Green is the favorite colour in the
Muslimworld but in Malaysiait is associated with illness. White indicates death and mourning in Chinaand
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Koreabut in some countriesit expresses happiness and isthe colour of the wedding dress of the brides. Red is
apopular colour inthe communist countries but many African countries have anational destaste for red colour.

Social inertiaand associated factors comein the way of promoting certain products, servicesor ideas.
We come across such stigmas in marketing of family planning ideas, use of bio-gas for cooking etc. While
dealing with social environment wemust al so consider the societal Environment of busi nesswhich encompasses
the socia responsibility of the business and the alertness or vigilance of the consumers and society at large.

iv) Technological Environment : Technological Environment has significant and direct influence on
business,i.e. Technology is application of knowledge J.K Galbraith defines technology as “a systematic
application of scientific or other organised knowledgeto particular tasks.” Technol ogy advanced phenomenally
during the post 50 years. Technology changes at afaster rate. Infact, it brings change in the society economy
and politics. Technology affects all walksof life, all countriesand the entire globe. Technology flowsfromthe
advanced countries to the devel oping world through the Multinational corporations (MNCS), joint ventures,
technological aliances, licensing and franchising. Technology influences the way we live, we cook (electric
rice cooker) we drink even water (filtered and mineral water). communicate (telephone, fax, email video
conferencing, e-mail chatting etc.) Preparing for a clear or a case of reading a news paper through internet
marriage aliancesthroughinternet, computersaided design, production, selling (e-commerce) satellite networks
electronic fund transfers, lasers, fibre optics, unmanned factories, miracle drugs, new diagnostic M ethods.

v) Demogr aphic Geographical and Ecological Environment : Demographic factorslike the size,
growth rate, age composition, sex composition etc of the population, family size, economic stratification of the
population, educational levels, language, caste, religion etc arefactors relevant to business. Geographical and
ecological factors like natural resource endowments, weather and climatic conditions, topographical factors,
locational aspectsin the global context, port facilities etc are also relevant to business.

1.6 Meaning of Economic Environment: -

Economic environment refersto all those economic factors which have alearning on the functioning
of abusiness Unit. Business depends on the economic environment for all the needed inputs .It also depends
on the economic evironment to sell the finished goods. Naturally, the dependence of business on the economic
environment is total and it is not surprising because as it rightly said, business is one unit of the total
economy.

The importance of economic environment isreinforced by the fact that more and more economist are
finding place in Industrial establishments. These changes are revolutionary after 1990. The results of these
changes are emergence of global markets, establishment of world trade Organisation, emergence of global
businessand global competitorsrather than local Competitors. The study of the economic environment may be
taken up for firm, for many firms then has more direct impact. The economic systems, the economic planning
and economic conditions of the country have direct impact on the economic environment of business.

1.7 Economic Systems:-

Economic system and organisation of institutions are established to satisfy human needs / wants.
There are three types of economic systems, VIZ, Capitalism, Communism and mixed economic system.
Economic systems are based on resource allocation in the system. They are market allocation in case of
Capitalistic, command / central allocation in case of mixed economic system. In fact, there are no examples of
pure Capitalistic or communistic economies. All actual systems are mixed economic systemsof varied degrees
of market allocation and command allocation.
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i) Capitalistic Economic System:- The system of Capitalism stressesthe Philosophy of individualism
believing in private ownership of all agents of production, in private sharing of distribution. Processes that
determinethe functional rewards of each participant, and an individual expression of Consumer choicethrough
afreemarket palace. InitsPolitical manifestation, Capitalismmay fall in arange between extremeindividualism
and no government and the acceptance of some state sanctions as mentioned by Adam smith and the later
Philosphers of modern Capitalism.

We should mention about the Welfare State concept, which has developed in recent years. Thisisa
modification of modern Capitalism that provides for on increase degree of state regulation when certain
deficiencies appear inthe economy. Theselimitations placed on the free market operations such asworkmen's
compensation law, provision for social security, lawsregulating Industrial relationsor direct Statefinancial aid
to housing and agriculture, medical, food, transportation, communication etc. USA, Japan and UK are the
examples of Capitalistic countries. Most of the other countries like India, France, Italy and Malaysia have
started shifting their economic systems towards this economic system.

ii) Communistic Economic System:- In this economic system, Private Property and Property rights
to income are abolished. The State owns all the factors of Production and distribution, Communism is also
called as Marxism. Lenin set up acommunist Statein Russiaafter the Great October Revolution of 1917. Later
theideaspread to Czechoslovakia, China, Rumania, Yugodavia, Poland and Sweden. Most of the East European
Countriesfollow the Marxist ideal ogies. The major limitations of this system include.

1. It reduces individual freedom of choice due to restriction on items to be produced.

2. It failsto get total commitment of People to work and country’s welfare.

3. It failed to achieve significant economic growth.

4. 1t could not achieve equality - the main plank of Marxism.

5. Therules of this system did not set fine examples for the executorsto follows or implement.

6. It has been observed with rights of workers.

Communismto collapsed in theformer USSR. Similrlary Communism collapsed in most of theAfrican
countries. Thisismostly because of the changestowards privatication. The degree of command allocation has
been declining even in China. Cubais an example of the last remaining predominantly communistic country.

iii) Mixed economic system: - Under the economic system, the major factors of Production and
distribution are owned, managed and controlled by the State. The purpose is to provide the benefits to the
public more or less on equity basis. The others factors of mixed economic system are development of strong
public sector, agrarian reforms, control over private wealth, regulation of private investment and national self
reliance. This system does not distribute the existing wealth equally among the people, but advocates the
egalitarian principle. It believesin full employment, suitable rewardsfor the workers efforts. There isno pure
capitalistic system or Communistic system. The Exhibit | - 2. Presents Comparison of Capitalistic, Communistic
and mixed economic systems.
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Exhibit 1.2 Capitalism, Socialism and Communism Comparison

Characteristics
i) Economic Markets

ii) Individua insistences

iii) Capital sources

iv) Labour

v) Management

vi) Business
ownership

vii) Risk Assumption

Capitalism
Freedom to compete
with the right to invest

Profits and wagesin relation
to one’s ability and
willingness to work.

Capital invested by owners
who may also borrow on
credit, Capital may be
re-inverted from projects
depreciation isleagal

workers are free to select
an employer and an
occupation

Managers are selected on
the bases of ability. Manager
have freedom to make
decisions

Individuals have the right
to own a business and
to contract with others.

L osses assumed by
owners may transfer
business risks to others
businesses through
insurance

1.8 Economic planning: -

A mixed economy is necessarily a planned economy. It does not mean simply controlled economy in
which, the government interferesin economic mattersthrough fiscal and monetary polices, but it isan economy
in which the government has a clear and definite economic plan. The public sector should have an economic
plan. The public sector will have to operate according to certain priorities and to realise specific socia and
economic goals. At the same time, the government cannot leave the private sector to function in its own

unorganized way.

Socialism

Limited competition
with State owned
industries

Profits recognised
wages fairly in section
to efforts.

Obtained from owners
and from state issued
bonds for state owned
industries. Depreciation
permitted.

workers allowed to
select occupation state
planning encourages
employment.

Manager are state owned
industries are answerable
to the state. Non-monetory

rewards emphasised

State ownsthebasic

industries other business

may exist.

Peopl e assure risks of
state ownersindustries
L osses taken from
taxes.

communism

absence of
competition

with State owned
market and industries

Profits not allowed
workers argued to work
for theglory of the state
State providesall
resources to start busi ness
owned by the state. No
depreciation

the state determines
one’'s employer and
employment

Key manager must be
be party members.
Absence of freedom
to make decesions.

state owns all
productive capacity
including community

Economic production
owned by the state.
Risks assumed by the
state. Losses reduce
standard of living.

The government has to prepare and implement a comprehensive economic planning integrating the
private rector with the public sector. It isfor these reasons that we have been having economic planning. Since
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1951 when the First fine year plan war launched, we have had five decades of economic planning. We have
completed nine five year plans. All the five year plans were designed to achieve four important long term
objections, VIZ

a) Increase Production to the maximum possible extent so as to achieve a higher level of national and per
captain income.

b) Achieve full employment.

¢) Reduceinequalities of income and wealth and.

d) Setupasocialist society based on equality and justice and the absence of exploitation.
Massive investments were made in all the five year plans to realise these objectives. Table-I - 3 guess
the allocation of the plans.

TABLE- 1.3
Pattern of ResourceAllocation in Indian fiveyear Plans

Needs of I [ Il v \% VI VIl VI
Development

Agriculture 37.0 20.0 20.5 233 22.1 22.2 202 206
Irrigation 7.6 9.7 14.6 18.6 18.8 16.7 174 187
Power 4.9 24.1 229 19.7 24.3 26.5 237 188
Industry

Transport & 26.4 27.0 24.6 195 17.4 16.0 171 187
Communications

Social service 24.1 18.3 174 18.9 174 18.6 216 232
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

(Source: Economic sources and planning commission Annual Report 1995-96).

Industry: - Inthe mid -1960s, India has a better industrial base and possessed more pre-requisitesfor
industrial growth than South Korea, Malaysia, Taiwan, Thailand and Indonesia. Since then, the country has
succeeded in creating a virtually autarkic economy, where all outputs and factor were subject to rigid price
and quantity controls; where investment was strictly rationed; where there were multiple barriers to entry,
investment, foreign trade and competition and where the objectives of the financial system was to supply
subsidised devel opment fundsirrespective of returns.

Various administrative controls areindustrial licensing, product reservation for public sectors, MRTP
and asset classification of monopolies, product reservation for the small scale sector, Foreign exchange Regulation
Act, Tariffsand quotes, themini Plants, labour market rigidities, devel opment finance and indigenous avail ability
and essentiality.

National Income and per Capita Income: - Every sector of the economy employs natural, human
and material resources and contributesto the aggregate flow of goods and servicesduring atimeperiod, usually
specified as oneyear. Thisaggregate flow of goods and servicesrepresentsthetotal income earned by factors
of production employed during theyearsand ispopularly called National income or National product. Therate
of growth of the national income in an economy is an indication of the pace at which the economy has been
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growing. A high growth rate indicates that the economy is a developed one. Low growth rate signals that the
economy is a developing or a poor one. Further more, a high national income indicates that the economy is
developed and the overall environment is favorable for business growth.

Table- 1.4 gives detail s about national income and per Captain income since 1980.

Looking at the figures available Table 1.4, it may be stated that our performance compares favorably
with that achieved by the currently high income countries when they were in their transformation phase. For
examples our national income growth during 1950-1994 has been reported higher then that of the UK, France
and Germany during the mid 19th to mid 20" countries, and about the same as the performance of the USA
which was one of the most devel oped nations at that time.

TABLE- 14

National Income and Per capital Incomeat Current Prices

Year National Income Per capitalncome
Rs Rs
1980-81 1,10,685 1,630
1990-91 4,18,074 4983
1991-92 4,79,612 5602
1992-93 5,45,434 6255
1993-94 6,26,957 7060
1994-95 7,44,663 8237
1995-96 8,56,663 9473
1996-97 9,85,162 10, 708.

However, it must be admitted that our growth rate have been lessthan the plan targets (see Table I-5)
and below the required growth rate of about 10% per annum: Reason is abvious.

TABLE-15

Targets & Actualsin National Income

Plan Period Target Actuals
1 21 3.6
I 45 4.0
Il 5.6 24
A% 5.7 3.3
\Y 44 5.0
\ 5.2 5.4
VIl 5.0 5.7
VIl 5.6 5.7

The primary reason for low growth levelsinthe national incomeisthedeficienciesininvestment. This
isfollowed by high capital output ratio, low agricultural and industrial growth and population explosion. The
last factor ismainly responsiblefor low Per Capitaincome, not withstanding satisfactory growth in the national
income.
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1.9 Economic Conditions

General economic conditions affects business. Economics passthrough periods of boom and depression.
A boom is characterised by high level of output, employment and rising demand and prices. A recession has
the apposite of these characteristics.

If aregion dependsto a significant extent on any particular industry or sector, businessin that region
would be significantly affected by fortunes of that industry. The economic and business prospectsin major oil
exporting countries depend to avery great extent on the crude oil price. The economic conditions of aregion
may be linked to the prices of major crops of that region. For example, because of the fall in the prices, the
coconut farmers of Keralawere estimated to have lost about Rs 10,000 Crores between 1997-200. Similarly,
the rubber farmerslost an estimated Rs 1,500 Crore during the Syears period ended 2000. The Price of severa
other Commercials, crops also crashed. This situation has very adversely affected the general economic and
business conditions of the State.

A Particular economic may be widespread international or national or may be confined to a region.
For example, during 1997-98 when several South East economies under went acrisis, it affected the business
of even firmsinanumber of other countries. Thelndian steel exportsto south East Asia, for example suffered
aseverel set back.

Aswe are aware that the US economy accounts for well over one fourth of the US global economy.
Thisimplies that growth trend of the US economy can affect the overall growth trend of the global economy
by more than 25 percent. For example, inayear evenif therest of the global economy remains stagnant, on the
whole, if the US economy grows by two percent, it will have the effect of the world economy growing by about
half apercent. A recessionin US economy will have an appositeimpact. Asthe USeconomy ishighly integrated
globally, the economic condition the US can have repercussions in other economics.

The current account and balance of payments positions of a country, Exports and imports of a country
are generally affected by a number of domestic and international economic conditions.

1.10 Economic Policies:

There are several economic Policies, which have avery great impact on business. Important Economic
Policiesareindustrial Policy, trade policy, foreign exchange policy, monetary policy, fiscal policy and foreign
investment and technology Policy. Sometypesof categories of business are favorably affected by government
policy, some adversely affected, whileit is neutral in respect of others Similarly an industriesthat fallswithin
the Priority sector in terms of the government policy may get a numbers of incentives and other positive
support from the government, where as those industries which are regarded as inessential may have the odds,
against them.

Industrial policy: -Industrial policy can define the scope and role of different sectors like private,
public, joint and cooperative, or large, medium, small and tiny. It may influence the location of industrial
undertakings, choice of technol ogy, scale of operation, product mix and so on.

In Indiauntil liberalisation in 1991 the scope of private sectorswas very limited. The devel opment of
17 of the most important industrieswasreserved to the state. Inthe development of another 12 major industries
the state wasto play a dominant role. Further the production of alarge number of itemswasreserved to small
sector. Even in respect of industries which were open to private sector, entry and growth were regulated by
licensing, MRTP Act so on. It was only in 1991 policy and after liberalisation business opportunities were
enormously expanded.



C.D.E (1.13) Nagarjuna Univer Sity/

TradePalicy: - Thetrade policy can significantly affect thefortunes of firms. For examplearestrictive
import policy or apolicy of protecting the homeindustries, may greatly help the import competing industries,
while a liberalisation of the import policy may create difficulties for such industries. Trade policy is often
integrated with theindustrial policy as part of the economic liberalisation and WTO compliance Indiahasvery
substantially liberalised imports. Domestic firms now face increasing competition from imports. In other
words they face growing international competition in the domestic market. This implies that in many cases
Indian firmswhich do not come up to the international standardsin quality, cost, marketing, after sales service
will not be able to survive.

Foreign Exchange Policy: - Exchange rate Policy isthe Policy in respect of cross border movement
of capital areimportant for business. The liberalistion of exchange controlsall round the world since the late
1970 has, encouraged cross-borders movement of capital.

Foreign Investment and Technology Policy: - Until the late 1980s, when the world wide trend
towardsliberalisation set in, foreign Capital and technology were under severerestrictions- in many devel oping
and social Countries.

Restrictionson foreign capital and technology constrain not only the foreign firmsbut a so the domestic
firmsbecauseit may comein thisway of acquiring the technol ogy of their choicefromthebest source. Redtriction
on foreign capital may affect the growth plans of firms, including establishment of joint ventures. A liberal
foreigninvestment and technol ogy policy will increase domestic competition and would not put many domestic
firmsinto problem. At the sametimeit would benefit many domestic firms.

Fiscal Policy: - Governments strategy in respect of public expenditure and revenue can have significant
impact on the business The pattern of public expediture may effect the devel opment of variousregions, sectors
or industries differently such is the case with the taxation policy. Government often use tax incentives to
encourage or discourage certain activities. For example when industries suffersfrom recession areduction of
taxes like excise duty or sales tax may help improve the demand. A reduction of rates of direct taxes like
personal income tax and carporate tax may help increase, because of the resultant increase in the disposable
income, the spending in the economy leading to aincreasein demand. Governments, central aswell asprovincial,
of many countries offer different fiscal incentivesto encourage industries.

Monetary Policy: - The central bank, by its policy towards the cost and availability of credit, can
significantly influence the savings, investment and consumer spending in the economy. Depending on the
conditions of the economy and the general economic policy of the government, the central bank may adopt an
expansionary or contractionary or neutral monetary policy. For example, a one percentage point reduction in
the Cash Reserve Ratio will significantly increase the loanable funds with the commercial banking system.
Monetary policy may also be pressed into action to influence the exchange rate of the currency: You will be
knowing about these policiesin detail in the next chapters.

1.11 Conclusion: -

The businessis influenced to alarge extent on al these external and internal environmental factors.
The success of a business depends to a large extent on adapting to the changing environmental factors. A
business which can adapt itself very fast to the changing environmental factors can survive in the competitive
market for a long time That is the reason we come across many companies which could not adapt to the
environment changes and have collapsed. So the success of abusiness enterprise dependsonitsadapting tothe
changes.
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Businessfortunesand strategies areinfluenced, by economic characteritics, economic Policy dimensions
such asthe structures and nature of the economy, the stage of development of the economy, economic resource;
thelevel of income, the distribution of income and assets, global economic linkages economic Policies etc. So
abusinessman should take into consideration all these different economic environmental factorsthat determine
the success and survival of business.

1.12 Summary :

The Environment is a complex Phenomenon. The term environment consists of several subsets e.g.,
economic environment, Socio - cultural environment, Political-legal environment, technological environment
etc., It thus represents the totality of all kinds of environments which have on impact on business. To alarge
extent, the environment is external to the firm. Business firms in general have little influence on external
forces. Depending upon the nature and composition of several subjects of the environment, the business
environment varies from country from one point of time to another. A number of problemsare involved in the
identification description, explanation and prediction of environmental factors. The environmental factorsare
dynamic. It isdifficult to conceptualise and for quantity the proportion of change as well as the directions of
change in environmental factors. The environment consists of all economic institutions, the structure of the
economic system, market forces, Government’s economic policies and plans. All modern economies have
certain fundamental economic problemsto deal with. Thereisatendency towardsthe marketisation of economic
institutions and opening up of economies.

Since the environment and the economic institutional framework affect business organisations, it is
imperative on the part of the management to scan the environment before taking any decisions. The success of
the business enterprise, in a large measure, would depend upon the proper understanding of the business
environment.

1.13 Self Assessment Questions:

Discuss the concept of business and the classification of business enterprise?

Briefly describe “ Business Environment” and the relationship of Business with Environment?
Explain about the internal and the external environmental factors that influence the business?
Discuss the Macro environmental factors? What istheir influence on business?

What is economic environment? How is it important for business?

Describe the economic environment or it prevailstoday is our country?

Do you think the present economic environment is favourabl e to business? Discuss?

Why is economic Planning necessary? What has been our experience with Planning?

Bring out the salient features of the bare economic system?

10. What is the importance of economic polices?

11. Discussthe economic condition and their influence on environment?

=
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1.14 Further Readings

1. Keith Davisand Robert L. Blomstorm, Business and Society, Environment and Responsibility.
2. Francis Cherunilam, Business & Society, Himalaya Publishing House, 2000.

3. AswathappaK. Essntials of Business Environment, Himal aya Publishing House, 2002.
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LESSON -2

POLITICAL AND LEGAL ENVIRONMENT

Objectives:

After studying this lesson you should be able to

1.  Understand theimpact of Political and legal enveronment of business.

2. Understand the concept and components of democratic socialismin India.

3. Know the legal framework in India with special reference to socio-economic legeslation relevant to

Industry, and
4.  ldentify the functioning of some economic administration bodiesin India.
STRUCTURE
21 Introduction

2.2 Economic, Social and Secular | deologies

23 Demaocratic socialism in India

24 Role of Gover nment

25 Legal Environment

2.6 Important Economic and Industrial Legislation
27 Securitiesand Exchange Board of India.

2.8 Summary

2.9 Self - Assessment Questions

210 Further Readings

2.1 Introduction :

Businessand politicsare closely related to each other. Every business hasto function within the political
framework of the country. Business cannot survive and prosper without a clear understanding of the dynamics
of politics and without the support of public opinion.

Political environment consistsof th type of government, itsstability, itsactionsand its control over the
people. Political ideology of the government determines the role of business firms. Political stability improve
the confidence of the investors in the business. Rules and regulations enforced by the government and the
public reaction to them provide necessary direction to the growth of the business. Honesty in Government
improves the morale of the people and prevents spreading of corruption in the society. Corrupt government
corrupts the business and society.

A Palitical systemwhichisstable, honest, efficient and dynamic and which ensures political participation
of the people, assurespersonal security to the citizens, asaprimary factor for economic development. Therich
countriestoday owed their success mainly to the political systemsthey richly enjoyed. John Kenneth Galbraith
comments, “no country with a stable and honest government that does not have or has not had a reasonably
satisfactory state of economic progress’. He further argus that “In all these countries, the early emphasis was
not on capital investment but on political and then on cultural development. In the United States, Western
Europe, and more recently in Japan, a secure political context was stressed in both thought and action on
economic development; It was considered the first requisite for economic progress’.
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For instance, multinational companieslike Coco Colaand IBM discontinued their activitiesin Indiain
thelate seventies because of the government policy of restricting the growth of multinational companiesinthe
country. In 1989, the government allowed another multinational company, Pepsi Cola, to enter the Indian
market to give boost to the food processing industry. Recently, the Coca Cola Company again entered the
Indian market. Stahility of the government is also an important factor from the point of view of growth of
business. Businessmen prefer to start new unitsin those states where thereis political stability and whererule
of law prevails.

A business can succeed in the accomplishment of its goals only if it is able to properly foresee the
changes in the polices and programmes of the government and adjust its activities. Accordingly long term
changesreflect abasic shift in the attitudes and view points of the voters. Thusin a country like oursthese are
aimed at reduction in unemployment, industrial hazards, economic insecurity and to afford protection to the
consumer. Fregquent changes in the policies of the government may cause unforeseen factors such as outbreak
of war, calamitieslike earth quake, drought etc., Cyclical changesin government Policiestake place when the
government is more responsive to popular opinion. Uncertainty regarding who may win the elections may
cause instability and business houses may prefer to wait and watch the changes in new leadership. Regional
factors will influence governmental polices such that a leadership with rural orientation may place greater
emphasis on agriculture and industries based on agriculture.

2.2 Economic, Social and Secular Ideologies :

Business is a subsystem of the economic system of the country and it is composed of innumerable
inter- locking sub-systems known asindustrial and commercial firms. Each firm has further sub systems such
as production, marketing, finance and personal. The economic system of the country exerts the most personal
influence on the structure, organisation and operations of these firms. Therefore, the business system of a
country cannot be studied without reference to the economic system of whichit isapart. The economic system
of the country provides economic enveronment of business. Business is infuenced by the overall economic,
fiscal, commercial and industria policies of the government etc.,

Under a capitalist economy, businessislargely operated by enterepreneuers private profit. Decisions
relating to production, distribution and consumption are made through market forces of demand and supply
without much interference by the government. But in acommunist or socialist economy, all business decesions
aredictated and regulated by the Central agenciesof the government. However, inamixed economy likeIndia,
the businessman have freedom of choice and actionin certain industries. Someindustriesare reserved exclusively
for the public sector. The private sector business enterprises have to be guided by the governmental, budgetary,
industrial and commercial policies.

2.3 Democratic Socialism in India

Theclassical basisof socialismwas provided by Marx and Engleswho belived that to end exploitation
from the world it is necessary to abolish private ownership of the means of production. Marx and Engles
considered private property to be the cause of all social levels. The tremendous progress achieved by the
Soviet Union, which followed Marx and Engles model, has an impact on the capitalist countries of the world
also. Although the Countries that followed capitalism did not lose faith in private property and individual
freedom, yet they were convinced that the government could play an effective role for faster economic
development.

Jawaharlal Nehru, the first Prime minister and the architect of Indian planning, greatly admired the
achievements of Soviet Economic system. He borrowed the concept of socialism from socialist societies and
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democratic values of the capitalist societiesto take advantage of thevirtues of two extreme societies. Thistype
of mixed economy followed by Indiais described as “democratic socialism”.

Under the directive principles of the Indian constitutions it has been laid down that the state should
strive“to promote the welfare of the people by securing and protecting aseffectively asit may be asocial order
in which justice, social, economic and political, shall inform all the institutions of national life.”

The mixed economic system practised in India during the last four decades has been able to create
social and ecoomicinfrastructure. It provided industrial base by fostering the devel opment of heavy and basic
industries and enlarged educational oppurtunities. But it failed to increase the employment facilities as was
expected. It also failed in eliminating poverty and reduction in concentration of income and wealth. M oreover
the economy was over regulated leading to stagnation in many fields of economy.

2.4 Role of Government :

The Government plays an important role in almost every national economy of the world. Even in the
capitalist economy asubstantial share of the nation’s product goesto satisfy public wants. In aprivate enterprise
economy, government interferenceis necessitated by the Socio-political ideological reasons. Market mechanism
cannot perform all economic functions. Public policy is needed to guide, correct and supplement it in certain
respects. Government normally play four important roles in an economy, VIZ regulation, promotion,
enterpreneurship and planning.

2.4.1 Regulatory Role : Government regulation of the business may cover from the entry of the
businessto thefinal results of the business. Thereservation of industriesto small scale, public and co-operative
sectors, licensing system etc regulate the entry. Regul ations of product mix, Promotional activities etc amount
to regulation of the conduct of business. Government regul ations of the economy may be demanded into direct
controls and indirect controls.

Indirect controls are usually through various fiscal and monetary incentives and desincentives or
penalties. Certain activities may be encouraged or discouraged through monetary and fiscal incentives and
disincentives. For example, a high import duty may discourage imports and fiscal and monetary incentives
may encourage the development of export - oriented industries. The direct controls are more drastic and
discretionary. They can be applied selectively from firmto firm and industry to industry, at the discretion of the
state.

2.4.2 Promational Role : Thepromotional roleplayed by the government isvery important in devel oped
countriesaswell asin devel oping countries. In devel oping countries, wherethe infrastructura facilitiesarein
adequate, the promotional role of the government hasalot of significance. The statewill have theresponsible
to build up and strengthen the necessary devel opment infrastructures such as power, transport, finance, marketing
institutions for training and guidance and other promotional activities.

2.4.3 Entrepreneurial Role : In many economies the state also plays the role of an enterpreneur -
secural factors such as socio political ideologes, dearth of private entrepreneurship; neglect of certain factors,
absence of inadequate competition, exploitation of consumers etc. have contributed to the growth of state
owned enterprises in many countries.

2.4.4 Planning Role : In developing countries the state plays a very important role as a planner, The
importance of planning in less developed economies has been emphasized by Jawaharlal Nehru. He says,
“Whatever it may be in other countries, in under devel oped countries like ours, which have to develop fairly
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rapidly, thetime element isimportant and the questionsis how to use our resourcesto the best advantage. If our
resources are abundant it not matter how they are used. They will go into the common pool of devel opment.
But when one'sresources are limited, one has to see that they are directed to the right purpose so asto help to
build up what everyone isaiming at.”

2.5 Palitical Institutions:
The political systemin Indiaunder democratic socialism comprises three vital institutions.

2.5.1 Legidature: Legedation exercises more influence on the business actvities and its impact is
considerable. Thelegidature decidesthetypes of business activites, growth; regulation and control of business,
size of operation, employment and working conditions etc.,

2.5.2 Executive or Government : The Parlaiment /Assembly makes laws for the country, state and
the executives enforces them. The executives includes the head of the state, ministers and all officers of the
Government who are concerned with the execution of laws and running of administration.

2.5.3 Judiciary : Judiciary determinesthe manner in which thework of the excutive hasbeen fulfilled.
The main function of judiciary isto see that the authority of the executive conforms to the general ruleslaid
down by the legislature.

As discussed above the intensity of the government business relationship depends upon the form of
government, the ideology of the ruling party; the strength of the opposition parties; the role and responsibility
of buroacracy; socio-economic legeslations, velocity of government polices, plans and programmes and the
political stability. All these critical elements of political - legal environment will have heavy impact on the
functioning and growth of business organisation.

2.6 Legal Environment :

Legal enveronment isanimportant offshoot of political environment but it reflectslong term objectives
of the public and the political leadership chosen by it. Thus, government may enact laws to regulate and
control business activitiesand any violation of theselaws may cause severe penaltiesand punishments. Important
laws within the framework of which abusinessis required to operatein Indiaare as follows.

a) The contract Act

b) The companiesAct

¢) ThefactoriesAct

d) The Industrial DisputesAct

€) The workmen’s Compensation Act
f) The Essential Commodities Act

g) Two laws, dealing with excise and customsduties, Central and local sales- taxes, incometax, surtax
and soon

h) Industrial (Development and Regulation) Act

i) Monopolies and Restrictive Trade Practices Act
j) The Foreign Exchange Regulation Act.

k) Securities Contract Regulation Act.

Let us discuss some of the important economic legislations in India having considerable impact on
Industry.
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2.7 Important Economic and Industrial Legidations:

Industries (Development and Regulation) Act, 1951 : The Industries (Devel opment and Regulation)
Act, 1951 isavery important piece of economic legeslation affecting the industrial sector. The Act came into
force from May 8, 1951 and it extends to the whole of India. The Act seeks to secure planned industria
developement of the country regulating, controlling and developing industries that are included in the First
schedule of the Act.

Objectives of the Policy : The following are the objectives of the Act.
1. toimplement theindustria policy.

2. Regulation and development of important industries

3. Planning and devel opments of new undertakings.

4. Protection to some industries.

5. Improving working of industries.

TheAct consistsof two parts. Part -1 deal swith devel opment aspects and Part -11 deal swith regulatory
aspects of scheduled industries.

Thedevel opment of the scheduled industriesis sought to be secured primarily through the agencies of
central Advisory council and Development Councils aswell as by offering certain specia facilities.

Regulation of scheduled industriesis sought to be down by means of asystem of registration of existing
undertakings, licensing of new undertakingsfor producing new articles or for substantial expansion or change
of location of existing undertakings.

Control over the industries as sought to be exercised by causing investigation into the working of
these industries and in appropriate casestaking over the direct management and control.

The Act, however empowers the central government to grant exemptions to any undertaking or a
schedule industry or class of undertakings or scheduled industries from all or any of the provisons of the Act,
Rules or Orders made thereunder. Exemptions are granted having regular to the smallness of, or the number of
workers employed, or the amount invested in any industrial undertaking or the desirability of encouraging
small understandings generally or the stage of development of any scheduled industry.

1. Registration of Undertakings: Every existingindustrial undertaking wasrequired to beregistered
after the Act cameinto force, provided it wasincluded in the schedule to the Act. The central government shall
register the scheduled industries and issue to the owner of the undertaking so registered a certificate of
registration containing the production capacity of the industrial undertaking and other prescribed particulars.

2. Licensing of Undertakings: All new undertakings concered by the schedule must obtain alicense
from the central Government before being established. The license may contain conditions regulating the size,
location, manufacturing programme, and expansion or addition of anew product.

3. Investigation : The central government enjoys wide powers of control by investigation into the
scheduled insdustrial undertakings. The central government may order investigation to be made of any scheduled
industry or industrial undertaking if it is of the opinion that in the case of such undertaking there has been
substantial fall in the volume of production, or marked deterioration in the quality of any product, or any
justifiablerisein price, or if the undertaking has been managed in amanner detrimental to the public interest.

4. Directions : On completion of the investigation, the Central government may issue directions
regulating the production. It may require the industrial undertaking to stimulate devel opment of industry, or
prohibit the undertaking from reducing its production capacity or economic value or control the prices, or



Business Environment (2.6 Political & Legal.

regulate the distribution of products. The Central government isalso empowered to revoke the registration or
licenseif it deemsit necessary or justified in public interest.

5. Taking over of undertakings : If the central government is of the opinion that an industrial
undertaking in respect of which directionswereissued hasfailed to comply with such directions, or it hasbeen
managed inamanners highly detrimental to the schedul ed industry concerned or to publicinterest. it may take
over the management of such undertaking. It may also take over an industrial undertaking of the personsin
charge of such undertaking have, by recklessinvestments, or creation of encumbrances on the assets, or by the
diversion of funds brought about a situation which islikely to affect the production, or if it has been closed for
aperiod of not less than three months.

Administration of theAct
TheAct consists of three bodies. These bodies are

1. Central Advisory Council : The Act Consists of Central Advisory Council which Consists of
representatives of industry, labours, Consumer etc., The main purpose of the council isto consider the general
problems of industries and specific problem of registration and licensing to advise the Central government on
regulation and development of schedulesindustries.

2. Development Councils : TheAct contains Devel opment Councilswith each major industry group
to suggest improvement in quality of service, management and productivity.

3. Licensing Committee: TheAct setsup Licensing Committeeto regulateindustrial development. It
grants licenses for setting up new enterprises in the private sector after considering their capital, location,
Plant Capacity, foreign colloboration etc., This Committee follows the licensing procedure laid down by the
government from time to time.

The CompaniesAct 1956 : A company may be understood as an association of indust..... united for
some common purpose, permitted by lawsto use acommon name, and to change its members without winding
up the association. Chief Justice John Marrhall of the U.S. Supreme Court defined acorporation as“ an artificial
being, invisible and existing only in contemplation of the law. The following are the essential features of the
company form of ownership. These are:

a) Seperate L egal Entity : A company islegally seperatefromitsowners. A company isconsidered to
be alegal ‘Person’ and can contiue to exist even though its ownership may change many times. Sinceitisa
legal ‘ Person’ acompany can own property, takelegal action and enter into contracts. A company hasadomicle
but is not regarded as acitizen either under. Act. 19 of the constitutions of Indian or under the citizenship Act.

b) Limited Liability : Another feature of the company isthat the liability of its membersislimited to
the external of the nominal value of shares held by them. A member cannot be held personally liable for the
debits of the company except when provided by the statutes e.g. when fal se representation is given courts can
hold the members personally liable for debits arising out of such practices.

¢) Transferability of Shares : The shares of company are transferable unless it is a private or a
government company. If a member is unwilling to continue or is in need of money, he/she can transfer the
sharesfor aconsideration to others. Such transfer can be affected without taking consent of other members or
without causing a closure of the company.

d) Continued Existence: A company enjoysrelative permanence. If ashareholder sellshis/her shares
or the chairman of the company resigns, it will probably continue. It is the relatively stable existence that
attracts the confidence of shareholders, goodwill of customersand layalty of employees.
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Classification of Companies:
Companies are classified as below :
Public Company
Private Company
Foreign Company
Company with liability limited by guarantee

Government Company
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Unlimited Company; and
7. Holding and Subsidiary Companies.

1. Public company : The meaning of a company as given earlier relates to a public company. In a
public company members have the liberty to transfer their shares without affecting its continuity. The liability
of the members is limited. This company is called public because it invites public to subscribe to its share

capital.
2. Private Company : A private company isdifferent from apublic company. Itisacompany inwhich

transferability of sharesisnot allowed and membersarelikeafriends of afamily and therewill benolistingin
stock exchanges and it will be called as‘ Private Limited” Company.

3. Foreign Company : A foreign company is one which isregistered outside India but has a place of
businessin India.

4. CompaniesLimited by Guarantee: Here membersagreeto pay asum, in addition to the amount
of sharesheld by them, if need arises, to pay off the creditors of the company. The additional amount to be paid
islaid down inthe memorandum or articles of association. A guaranteed Company may be with share capital or
without share capital. If the company iswithout share capital, it raises the needed funds through entrance fees
and subscription. Company limited by guaranteeisgenerally formed to promote art, Science, religion or charity.

5. Government Company : An enterprise will be called a government enterprise if has most of the
features of a private limited company. The whole of the capital or 61 per cent or over should be owned by the
government. Mgjority of the directors are appointed by the government. It iscreated under the provisions of the
companiesAct. 1956.

6. Un Limited Companies: A company not having any limit on the liability of its membersis called
an unlimited company. The members of the unlimited company are like partners of afirm liable for its debts
without any limit.

7. Holding and Subsideary Companies : Any Company that buys a sufficient number of sharesin
another in another is called a holding company and the acquired one is called subsidearing. Some holding
companiesown all the shares of their subsidiaries. A company isaparent company if it ownsnot lessthan half
of the shares.

Company Formation :
Company formation isan eloborate, time consuming and expensive affair. Thethree stagesinvolvedin
thisare a) registration b) Capital raising and ¢) Commencement of business.

a) Registration : The registration of companies is the appropriate official to register companies.
Beforeregistration the promoters should submit alist of the names of the proposed company, memorandum of
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association, articles of association and list of the directors. The memorandum of associ ation contains the name
of the company, purpose, place, capital of the company and be affexied with Rs. 120 worth of stamps.

The articles of association contain the details of the amount of shares, procedure for conducting
meetings, powers, duties rights and qualifications of directors, procedure for declaration of dividends,
maintenence of accounts, audit etc. The Registrasr will scrutinise all documents submitted to him and will
ensurethat all the formalities are complied with. For registration, the registrar will charge afee depending on
the authorised capital of the company.

b) Raising of Capital : A public company raises capital by inviting public to subscribe to its share
capital. Inraising capital they should obtain SEBI clearance and enter into an agreement with the underwriter.
They should also apply to the stock exchange for listing of its shares and then allot the shares.

¢) Commencement of Business: A private company can commense its businessimmediately after it
is incorporated. For a Public Company to commence it should get a certificate by submitting a declaration
copy of the prospectus, a declaration of minimum subscription. Now the company is formed.

Objectives of theAct :
The main abjectives of the companiesAct are

1.  Minimum standard of businessintegrity and conduct in promotion and management of companies.
Full and fair disclosure of al reasonable information related to the affairs of the company.

Effective participation and control by the share holders and the protection of their |egitimate interests.
Enforcement of proper performance of their duties by company management and

Power of intervention and investigation into the affairs of the companies where they are managed in a
manner prejudicial to theinterest of shareholders or to the interest of public.

akrwbd

Company Law Administration :

Theprovisions of the companiesAct are administered through athreelayer administrative machinery. At
thetop isthe company Law Board with the Powerslike alterationsin the memorandum of the company, power
to authorise issue of shares at a discount, Power to order a general meeting and power to accord approval
whereever required. Next to it are four Regional Directors at Calcutta, Bombay, Madras and Kanpur. They
keep the Company Law Board informed on all relevant-matters. Below are the registrars. In each state capital
there will be a registrar with the functions like collecting and preserving vital documents relating to all
companies, ensure proper functioning of the company and scrutinising the contents of the returnsto determine
whether they have complied with the law.

MRTP Act 1969 : Theact isaimed at prevention of Concentration of economic power whichisaimed
at the common detriment and prohibition of monopolistic, restrictiveand unfair trade practices. The act aso
came into force that the operation of the economic system does not result in the concentration of wealth and
means of production to the common detriment”. The Act came into force from 1st June 1970 and has been
amended in 1974, 1980, 1982, 1984, and 1991. TheAct appliesto thewhole of Indiaexcept the state of Jammu
& Kashmir.

Objectives of theAct :
1. Prevention of concentration of economic power to the common detriment.
2. Control of Monopolies
3. Prohibition of monopolistic trade practices.



C.D.E (2.9 Nagarjuna Univer Sity/

4. Prohibition of restructive trade practices.

After the 1991 amendment the objectives has been modified. Now the objectives are.
1) Control of monopolistic trade practices

2) Control of restructive and unfair trade practices.

Applicability of the Act

After the 1991 amendment theAct is applicableto all undertakings and financial institutions except the
following.

1) Any trade unions formed for their own interest.
2) Any undertaking engaged in the production of aims & ammunations
3) All banking and insurance cmpanies.

Scheme of theAct : The Act deals with monopolistic trade practices indulged by any undertaking. It
defined the concept of monopolistic trade practice as* Unreasonably preventing or |essening competitioninthe
market, increasing prices, profitsand limiting technical development of common detrement etc.” The remedy
for dealing with monoplies trade practice is an inquiring at the einstance of the Central Government by the
MRTP Commission to prevent the mischief resulting from such practices. The Act also deals with matters
relating to restrictive trade practices. Briefly a restrictive trade practice is one which prevents, distorts or
restricts competition of goods and services in any manner. The Act provides for scheme of registration of
certain agreements rel ating to restrictive trade practices.

The MRTP (Amendment) Act 1984 introduced new provisions relating to unfair trade practiceswith
aview to promoting the interests of consumer. An unfair trade practice means a trade practice which for the
purpose of promoting the sale, use or supply of any goods or for provision of any services adopts any unfair
method or unfair or deseptive practices. The M RTP commision hasbeen given full powers to regul ate restrictive
and unfair trade practices by making an enquiry and then pass the final order. The MRTP commision has the
power to inquire into restrictive and unfair trade practices at the instance of the Central government, State
government, Director General of investigation and registration, registered consumer associations, individual
consumer and on its own.

MRTP Commission : The Commission has been set up by the Central government for the purpose of
the MRTPACt. It consists of achairman and not less than two and not more than eight members appointed by
the Central governemnt. The powers and function of the commission are

1 Making enquiry and passing appropriate order in relation to restrictive trade practices and unfair trade
practices.

2. Making enquiry into monopolist trade practice and submitting report to the Central government.

3. Making enquiry and submitting report to the Central government in mattersrelating to diversion and

interconnection between undertakings, substantial expansion, establishment of new undertakings,
merger, amalgamation and take over of undertakings.

The power of civil courts, for certain purpose.
The power of entry, search and seizure
Granting of temporary injunctions
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Awarding of compensation for any loss or damage caused
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8. The power to amend or revoke any order passed by it
9. Monitoring the enforcement of its orders etc.
10. Power to grant exemption.

Director General of Investigation and Registration

The Director General of investigation and Registration is an important wing for implementing the
provisions of the MRTP Act. The Director - General is appointed by the Central government. The central
government may also appoint as many additional, Joint, Deputy or Assistant Directors - General as necessary.
TheDirector General actsindependently of the MRTP Commission. Thefollowing aretheimportant functions
of Director General.

1) To conduct investigations
2) To maintain aregister of agreements and
3) To perform other functions entrusted to him under the Act.

Consumer Protection Act 1986 : The consumer Protection Act 1986, providesfor a system of for the
protection of consumer rights and reduces consumer disputes. The act extendsto the whole of Indiaexcept the
state of Jammu and Kashmir and it applies to all goods and services. The objective of the act isto provide for
abetter protection of theinterests of consumersand for that purposeto make provision for the establishment of
Consumer councils and authorities for the settlement of consumer disputes and for matters connected there
with.

Consumer Protection Councils : The Act provides for the establishment of a Central Consumer
protection Council by the Central Government and a state consumer protection Council in each state by the
respective state governments. The central council shall consist of the minister in charge of consumer affairsin
the Central government will be the chairman. The Council shall meet as and when necessary but minumum
atleast they should meet oncein every year. The state Council consists of members of the state government.

Objectives of theAct :

a the right to be protected against marketing of goods and services which are hazardous to life and
property.
b. the right to be informed about the quality, quantity, potency, purity, standard and price of goods and

services so asto protect the consumer against unfair trade practices.

the right to be assured, wherever possible accessto avariety of goods at competitive process.

d. theright to be heard and assured that consumer’sinterestswill receive due consideration at appropriate
forums.

e the right to seek redressal against unfair trade practicess or exploitation of consumers and

f. the right to consumers education.

Consumer : As per the act consumer means a person who buys any goods for a consideration which
has been paid or promised or partly paid and partly promised, or under any system of deferred payment
and includes any user of goods other than the person who buys such goods for consideration paid or
promised or partly paid or partly promised or under any system of defered payment when such useis
made with the approval of such person but does not include,

1) A person who obtains such goods for resale or for any commercial purpose or
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2) hiresany servicesfor aconsideration which hasbeen paid or promised or partly paid and partly promised
or

3) Under any system of deferred payment, when such servicesare availed of with the approval of thefirst
mentioned person.

Consumer Disputes Redressel Agencies: TheAct Provide athreetier Consumer disputes redressel
system at the district, state and national levels. There aretwo agencies at the state level and one at the national
level. The National Commission was established by the Central government in August 1988. It will consist of
aperson who is or who has been a judge of the supreme court, appointed by the central government and two
other memberswho shall be personsof ahility, integrity and standing and have adequate knowledge or experience
relating to economics, law, commerce, accountancy, industry, Public affairs one of whom shall be a woman.
Each state commision shall consist a person who has been judge of a High court appointed by the state
government and two other memberswho shall be persons of ability, integrity and have adequate knowledgein
dealing with problemsrelating to economics, law, commerce, accountancy, industry etc., one of whom will be
awoman.

The District forum shall consist person who is or has been a District Judge nominated by the state
government who will be called as president and a person who is eminent in the field of education, trade and
commerce and alady social worker.

A Complaint where the value of the goods lessthan five lakhs are dealt with the district Forum, if the
value exceeds five lakhs but does not exceed twenty lakhsit will be dealt with the state commission and cases
involving more than twenty lakhs by the National Commisson.

Consumer Complaints: A complaintin relation to any goods sold or delivered or any services provided
may be filed with the redressel agency by

a) the consumer to whom such goods are sold or delivered or such service provided.

b) any recognised consumer association, whether the agrieved consumer isamember of such association
or not.

C) One or more consumers, where there are numerous consumers having the same interests and

d) The Central or State government.

Remedial Action:
If the consumer disputesredressel agency is satisfied that the complant istrue, it may order the opposite
party to take one or more of the following things namely.

to remove the defect pointed out by the appropriate |aboratory from the goods in question.
to replace the goods with new goods of similar description which shall be free from all defects.
to return to the Complainant the price, or, as the case may be the charges paid by the complainent.
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to pay such amount as may be awarded by it as compensation to the consumer for any loss or injury
suffered by the consumer due to the negligence of the opposite party.

to remove the defects or deficienciesin the servicesin questions.
to discontinue the unfair trade practices and do not repeat them.
Not do offer hazardous goods for sale

to withdraw the hazardous goods from being offered for sale.
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to promote for adequate coststo parties.
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Penalties : If a person against whom a compaint is made and if he does not comply with redressal
agences, he shall be punishable with imprisonment not exceeding three years or with afine not exceeding ten
thousand rupees or with both.

The Consumer protection Act was amended in 1993, which gave an important means to protect the
consumer rights. However there were several problems for redressal agenciesfor their functioning. The posts
of president was remaing vacant. Many redressal agenciesare not adequately staffed. They suffer fromfinancial
problems. The consumer protection Act applies not only to private sector but also public sector.

Foreign Exchange Regulation Act 1973 : The FERA Act came into force from 1st January 1974 .
The Act applies to the whole of India and appliesto all citizens of India - outside India and to branches and
agencies outside India of companies or bodies corporate regestered in India.

Objectives of theAct :

i) To regulate Certain Payments

i) to regulate dealings in foreign exchange and securities

iii) to regulate the transaction indirectly affecting foreign exchange.
iv) to regulate import and export of curency and bullion

V) to conserve the foreign exchange resources of the country and to utilise the samein the interest of the
economic development of the country.

vi) to regulate holding of immovable property outside India,

vii) To regulate employment of foreign national,

viii)  toregulate aguisition, holding etc. of immovable property in India by non-residents,
iX) to regulate foreign companies.

The preambletothe FERA, 1973 asamended in 1993, statesthe obj ects of the A ct as consolidating and
amending thelaw regulating certain payments, dealingsin foreign exchange and securites, transactionsindirectly
affecting foreign exchange and the import and export of currency for the conservation of the foreign exchange
resources of the country and proper utilisation there of in the interests of the economic development of the
country.

Administration of Exchange Control : Foreign exchange control is administered by the Reserve
bank in accordance with the general policy laid down by the government in consultation with the Reserve
Bank. Routine work is delegated to commercia banks. Before 1991 Industrial Policy 40 percent of theissued
capital was alowed to be raised in respect of foreign colloborations with the approval of R.B.l. The new
policy hasannounced certain liberal measuresto attract foreign investment. Accordingly alist of high priority
industries have been specified in which automatic approval would he granted for

a Foreign technol ogy agreements subject to certain conditions.
b. direct foreign investment upto 51% foreign equity subject to certain conditions,
C. direct foreigninvestment of morethan 51% inlisted forty industries subject approval by foreign

investment promotion Board.

In case of other industriesforeign equity participation would he allowed upto 40%. All other proposals
will require specific approval under the general procedurs.

Transaction Regulated by Exchange Control :
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Thefollowing are the transactions that are regulated under this act.

1 Purchase and sale and other dealings in Foreign exchange and maintanance of branches at foreign
centres.

2. Procedure for realisation of proceeds of exports.

3. Payments to non-residents or to their accountsin India.

4, Transfer of securities between residents and non-residents and acquisition and holding of foreign
securities.

5. Foreign travel with or without exchange.

6. Export and import of currency, cheques, drafts, travellers chegques and other financial instruments,
securities, jewellary etc.,

7. Trading, commercial and industrial activities is India or foreign trades and companies and foreign

nationals as well as acquisition of business undertakings and acquisition and holding of shares in
Indian companies by such companies/ firms and persons.

8. Investment, including portfolio investment in India by non-resident Indians.

9. Appointment of non-residents and foreign national and foreign companies as agentsin India.

10. Occupation or profession undertaken in India by foreign nationals.

11. Acquisition, holding and disposal of immovable property in India by foreign nationals and foreign
companies.

12. Acquisition, holding and disposal of immovable property outside India by person resident in India.

The Act ensures effective enforcement and implementation of the provisions. The scheme envisages
appointemnt of enforcement officers, adjudication of levy of penalty by an adjudicating officer and prosecution
proceedings for officers under the Act by the court. The act provides the central government to appoint a
Director, Additional Directors, Deputy Director and Assistant Directorsasit thinksfit.

The Securities Contracts (Regulation) Act 1956

The securities contracts (Regulation) Act 1956 isdesigned to regulate thefunctioning of stock exchanges
in Indiaand to prevent undesirable transactions in securities. The Act providesfor -

i) recognition of stock exchanges subject to fulfilment of certain conditions relating to membership
and rules and bye-laws.

ii) genera control over trading methods and practices.
iii) regulation of contracts and optionsin securities and
iv) Procedures relating to listing of securities by public companies.

A stock exchange has been defined asabody of individuals, whether incorporated or not, constituted
for the purpose of assisting, regulating or controlling the business of buying, selling, or dealing in securities.
There are at present 21 recognised stock exchanges functioning at various places in the country while some
stock exchanges may be recognised on a permanent basis, others may be on a temprary basis. The 21 stock
exchanges are located at Bombay, Ahmedabad, Calcutta, Madras, Delhi, Hyderabad, Indore, Bangalore,
Cochin, Kanpur, Pune, Ludhiana, Guwahati, Mangalore, Patna, Jaipur, Bhuvaneswar, Rajkot, Vadodara,
Coimbatore and Meerut. In addition, a National Stock Exchange of India, with head quarters in Bombay has
also been set up. The National stock exchange (NSE) has all Indiajurisdiction. After SEBI was established
under SEBI Act 1992, certain powers exercised by the Central Government under the SCR Act have been
transferred to SEBI.
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Main Provisions

The securites contracts (Regulation) Act 1956, employers the central government to rule appropriate
measuresto achieve the objectives. Theimportant provisions of the Act encompass the authority given to the
central government, or, in certain cases the SEBI pertaining to

1 The grant of recognition or withdrawal of recognition to any stock exchange.

2. Approval of the bye-laws and rules of stock exchanges.

3. Power to direct the stock exchange to make or amend roles and bye-laws in certain cases.

4, Power to make or aimed by-laws or roles for stock exchanges.

5. Monitoring the activities and functioning of the stock exchangesby calling for periodic returns.
6. Power to respend business of stock exchanges.

7. Power to supersede governing body of any stock exchange on account of specifie reasons.
8. Regulation of listing of securities.

Recognition of Stock Exchanges:

After securities contracts (Regulation) Act 1956, came into existence only the recognised stock
exchanges are granted recognition by the central government. If any stock exchange wantsto get recognised it
should apply to the central government in the prescribed manner with acopy of bye-laws. The central government
if satisfied may grant recognition to the stock exchange. The central government will take into consideration
the qualifications for membership of the stock exchange, the manner in which contracts shall be entered into
and enforced between members and the representation of the central government on the stock exchange and its
maintanence of accounts. The Act says that the central government shall not refuse grant of recognition to a
stock exchange without giving an opportunity to be heard the reasons for the refusal shall be communicated to
the stock exchangein writing. If the central government is of the opinion that the recognition granted to stock
exchange should be withdrawn in the interest of the trade it may do so only after serving a notice to the
governing body of the stock exchange and giving them an opportunity to hear in the matter.

Power of Recognised Stock Exchangeto make Rules Restructing Voting Rights, etc. :

A recognised stock exchange may make rules or amend any rules made by it to regulate the voting
rights. No such rules of arecognised stock exchange made or shall have effect until they have been approved
by the central government and published by the government in the official gazette and in approving it the
central government may make such modifications, the rules as provided by the central government shall be
deemed to have been validly made. The Act also impowers the central government to make any rules, or
demand any rules already made to the direct recognised stock exchanges or any recognised stock exchangein
particular. If any recognised stock exchange fails or comply with any such order within the specified period,
the central government may make rules or amend the rules.

Bye-laws of stock exchanges:

Any recognised stock exchange may subject to the previous approval of the SEBI, make bye-lawsfor
the regulation and control of contracts. The SEBI can amend any bye-laws on the basis of the request from the
governing body of the stock exchange where the governing body of any stock exchange objects to any bye-
laws made or amended by the SEBI on its own motion may apply to the SEBI for areversion within aspecified
period. After hearing the governing body, the SEBI may revise the bye-laws so made or amended.
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Power to Obtain I nformation and to Conduct Inquiry :

Every recognised stock exchange shall furnish to the central government a copy of the annual report
containing all the particulars prescribed. Every recognised stock exchange and every member of such stock
exchange shall maintain and preserve for such periods not exceeding five years such books of account and
other documents as the central government may prescribe. These books of accounts shall be available for
inspection by the SEBI. The SEBI is also authorised to call up any recognised stock exchange or any member
for any information the SEBI is al so empowered to appoint one or more personsto make an enquiry in relation
to the affairs of any members.

Power to Supersede Governing Body :

If the central government has sufficient reason to think that the governing body of any stock exchange
should be superseded it may secure a written notice on the governing body, and give the governing body an
opportunity to hear. When the governing body is supesseded the government may appoint any person to exercise
and perform all the powers and duties of the governing body.

Power to Suspend Business of Stock Exchange:

The SCRA empowers the central government to suspend the business of any stock exchange under
certain circumstances, for a period not exceeding seven days in the interest of trade or public interest. The
period of suspension may be extended from time to time but after the governing body has been given an
opportunity of being heard in the matter.

Listing of Securities:

Listing of securities refers to the sanction of the right to trade the securities on the stock exchange.
Only listed securities are allowed to be traded on a stock exchange listing has some advantages.

1. Listingincreasesthe market ability and liquidity of the security.

Listed securities have higher collateral value for purpose of bank credit.
Listing lends prestige to the security and dividends market.

Listed securities enjoy more public confidence
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Listeing provides greater publicity of the company

A public company desirous of getting its securities listed on a stock exchange shall apply to the stock
exchangefor this purpose with the documents such as memorandum and articles of association, copies of
all prospectus or statements in lieu of prospectuses issued by the company at any time etc and the
company shall abide by the conditions of thelisting agreement with the stock exchange. Where any stock
exchange refuses listing, the company shall be entitled to be purnished with the reasons for that the
company shall appeal to the central government against the refusal.

2.7 Securitiesand Exchange Board of India (SEBI) :

The establishment of the securities and exchange Board of India (SEBI) was aland mark to monitor
and regulate capital market activities and to promote healthy development of the market. The SEBI was
consitituted in 1988 by the government of Indiaand it was made astatutory body by the securities and exchange
Board of IndiaAct 1992.

The Board member of SEBI shall consist of achairman, two members from among the officials of the
ministers of the Central government dealing with Finance and Law, one member from officials of the Reserve
bank of India. two other members appointed by the Central Government, professionals having specia knowledge
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relating to securities market. The Act empowers the Central government to superside SEBI in on account of
grave emergency. SEBI is unable to discharge the functions and duties under the provisons of thisAct.

Objectives: The objectivesof SEBI areto protect theinterests of investorsin Securities and to promote
the devel opment of and to regulate the securitiesmarket for matters connected therewith or incidental therewith.

Power sand Functions: The SEBI Act casts upon the SEBI the duty to protect theinterest of investors
in securities and to promote the development of and to regulate the securities market through appropriate
measures. These measures promote for -

1 Regulating the businessin stock exchange and any others securities market.

2. Registering and regulating the working of stock brokers, Sub brokers, share transfer agents, bankersto
an issue, Trustees of trust deels, registrars to an issue, merchant bankers, under writers, port folio
managers, investment advisers and such others intermediaries who may be associated with securities
market in any manner.

Registering and regulating the working of collective investment schemes, including mutual funds.
Promoting and regul ating self-regulatory organisations

Prohibiting fraudulent and unfair trade practicesin securities market.

Promoting investor education and training of intermediariesin securities market.

Prohibiting insiderstrading in securities.

Regulating substantial acquisition of shares and take over of companies.
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Cdling far information from, undertaking inspection, conducting enquiries and audits of the stock
exchanges and intermediaries and self regulatory organisation in the securities market.

10. Performing such functions and exercising such powersunder the provisionsof the capital issues (Control)
Act 1947, and the securities contract regulation Act 1956, as may be delegated to it by the Central
government.

11. Levying fees or other charges for carrying out the purposes of section 11 of the Act.
12. Conducting research for the above purpose.
13. performing such other functions as may be prescribed by the government.

The following are some of the important areas on which SEBI engages.
1 Registration of brokers and sub brokers by stock exchanges.
Authorisation of Merchant Bankers
Control over Mutual funds
Issue of Insider Trading Regulations
Issue of Portfolio Managers Regulations.
Issue of guidelinesfor disclosure and investor protection.

© 0~ LD

Alongwith these areas SEBI can also extend to activitieslike inspection of stock exchanges. protection
for debenture holders, stopping misuse of promoter’s quota, free pricing for public issues, entry rules for
foreign ingtitutional investors, rules for securities of development financial institutionslead mangers. bankers
to the issue, under writers and guidelines for flotation of public sector bonds, bonus shares and stock invests.
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Guidelines for the Issue of Securities: The guidelines issued by SEBI promote for compulsory
subscription by the promoters of companies. In case of new companies established by individual promoter and
enterprenuer, the promoters contribution should be at least 25 or 20 percent of the total capital issued, asthe
case may be depending on the size of the issue. In case of new companies a minimum of 50 percent of total
issued capital should be contributed by the promoters. There is a stock in period of 5 or 3 years of these
contributions.

The Securities and Exchange Board of India modified by reserving 50 percent of the net public offer
for allotment to individual investors applying for lessthan 1,000 shares. The remaing 50 percent of the offer
to the public could be set apart for individual investors applying for more than 1,000 securities. In both
the categories, the allotment would continue to be made on the basis of proportionate method of allocation

repeatedly.

Evaluation of theworking of SEBI : Therewasalot of criticismon the functioning of SEBI. Inspite
of all that SEBI started its activity with a firm note. Even the stock exchanges have come into conflict with
SEBI regarding the discharging of powers regarding maintanence of accounts, approved bye -laws and
discouraing of dealersin securitiesin certain areas. The powersof the Securities contract Regulation Act. 1956
are now transfered to SEBI through anew legislation. Thusif SEBI isto be successful initsrole asregulator it
needs to have more powers to prosecute the errant members of the system. As such SEBI in the future may
require to play acrucial rolein regulating, controlling and devel oping the stock market in India.

2.8 Summary :

Theviability of business depends upon the ability with which it can meet the challenges arising out of
political and legal environment. The political and legal environment of a country isinfluenced by political
organisations. Political stability, Governments interaction with business constitutional provisions affecting
business, foreign policy etc. A stable and dynamic political environment is necessary for growth. A successful
manager isone who takes stock of the relevant politico-legal environment of hisbusinessand then capitaliseon
the oppurtunity available in that environment.

Thepolitical and legal environment of business consists of several critical elements, eg. the natureand
form of government, theideol ogy of the ruling party, the strength of the opposition, the role and responsibility
of the bureaucracy, political stability, the effectiveness of the government, its plans and programmes the socio-
economic legidations, the political-legal institutions, etc.. In spite of all the policies of liberalisation followed
by several countries, the need for some kind of government intervention in economic affairs will always be
felt.

Thereare severa legidationswith which businessfirmsare concerned. The companiesAct isconcerned
with the regulation of corporate busi ness enterprises. The securities conrtacts (Regulation) Act seeksto regulate
the functioning of stock exchanges in India and prevent undesirable transactions in securities. The Foreign
Exchange Regulation Act (FERA) isto regulate the dealingsin foreign exchange and securities. The Monopolies
and Restrictive Trade PracticeAct (MRTP) wasfor preventing concentration of economic power to the common
detriment and control of monopolies and to prevent monopolistic, restrictive and unfair trade practices. The
consumers protection Act is meant to provide protection to consumers. Thus we find that a comprehensive,
legidativesframework existsin Indiafor protecting theinterests of investors, consumersand society in general
what isrequired is proper enforcement and effective implementate of these laws.
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2.9 Sdf Assesment questions:
Discuss the concept of political environment and itsimpact on business?

Explain about Economic, Social and secular idealogies relating to political environment?

Discus about the economic role of the government?

What isthe concept of Legal environment? Explain the industries development & regulation Act?
What do you mean by Monopolies Restrictive trade practices Act?

Explain about the consumer protection Act?

Elucidate the Foreign exchange regulation Act?
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What are steps taken by SEBI for protecting stock exchange regulation Act?

2.10 Further Readings:

1. SubbaRao, A, International Business - Text & Cases, Himalaya Publishing House, 2001, Pg. 61-65.
2. William F. Glueck, Business Policy and Strategic Management, M.C. Graw Hill, 1980, P. 88.

3. Francis Cherunilam, Business Environment, Text & Cases, Himal aya Publishing House, 2002.
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LESSON - 3
TECHNOLOGICAL ENVIORNMENT

Objectives
To know the meaning of technological environment and features of technology.
To analyze the impact of technology on society, economy and at plant level.
To examine the Restraints of technological growth
To analyze the transfer of technology concept.

STRUCTURE
31 Introduction
3.2 I mpact of Technology
3.3. Restraints on Technology growth
34 Sour ce of Technologicval Dynamics
35 Transfer of Technology
3.6 Summary
3.7 Self Assessment questions
3.8 Further Readings

3.1 Introduction

Among all the segments of macro -environment, technological environment influence the businessto a
large extent. we shall discusstheinterface between business and technol ogy. J.K. Galbraith definestechnol ogy
as‘asystematic application of scientific or other organized knowledge to practical tasks.” During the last two
yearstechnology has developed very rapidly. Science and technol ogy enabled man to conquer distances: control
birth rate; save lives, generate, preserve and distribute energy; discover new materials and substitutes to the
existing ones, introduce machines to do work of human beings, substitute mental work with computers; probe
deep into the seas and space in search of new treasure; provide himself alot of leisure and comfort.

Technology is the force that is shaping the destiny of all people over the world. Some of the technol ogical
inventions, theman feelsarewonders, someothersare horrors and yet others have mixed blessings. Automobiles
and television for example have evoked mixed reactions. Hydrogen bomb, nerve gas and submarine gun have
proved to be horrors. Pencillin, open heart surgery and birth control are wonders.

Featuresof technology
- Technol ogy forces change on people whether they are prepared for it or not.
- Technology effects are widespread, reaching far beyond the impediate point of technological impact.

- Technology is self - reinforcing. As said by Alvin Toffler Technology feeds on itself. Technology make
more technol ogy possible.
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3.2 Impact of technology
The impact of technology is discussed under three heads.

a) Technology and socia change (b) Economic effects of technology and (c) Technology and plant
level changes.

A) Technology and Society:-

The influence of technology is found on society. Let us discuss about the impact of technology on
society.

1. Technology Reachespeoplethrough Business: Businessisan institution through which man expects
new discoveries to be converted into goods and services. New discoveries would remain mere ideas in mind,
sketches on paper or mock models in laboratories but for business institutions, printing, housing , education
and television are all dependent on business activities to make them work productively. Society depends on
business to keep the stream of discovery flowing into useful through business. 50 percent of economic growth
of USA, UK, Germany, France and Japan has achieved alot of technical progress.

2. High Expectations of consumers: - Technology has contributed to the emergence of affluent
societies. Affluent citizenswant many things more than of samethings. New varieties of products, superior in
quality, free from pollution, more saf e and more comfortable. High expectations, of consumerspose achallenge
and an opportunity to the owners of businessinstitution.

3. System Complexity : Technology hasresulted in complexity. Modern machineswork better but if
they fail they need services of expertsto repair. Failure of power supply for example will cause dry water taps,
closed petrol bunks, suspended elevators between floor, dark streets, dark houses, dead TVSand soon .

4. Social Change : The role of technology on social change may be observed in many ways, First,
there is the change in socia life which results from a change in a technological process. An invention may
destroy the economic basis of acity ; displace thousands of workers; yet the same inventions may result in the
creation of anew city somewhere else and create morejobsthan it originally destroys. Second, besides uprooting
population, technology directly changes the patterns of their social life.

An invention may open new employment opportunities to women, radically change hours spent at work
and in the family increase available leisure time, open jobs to youth and deny them to middle aged or old
workers. Third, though social differences tend to be ignored out, status differences are likely to be created by
technol ogical advancement in devel oping countries. With vast resources multi national corporations ( MNCS)
have come and changed the life of people associated with them. Such people are paid better with higher
incomes, the standard of living of these people is fairly high. Finally the way we cook, (electronic cooker)
communicate ( e-mail, fax) use mediaand work are affected by technol ogy. Even thelanguage we use changing.

B) Technology and Economy

1. Increased Productivity: Technology changes result in increased productivity in both quality and
guantity. In a hospital the objective may be qualitative, such as maintaing life with electronic monitoring
equipment regardless of costs. In afactory, the objective may be quantitative in terms of more productions at
less cost. As productivity increased the real wages of employees increased and the benefits spread throughout
the whole society.

2. Need to spend on R&D: Research & Development is very necessary for technolgy advances.
Firms are required to take action of six issues.
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1 We spend very less on R&D. Our total spending on R& D is less than one percent. In UK they spend
two percent, in Japan 1.96 percent and U.S 2.3 percent.

The process of taking new technology from the laboratory to the market place is equally important.
Time factor in R&D. The time between innovation and commercialisation is being reduced .

When new technology come, the old technology needs to be abandoned.

The firm must decide on own R& D or to out source technology.
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Decision on Product innovation or processinnovation.

3. Job Tend to Become more I ntellectual : After technology devel opment jobs tend to become more
intellectual. A job which was handled by an illiterate and unskilled worker now required the services of an
educated and competent worker. A clerical post now demands the services of an expert in computers.

4. Problem of TECHNO Structure: Not only thejobs become moreintellectual even theincumbents
tend to become highly professionallised and knowledgeable. An organisation with latest technolgy is fresh
with scienctists, engineers, college graduates and highly skilled workers on its pay roll. Motivation of such
employeesisadifficult task.

5. Need for Bio-Professional and Multi Professional Managers : Technocrats, who assume
administration need to be qualified in management education in additon to the proficiency inthefield they are
specialized. Now-a-days business require Bio professional and Multi Professional mangers. A factory managers
post can be filled with an M.B.A from a recognised institution. Technological advancement has made the
business more complex and the managemt more demanding.

6. Increased Regulation and Siff Opposition: Technol ogical advancement increases regulation and
stiff opposition. Government has the powers to investigate and ban products that are harmful or hurt the
sentiments of a section of society. Import of animal tallow has been banned by the Government of India
becausethe alleged mixture of tallow with Vanaspati oil hurt the feelings of Hindus. Technol ogical advancement
isimitating opposition from those who fear that new innovations are athreat to ecology, privacy, simplicity and
even the human race. The public may be enlightened that technology does not always result in bad effects. It
can be corrective as well as curative. Technolgy has created antibiotics which give rise to side effects. The
same technol gy also shows the remedial measures for the side effects.

7. Insatiable Demand for Capital : Technology today necessiate massive investment of money,
discovering new ideas and their adoption, educating, training and maintai ning of manger. Todays technol ogy
is characterised by insatiable demand for capital. Business organisation should not only raise huge funds but
employ themfor gainful purposes. Qualified and competent people must be appointed to assume theresponsibility
for financial management.

C) Plant Level Implication:

1. Technology and Or ganization Structure:- Technology has considerableinfluence on organistaion
structure, length of theline of command, and spanof control of the chief executive. If compani es use technol ogy
whichisfast changing, matrix structures are more common. Other than technology, other factors which have
their influence on organisation structure are history and background of a company and the personalties of the
peopleetc..
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2. Resistance to change : The resistance to change is purely psychological. Typical businessman
opposeto new technol ogy, because new technol ogy isexpensive and risky. If heis making enough money with
existing technology why he must worry about new technology? For ex. Telco's trucks are still antiquated
model sonly found in devel oping countries. But the turnover of Telco wasRs 1969 crores during 1989-90. Thus
people are resistant to new changes.

3. Problem of Importing Technology : There are several problems for management who want to
import technology like training of technicians and supervisors, testing facilitiesfor raw materials, replacement
parts etc. are not easily available. Import of technology is also not easy because developed countries are not
willing tolend it . The technology which the devel oped countriesarewillingtolend is limitedin scopeandis
mainly aimed at expl oiting own dynamic competitive advantagein order to feed the marketsthey areinterested
in. Though companiesarewilling to transfer technol ogy, thereisthe problem of choosing aright collaborators
and obtaining clearance from government.

4.1 nability toAbsor b Technology: Ability to absorb western Technology islow in our firms*Bullet”,
Inidais once prized 350cc motor cycle manufactured by Enfield for example, could not for along time change
the side of the foot brake - lever from left to right, thus putting the driver to considerable physical risk. The
company could not adapt the design for relatively minor change to left hand driving system. Bajaj Scooters,
which is second largest scooter manufacturer in the world took more than six months to introduce blinking
indicatorsin their models.

5. Total Quality Management. TQM: TQM refersto deep commitment of an organisation to quality
TQOM replacestraditional belief’s about quality with aset of principleslike,

* High Quality costs more

* Quality can be improved by inspection

* Defects cannot be eliminated completely

* Quality in the job of the quality control personnel

The new principlesof TQM are

* Meet the customers regquirement on time, the first time and 100% of the time
* Strive to do error free work

* Manage by Prevention, not by correction

* Measure the cost of quality

6. Business process Reengineering ( BPRE) : BPRE essentially involves how things would be done
if the organisation were to start all over from scratch. Michael Hammer is the father of the process re-
engineerging. TQM and BPRE seemto haveidentical objectivesbut they differ TQM seekstoimprove essentialy
what is good but BPRE seeks to reject what is irrelevant and starting afresh. Another feature in TQM is
essentially bottom-up approach where as BPRE is driven by top management. BPRE has severa implications
on the employees.

7. Flexible Manufacturing system FMS: FMS is another by-product of technology. Under this,
machines are designed to produce batches of different products. The important feature of FMS is that by
integrating computer aided design, engineering and manufacturing, they can produce low volume productsfor
customers at a cost which has been previously posssible through mass production.
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3.3 Restraints of Technological growth :

There arethreefactorswhichimpede the growth of technology. Thethreefactorsare pollution, industrial
resource base and socia institutions.

Pallution: Industria production leadsto pollution. Smoke, smell, noise, effluents and dust are generated
by industrial establishments. The bio-sphere of the land, air, water and natural condition on which all life on
earth depends can absorb and break down many of these industrial pollutions without harm to people, animals
or plants.

Theindustrial Resource Base : Industrial resources like minerals, different forms of energy, water
supplier, skilled labour force and human knowledge are limited and this limitation checks advancement of
technol ogy.

Social I nstitutions: Social values and institutions are consistant with full productive potential that is
present in technology. Technolgy must attend to the basic problems of food, clothing, health and housing of
people. At the sametime rapid industrial development through latest technology is necessary to catch up with
the advanced countries, Many societies, perhaps those who adopt modern technology, have less dramatic
problemsis arriving at afit between, their traditional social institutions and the new trends of technological
development.

3.4 Sourcesof Technological Dynamics:

There areanumber of factorswhich determinethe technological dynamics of acompany. The sources
of technological change may be internal or external. Technological leaders in industries capture the best and
have asuperior ability to adopt externally developed technology to the Industry. The important factorswhich
determine the technological dynamics of a company include the following.

Innovative Drive of the Company : Many companies view technology as a driving force of
competitivenessand devel opment and great importanceto R& D. Recognizing theimportancein R& D. Ranbaxy
and Dr. Reddyis Laboratories have been investing on R& D and have benefited out of it.

Customer Needs/ Expectations:- Technological orientation and R&D efforts of a company are
influenced by customers needs and expectations. In many cases customer and supplier have arelationship to
develop products and solution. If the consumers are highly demanding, companies are compelled to be
innovative.

Demand Conditions: Besides customer needs and expectations there are certain demand related
factorswhich influence thetechnol ogy. For exampl e, the size of demand influencesthe choi ce of technological
Scale. Futuretrendisalsoimportant. For example, afast growing trend of demand would encourage devel opment
of large scale technology. It will increase R& D efforts.

SuppliersOfferings: Many timestechnological changesare encouraged by the suppliers of acompany
like capital goods suppliers and other technology suppliers etc. For ex., the key source of technology is
construction engineering firms that design production processes and build plants.

Competitive Dynamics. Competition compels the best use of technology and constant endures to
innovate. Japanese compani es have a high degree of technological orientation. That isthe glory in Japan which
aremore makersof Civilianindustrial productsthanin any other country including the United States. Absence
of competition is the mgjor reason for the technological backwardness.

Substitutes: Emergence of new Substitutes are an important reason for technological change.
Substitution effects has agreat impact on technology on industry. Technological changes create new products



Business Environment (3.6 Technological....

or substitutes of others such asfibreglassfor plastic or wood, word processorsfor type writers and microwave
ovensfor Conventional ovens.

Social Forces: Certain socia forces like protest against environmental Pollution or other ecological
problems, demand for eco-friendly products, the need to tackle certain social problems etc. may effort to
technological development. The technological environment has some social dimension too.

Research Organizations/ Technical Facilities: The technological environmental is influenced by
research organizations including research department of Universities which develop new technologies and
proceed other technical inputs. Research establishments like Indian council for Social Research (ICSR),
Central Food Technological Research Institute (CFTRI), Defence Food Research Laboratories etc, are well
known in India.

Government Policy: Government policy is an important factor in the technological environment
Government can contribute on development of technology by establishing own research organisations and
funding R& D. Government may al so encourage private R& D by variousincentivesliketax incentives, Subsidies
etc. Thetechnological policy of the government may favour or disfavour certain types of technologies. The
restriction of foreign technology by some governments affected the comparative competitiveness of the firms.
In countries like India the high emphasis on technology have led to high costs and distorted development.
Further the reservation of certain products to small scale sector promoted several companies including
multinational companies. The failure to absorb modern technology swiftly has adversely affected the exports
of several import items like leather goods, textile items etc.

3.5 Transfer of Technology

Technology transfer is aprocess by which commercial technology is disseminated. Thiswill take the
form of atechnology transfer transaction, which may or may not be alegally binding contract, but which will
involve the communication, by thetransferor, of the relevant knowledge to therecipient. Thefollowing arethe
types atechnology transfers.

a) Theassignment, saleand licensing of al formsof industrial property, except for trade marks, service
marks and trade names when they are not part of transfer of technology transactions.

b) The provision of know-how and technical expertiseintheform of feasi bility studies, plansdiagrams,
models, instructions guides, formulae, specifications and equipment for training, servicesinvolving technical
advisory and mangerial personel and personnel training.

¢) The provision of technological knowledge necessary for the installation, operation and functioning
of plant and equipment, and turnkey projects.

d) Theprovision of technological knowledge necessary to acquire, install and use machinery, equipment,
intermediate goods and/ or raw materials which have been acquired by purchase lease or other means.

€) The provision of technological contents of industrial and technical cooperation arrangements.

Broadly there are two forms of T.T VIZ internalised and externalised forms of technology transfer.
Internalised forms refer to investment associated TT, where control resides with the technology transfer.
Externalised formsrefer to all other forms, such asjoint ventureswith local control licensing strategic alliances
and international subcontracting.

Level of TT : A simplified treatment of the subject would suggest formslevel of TT
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Operational Level: At the bottom level are the simplest one which are needed for operating a given
plant that involve basic manufacturing skills, aswell as some more demanding trouble shooting, quality control,
maintenance chance and procurement skills.

Duplicative Level: At the intermediate level are duplicative skills which, include the investment
capabilities needed to expand capacity to purchase and integrate foreign technologies.

Adaptive Level : At this Technological Self-reliance level, imported technologies are adapted and
improved, and design skills for more complex engineering learned.

Innovative level: This level is characterised by innovative skills, based on formal R& D that are
needed to keep pace with technological frontiersto generate new technologies.

M ethods of Technology Transfer: Transfer of technology takes a variety of forms depending on the
type, nature and extent of technological assisstance required. The following are the important methods of
technol ogy transfer.

1. Training or employment of technical Expert:- Simple and unpatented manufacturing techniques
can betransferred by imparting the requisite training to suitable personnel . Alternatively, such technology can
be acquired by employing foreign technical experts.

2. Contractsfor supply of machinery and equipment : Contracts for supplying for machinery and
equipment, which normally produce for the transfer of operational technology pertaining to such equipment is
quite adequate for manufacturing purposes not only in small scale projects but also in anumber of large scale
industries.

3. Licensing Agreements. Licenssing greements, under which co licensor enter into an agreement
with a license in another country to use technical expertise of the former is also a measure of transfer of
technology.

4. Turnkey contracts : Transfer of Complex technology often takes place through turnkey projects
which include the supply of such servicesasdesign commissioning or supervision of a system apart from the
supply of goods.

Promotion and regulation : Because of the problems of foreign technology, if itispriorities regulated
and promoted it can play apositive role. Therefore the government of India and a number of other countries
have therefore taken anumber of regulatary and promotional measures.

The Extent and term of Equity Participation: These are generally determined by the priorities of
the technology using industry in the nations economy, supply conditions of the technology and its nature.

Phasing of Domestic Manufacturing: Countrieslike Indiainsisted upon indigenisation on aphased
manner. There should be adequate arrangement for research and devel opment, engineering design, training of
technical personnel and other measures for absorption, adaptation and development of imported technol ogy.

TheAppropriatenessof Technology: Theentrepreneurs should explore alternate sources of technology,
evaluate them for atechno economic point of view and furnish reasonsfor preferring the particular technol ogy
and source of import.

Payment Termsand Foreign Exchange Out flow: Governments take measures to ensure that high
payments are not paid for any technology. Restrictions were imposed on dividend payments and prices.

Restrictive Terms in the Agreement:  According to the government policy there should be no
restriction onfreeexportsto al countries. There should be binding over with regard to procurement of capital
goods, components, spares, raw materials, pricing policy and selling arrangements should be avoided.
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3.6 Summary

Thenatural factorsand availabletehnology indicate, normally, theinnate potential for devel opment of
business /economics of a nation/region. The extent to which this potential is really exploited depends on the
economic, Social and demographic and political environments.

Technological developments have been revoluationizing the business scene. They facilitate not only
the introduction of new products but al so tremendous i mprovements in the operational efficiency and exciting
changesin the modus operandi of business. It implies, inter alia, that even when goods demand existsfor an old
product, adoption of the state of the art technology. There are many factors which stimulate the innovative
drine of afirm. Theseinclude the company’s own strategies, demanding customers, competition, certain social
forces, government policiesetc., A company may al so source technology externally, likefrom R& D organisation,
other firms (including foreign firms) while sourcing foreign technology, the firm should ensure that the
technology it chooses is the appropriate one and should be able to properly absorb the technology. Japanes
technology is known for the choice of appropriate technology and improving on them after the absorption.
Government policy isalso very important technological environment. Restriction on foreign technology, scale
of operation, type of technology etc. very adversely affected the Indian businessin the post. Theliberaligation
has significantly improved the situation.

3.7 Self assessment questions

What is technology? What are its features?

Bring out the distinction between science and technol ogy?
Explain the impact of technology on society?

Discuss the plant level impact of technology?

Discuss the sources of technological dynamics?

Explain the concept of Transfer of Technology?
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LESSON - 4

SOCIO CULTURAL ENVIRONMENT

Objective
In this chapter you will study about :-
Analysing the concepts of social and cultural environments.
Understand about the culture and factors that determine culture.
Describe about the social responsibility of business.
Analyze the arguments against and for social responsibility of business.
Discussthe barriersto socia responsibility.
Explain the limitations of social responsibility.

STRUCTURE:
4.1 - Introduction

4.2 - Concept of Culture

4.3 - Social Responsibility of Business
4.4 - Summary

45 - Sdf Assessment Questions

4.6 - Further Readings

4.1 Introduction:

Business must have a socia purpose. Business concerns must discharge social responsibility and
social obligations and have social commitment. Otherwise, business cannot enjoy social sanction. These
factors give form and content to several social movements. Successful business managers cannot afford to
neglect these movements and their underlying ethos. No business can survive and grow without social harmony.
Different countriesattain social harmony in different formsthrough different ways and means. Thusthe social
environment differs over space, time and methods. Changes occur in the society and businessman must be
ready to these changes. Culturereflectstheideas and shared values of the members of the society. Sincethese
two are closely related to each other it is the socio cultural environment that is considered in the present
chapter.

Social and cultural factorsin various countries affect the business. These factorsinclude attitude of the
people to work attitude to wealth, family, marriage, religion, education, ethics, human relations, social
responsibilitiesetc.

4.2 Concept of Culture:

According to Elbert W. Steward and JamesA. Glynn Cultureis “the thought and behaviour patterns that
members of a society learnsthrough language and other forms of symbolic interactionin their customs, habits,
beliefs and values, the common view points which bind together as a social entity. Culture change gradually
picking up new ideas and dropping old ones, but many of the cultures of the past have been so persistent and
self contai ned that theimpact of such sudden change hastorn them apart, uprooting their people psychologically”.
Thus culture has two phenomena. Shared values and passage of time. Culture of a society is shared by its
members. Second cultural ethos are passed on from generation to generation. Culture is not confined to a
particular period of time. The following factors bring about the changes between business and culture.
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1) Culture creates people: Culture influence to a large extent because it determines the ethos of
people. We have Indians, Japanese, Americans, Germans, Britishers and so on. All these people do not have
the same culture. Peoplehavetheir own hereditory characteristics, cultural experience, sub cultural experience,
family experience and personal experience. So when people of different cultural backgrounds promote, own
and manage organisations, organisations have distinct cultures. Thus the culture of Tata group of companies
differ from the companies owned by Birlas. Culture perform four functions:

a) Culture creates distinctions between one organisation and another.

b) Culture conveys a sense of identity for organization members

¢) Culturefacilitates the generation of commitment to something nobler that one’s own self interest.
d) Culture enhancessocia system stability.

When organisation environment is dynamic and changing faster the culture may no longer be appropriate.
So consistency of behaviour is an asset to the organisation when it faces stable environment. Ex: Telephone
Companies.

2) Culture and Globalisation: As business howadays is international, we have to understand the
cultural differencesacrossthe countries. Work motivation, profit motivation, business goals, attitudestowards
development of business relationships, greetings, body gestures, colours and numbers vary from country to
country. When people move from one place to another, one country to another we have alot of confusion, dis
orientation which is called as culture shock. An executive who is transferred from India to Germany for
examplewould haveto make alot of adjustments. Language differs, climate varies, food habitsand socialisation
pattern isnew. Organisations, particularly M.N.C.S. must be prepared to cope with the culture shock.

3) CultureDetermines Goodsand Ser vices: - Culture a so determinesthe goods and servicesabusiness
should produce. The type of food we eat, the clothes we wear, the beverages we drink, the building materials
we use to construct houses vary from time to time within the same culture. Business should bring out the
products taking into consideration these cultural differences. The fact that culture determines the types of
goods and services is not as important as its manifestations. Culture is expressed through peopleis view of
themselves, others, organisations, society, nature etc.

a) People’'sViewsof Themselves:.- Peoplevary ontheimportancethey givefor self-gratification. This
move was very strong during 1960s and 1970s. Some people are pleasure seekers giving more
importance to fun, change and escape. Others are self realisation and join religious groups. People
buy products, brands and services as a means of self expressions. Some people spent more time in
health activities, jogging, tennis, othersin arts and crafts. Theleisure industry like camping, boating,
artsand crafts, sports benefited by self-gratifiers.

b) People Views of Others:-  People nowadays are towards “me society” than a“we society”. People
want long relations with others. Social support is promoted by health clubs, vacations and games.
Nowadaysthe growing concept astel evision, home video games and computers al so allow peoplewho
are aloneto not feel so.

C) People’'s Views of Organisation:- People vary in their attitudes towards corporations, government
agencies, trade unions and other organisations. Thework ethiciseroding. Many people see work not
as asource of satisfaction but as anecessary pursuit to earn the meansto enjoy their non work hours.
More companies are turning to social audits and to public relationsto improve their image with their
publics.
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d) People's Views of Society: People'sviewstowards society differ. People who defend it (Preservers)
to those who run it (makers), to those who take what they can from it (takers), to those who want to
changeit (changers), to those who arelooking for something deeper (seekers), those who want to leave
it (escapers). Makers are high achievers who eat, dress and live well, while changers live more
frugally by driving small cars, wearing ssmple clothes and so on. Escapers and seekers have major
market for movies, music, surfing and camping.

e) People’s Views of Nature:- Peopleis attitude towards nature also vary. Some feel subjugated, others
feel harmony, and still others seek mastery over it. People have now realised that nature can be spoiled
and destroyed by human activities. People’slovetowards nature isincreasing tour operation for more
tour packages, food producers to grow markets for “natural” products such as natural cereal, natural
ice cream and health foods.

f) People’s Views of the Universe:-  People vary in their beliefes about the origin of the universe and
their place in it. Most Americans are monotheistic, and church attendence has been also foolled
steadily. As peoplelosetheir religious orientation they seek more of the good life on the earth.

4) People sAttitudetoBusiness:- Attitude of the people towards businessislargely determined
by their culture. Business systems are a product of belongs, mores and customs of the society in which they
exist. Businessmen should have some basic philosophiesto guidetheir actions. Beliefsand valaue systems of
what isright and what iswrong are basic to all businessactivity. Usually, these actions are judged by how well
they contribute to the net social well being throughout the whole system.

5) AttitudetoWork:- Attitude of the peopleto work depends on his culture. Motivation, moraleand
other related aspects of human resource management are based on the workers attitude to work. Attitude
towards leisure also vary from country to country. Higher incomes produce more work or more spare time.
Total detachment from work, the main plank of our culture should be reduced. The Japanese have achieved
tremendous progress because of their commitment to work.

6) Collectivism and Individualism: The spirit of collectivism and individualism is related to such
personnel aspects of employee morale, multiplicity of trade unions and inter and intra-union rivalries. Any
charity or agood deed is having amotive of self rather than societyis welfare. Thisisthe main reason for the
low morale of our workers, multiple unions and rivalries among them. Collectivism is a hallmark of our
society whether it is celebrated in amarriage, asocial function, inauguration of a business unit or installing a
CNC machine in a factory, we believe in people and crowds. We have factories which have thousands of
employees and we have trade unions whose membership runsinto lakhs,

7) Ambitiousor Complacent: - Anindividual’s ambition to grow or remain complacent depends on
his cultural ethos. An ambitious individual is highly motivated, is wealth acquisitive, has a strong urge to
excel, isprepared to change organi sations and even take risks. Economy will be vibrant if alarge proportion of
population are ambitious people. Many of our people are complacent. An average citizen will be happy if he
gets a government job, demands no initiative, no skills and no hard work. They don't prefer private sector
because they demand hard work and high productivity. Complacency of people is one of the reasons for the
backwardness of our economy. Our society is called ambition, particularly in wealth acquisition. Oursisthe
only society where we worship wealth in the form of Goddess Lakshmi unlike in the rest where wedthis
only respected.

8) Education:- Thereisaclose relationship between education and business. Centuries ago, a small
intellectual elite maintained their domination in University halls, educating afew selected students to become
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intellectual and social leaders of the nation. It was felt that education was not for masses who laboures
factories, fields and stores. University education had little interest in business and businessmen had little
interest in education. Each lived in a different world. This seperation of business from education gradually
changed as higher education expanded creating equal opportunitiesto all and the actual break through came
with the rapid trend towards a knowledge - oriented society.

Industrial societies of today are knowledge - oriented and educated, and education as one of the socia
overheads that has been given priority in the developmental activities. But there are severa variations. A
society with too many constraints may spent more on teaching profession as a large part of the national
income is spent on education.

In our traditional society, education was preserved to Brahmins and peopl e of other casteswere denied
the facility. Our economy was premature and occupations were based on heredity. No education was needed
for acabbler to stitch footwear, for abarber to shave, for an agriculturist to sell land or for agoldsmith to make
gold ornaments. All these were the crafts passed from the generations. Things have changed over passage of
time. Economy turned towards industrialisation demanding technical education at all levelsand to all castes.
Educational institutions came up ever. We are having more number of primary schools than in U.S.S.R. and
U.S.A. Wehave spent alot of money on education in all the five year plansand in the tenth plan it is expected
to spent more on education. Thereisno doubt that education benefits business. Businessinturn responded and
started supporting education. This encouraged Business to sponsor employee’s for continuing education and
bearing cost of employee's children education costs.

9) Family:- Family isreferred to asaremarkableinstitution. Basically all typesof social organisations
in a family concerning with love, sexual relationship, marriage, reproduction, socialisation of the child are
present. The family is the institution which is responsible for procreation and child rearing. In civilised
societies the process of child socialisation have atremendous significance. The importance of the childhood
for personality and character formation have been recognised. It isthe family which ultimately will plan the
childisbehavioural patternthan any environment factor. Thefamily, through the husband-wiferelationship, is
also arecognised institution for the fulfilment of sexual needs. In many societies men and women have tended
to sociaise in same sex-groups. Nowadays women has been given equal status with men and husband-wife
relationship has added meaning in terms of companionship, shared activities, satisfaction of emotional needs
and other manifestations of primary group association.

The family is also important for a variety of other reasons, like relating to protection, inheritance,
property rights, morality, care of the sick and the ages and the transmission of cultural values. Thejoint family
system has flourished in our society for centuries. A joint family is understood as a group of people who
generally live under one roof, who eat food cooked at one hearth, who hold property on common, and who
participate in common family worship. The joint family has its own advantages. In times of distress a man
could rely on other members, and the activities of the family memberswill be protected by one another. Secondly
in the joint family affection as well as dependence is differed among so many relatives that a loss of an
important member such asaparent is lesscritical thaninanuclear family it hasalot of impact. Thirdly safety
and security needs of man, the second level needs as per Maslow’s need hierarchy are met through the joint
family system. Finally, enterpreneurial development is present in the joint family system. Joint family isa
useful ingtitutionin capital accumulation. Birlasfor example ajoint family business, but they live seperately.
The Mafatlalsin Bombay livein the same building but the brothers are now seperated and the companies have
been also divided.

The joint family system also have some problems. There was strain in the relationship among family
members, life was not peaceful, women were generally forced to bear alarge share of family strains. We come
acrossthe existence of joint family here and there. One exampleisafamily with 217 strong living at Shimoga
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in Karnataka where all the family members meet once in a year and live together for a few days. Nuclear
families have become very common nowadays where women enjoys equal status with men having their own
earnings. As such people have money and spend more on childrenis education, household appliances and on
vacation. All these developmentsin the family system are significant to business.

10) Authority:- The exercise of authority varies according to our management styles but different
styles are likely to be present in different cultures. Thisisdefined “asameasure of inter-personal power of
influence between aboss and asubordinate, as perceived by theleast powerful of thetwo, whilethedistanceis
seen asthe extent to which either participant can influence the behaviour of the other. Traditionally, our society
was known for authority and power being concentrated with the king. But the greatest merit of our society has
been that the king or the bossis governed by the principle of Dharma, aconcept whichisuniqueto our culture.”

11) TheView of Scientific M ethod: - The followers of our religion feel that wealth, rainfall, demand,
supply, mechanisation and all things of logic. We believe morein traditional thingsand not adaptiveto modern
things. Our Upanishads and Vedantas teached us so. Therefore traditional culture and modern science can go
together asis proved in our country. Probably itisonly in our country that a manager performs pooja before
installing a new machinein hisfactory. Even our farmers after knowing about the possibilities and benefits of
new varieties and methods they are turning to them.

12) Ethicsin Business:- Ethicsrefersof the code of conduct that guides an individual in dealing with
others. We can define ethics as that which deals with personal conduct and moral duty and concerns human
relations with respect to right and wrong. Ethics concerns morals and philosophy. It dealswith the behaviour
of individual s and the standards governing theinter rel ationship between individuals. Ethics may beinternal or
external. A manager must be honest with oneself, since ones greatest asset isone’s character. One should be
honest and straight forward with others, treating them in the same manner in which one wishes to be treated.
Fairnessisnecessary. Evenfor external the same suggestions should befollowed. Every individual should not
only be ethical for himself but make the group so. Thefollowing table representsthe ranking of corruption. In
different countries.

Fig. 1V -1
New Zealand 9.5
Singapore 9.26
United Kingdom 8.57
Germany 8.14
United States 7.79
Hong Kong 7.12
Japan 6.72
South Korea 4.29
Mexico 3.18
India 2.78
China 2.16
Indonesia 1.94

Corruption Index
10 = Free of corruption
0 Totally corruption
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There areanumber of fraudsin public sector Banks. Thefollowing tablerevealsthe number of frauds
in Banks.

Fiqure - IV - 2

Fraudsin Public Sector Banks
Bank wise frauds detected and amount involved in Rs. Lakh during the year 1995 and 1996 (upto March)

Bank Number of Amount
Fraud cases Rs. Lakh.

State Bank of India 657 2119.16
CanaraBank 216 996.12

Bank of Maharastra 39 1935.38
Bank of Baroda 147 1325.08
Syndicate Bank 131 805.11
Oriental Bank of Commission 16 632.74
Bank of India 209 632.61
State Bank of Patiala 35 614.53
Andhra Bank 48 528.60
Punjab National Bank 83 403.75
U.C.O. Bank 82 401.01
Union Bank of India 77 383.24
Indian Overseas Bank 53 332.31
Others 357 1814.20

Ethics are important for the following reasons:
Ethics correspond to basic human needs.
Val ues create credibility with the public
Val ues give management credibility with employees
Val ues help better decision making
Ethicsand profit
Law cannot protect society, ethics can.

SourwdE

>

. Making Business Ethical:-
We can make business ethical by enacting some legislations and enforcing themrigidly. Thefollowing
steps areinvolved.

a) Drawingupthecode:- A codewill beframed after discussionsat all levels. Only after obtaianing
consent and co-operation of all employees the code can befinalised. TISCO isan example.

b) Familiarisingtheemployees.- The code framed should be familiarised to the employees. Thus
printed copies should be distributed to old employees and also to new employees. They should be explained
about this code in their regular training programme.

¢) Implementingthecode:- The codeformulated should be implemented properly at three steps.
Thefirst step isthat every employee should know that unethical behaviour would not betolerated. The second
step isto constitute an Ethics Committee. It shall monitor the ethical conduct of the employees at al levels.
Finally social audit may be conducted to ensure that the code is implemented. We will discuss more about
Business ethicsin the next chapters.
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B) Religion:

Religion refersto a specific and institutionalised set of beliefs and practices generally agreed upon by a
number of persons. The major religions across the world are Hinduism, Christianity, Islam and Buddhism.
Religion plays an important role in one's life. It makes an individual to lead a disciplined and orderly life.
Religious practicesrelieve aperson out of tention. When wevisit any religious placeswewill be very relaxed.
Every religion issubjected to stratification. Our society has been dividedinto four mgjor castesviz. Brahmins,
Kshatriyas, Vaishyas, Sudras, Christians and Islam.

Religion has alot of influence on business. Work culture of employees, boss - subordinate relations,
people’s attitude towards business and other issues are governed by religious beliefes. The nature of business
also dependsonreligions. Birlasbeing Jainsdid not enter into catering, hotelering and leather industries. For
many Indian Business men business decisions are made not by management but by astrologers and fortune
tellers. There are a number of examples where business people like Vinod Jain, R.P. Goenka, SK. Birla,
Sanjay Dalmeaand the Ambanis take the key business decisions only after consulting personal astrologers.

The economy of a nation may be affected by religion. In a country like ours where people of several
religious beliefs live, harmony among them is vital for businessto flourish. Conflicts between religions will
destroy business prospects as how communal clashes broke out after Dec. 6™ 1992 i.e. Ayodhyaincident.

13) Marriage:- Marriage had three objectives: the promotion of religion by the performance of
househol d sacrifices; pregnancy and sexual pleasure whilethethree objectivesare rel evant even today, marriage
asasocid institution which resultsin multiplication of people, settled life, systematised and organised activities.
A single marriage may spark off protest from women and approval from men. Marriage may even remain a
recession hit economy.

14) Time Dimension:- Time dimension is another cultural aspect that will influence business. The
dimension means peoples orientation towards past, present or future. In some societies people are oriented
towards past. In othersthey focusson present. Still some are futuristic employees are used and maintained as
long as they are useful. The American society isan examplefor this

Japanisan example of futuristic society. They plan for along term future, wherethey retain employer
for along time even for life. They spent lot of money to train them and this is mutual commitment on both
sides. Our society isan example for past and future orientation.

15) Cultural Resources:- Cultural Resources or heritage makes the country distinctive. Our country
hasavast cultural heritage. A look at our past isvery pleasant. It makesanindividual feel that heisan Indian.
It certainly makes himto rai se hishead with confidence and hope. Oursisabeautiful country with vast, varied
and rich minerals, varied animal life, beautiful rivers, huge mountain’s, dense forests, splendid architecture,
temples, mosques and great thinkers and seekers. It is on thisland Adi Shankara Charya, Gautam Buddha,
Swami Vivekananda and Mahatma Gandhi were born. We also have many practical blessingson theworld like
rice, sugarcane, spices, the game of chess etc. and sanskrit literature is one of the greatest contributions of
culture of India.

Today, anumber of Indians whereever they are proud of the country. We may face several problems
politically and economically but we cannot predict the future. Our civilisation will retain its continuity. We
have the Bhagavadgita to inspire us in action and the Upanishads for thought provoking. Most of the old
cultures like widows to be burnt with their husbands, girls allowed to be married at childhood, caste system
etc. are vanishing and we are towards a bright future with several cultural manifestations.
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4.3 Social Responsibility of Business:-

Business depends on society for several inputslike money, men, skillsand also for market where products
may be sold to the buyers. Thus business depends on society for existence, sustenance and ecouragement.
Once society ceases to have any use for business it has no place and reason to live. As such Business has
definite responsibility towards society. Thisiscalled asocia responsibility of business. Social responsibility
means an obligation of decision makersto take actionsto protect and improvethe welfare of society asawhole
along with their own interests. Every decision the businessman takes like diversification, expansion, opening
of anew branch, closure of an existing branch or replacement of men by machines, society is affected in one
way or other. Even the routine matters like overtime, night shifts, sub contracting and lay off of employees
have a social impact. The business man should keep his social obligation in mind before contemplating any
action. As business changes in terms of its form and organisation society also undergoes changes. Social
values, socia instiutions, social order, social contract, social conflict, social problems - everything changes
along with a change in the business culture. In other words, business determines society as much as society
determines business. Therefore business must be socially responsible.

Business Corporations of theworld are not interested in making money. They want to be agreat innovator
more specifically a great public benefactor to serve the public. Each and every social group has definite
expectations. Theworkersexpect fair wages and bonus, the sal aried managers expect aremunerative packet of
pay and perks, the consumers expect aquality product and services at fair prices, the suppliers expect aprompt
settlement of bills, the distributors expect prompt settlement of bills and the government expects to pay taxes
and to be accountable for subsidies. In addition to all these the society expects some charitable donations for
promoting education and culture, the ecologists wants to avoid totally pollution and upgrading of physical
environment, the social workers want the overall development of backward areas. There is no end to the
expectations of these social groups. The more you come up to their expectations the more they expect from
you and your business.

Social Responsibility M odels: - There aretwo approaches towards Corporate Social Responsibility.
Some focus on micro level of analysis where individual companies show how they can be more socially
responsive. Othersdeal with macro level where government should establish acountryis social goals. Itisthe
micro analysis which is more significant.

Ackerman’s Model:- Robert Ackerman suggested that Micro level theory should be the goal of a
corporate social endeavour. Ackerman described three phases which companyis passin devel oping aresponse
to social issues.

In Phase 1:- At thisstatge the corporation’s top manager learn of an existing social problem. No
one asksthe company to deal withit. The chief executive only explainsthe problem of making awritten or oral
statement of the companyis policy towardsiit.

In Phase 2:- The company hires Staff specialists or outside consultants to studys the problem and
suggest ways of dealing with it. The company has limited itself declaring itsintentions and plan.

Phase 3:- Implementation. Now the company implements the operations. Implementation is done
dowly. Ackerman advicesthat managersshould “act early inthelife cycle of any social issuein order to enjoy
the largest amount of managerial discretion over the outcome.- Ackerman’s point isthat when many interests
areinvolved the manager would | ose control over thisability to handletheisse at their own discretion. Therefore
big compani es could make the best information available to their empl oyees, encourage them to ask questions
etc. Being responsive may well be the only responsible course of action.

Carroll’sFour Part Model:- ArchieB. Carroll, formulated afour - part model while discussing about
the social responsibility. This model suggests that because abusinessfirmis basically an economic entity its
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primary responsibility iseconomic. It must produce the goods what society wants and must sell them at profit.
Firms should operate within the law. Ethical responsibility refer to the behaviour by the firm that is expected
by society but not codified into law. Though they are not defined clearly, in specific situation they can befairly
clear. Thefour responsibilitiesarefirst abusinessunit earn profit in order to satisfy itseconomic responsibilities.
Thenthefirm should fulfil thesocial responsibilities. Thenit should striveto satisfy the ethical responsibilities.
After satisfying these, the company should focus on discretionary responsibilities. Carroll suggests that if
firms fail to satisfy discretionay or ethical responsibilities, society will assert and bring them under legal
framework. Theimpact of businesson all these responsibilitiesin thefigure- IV-3. Thereforeitisadvisable
for the companies to undertake ethical and discretionary activities voluntarily. 1.

IV-3 The Impact of Business on Responsibility

Argumentsfor Social Responsibility:-
There are many arguments in support of social responsibility. Let us discuss them:

1) Changes Public Expectations of Business:-  Public expectations towards business have changed.
Businessexistsonly if it satisfies the valuable needs of society. Thereforeif businesswishesto remain
for along run, it must respond to society needs and give society what it wants.

2) Better Environment for Business:- Social Responsibility creates abetter environment for business.
The firm which improve the community quality of life will have a good environment. The labour
recruiting will be easier and labour will be of higher quality. Turnover and absenteesm will be
reduced. Asaresult of these social improvements, crimewill decrease and less money will be spent
to protect property and less taxes have to be paid to support police forces. Thus a better society
produces a better environment for business.

3) Public Image:- Social Responsibility improves public image. Each firm seeks public image so that
it can have more customers, better employees, more money markets and other benefits. A firmwhich
seeks public image should support socia goals.

4) Avoidance of Government Regulation:- Government seeksto regulate businesswith publicinterest.
Government regulation is costly and denies more freedom in decision making. Before government
stretches its arms, business should discharge its obligation to society.

5) Business hasthe Resources.-  Business has alot of resourcesin terms of men, talents, functional
expertise and money. With all these resources business can work for better socia goals.
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6) Let Business Try:- Many institutions have failed in handling social problems, so why not turn to
business. Many people an frustated with the failures of other institutions and they are turning to
business.

7) Prevention is Better than Cure:- Prevention isaways better than cure. If businessdelaysin solving
problems now, it may lead to serious social breakdown. So it is economical to deal with them at an
early stage.

8) Moral Responsibility:- Business firms control many resources of the country so it is their moral
responsibility to the overall betterment of the society. It istheir responsibility to solve many serious
social problems coming from large corporations.

9) Citizenship Argument: - Corporations areinstitutional members of society. If individuals have the
obligation of improving society so the corporation also have their responsibility. Corporations are
citizens and, cititzens have civic duties and responsibilities.

10) Duty of Gratitude: - Business Units benefit from society. On the common principle that one owes
debts of gratitude towards those who benefit us, the corporation has certain debts that it owes to
society.

ArgumentsAgainst Social Responsibility:-
Arguments against social responsibility are also equally strong. Some of them are as follows:

1) Profit Maximisation:- The basic objectiveof businessis profit maximisation Businessisoperatingin
theworld, of poverty and the economic efficiency of business should be givenimportance. Business's
functioniseconomic not social and economic values should bethe only criteriato measure success. In
this type of social system managers are the agents of stock holders who are interested to maximise
profits while satisfying law and social system.

2) Society hastopaythecost:- Thereisanother argument that society isresponsible for its devel opment
and therefore it istheir responsibility to bear them. Whether it can afford to do it or not is adifferent
guestion.

3) Lack of Social Skills:- Business manager can manage business. But they are not good at solving
social problem. Their outlook is also economical and their skillsare same. They are not really good
at socia problems. Will these business people ableto do better than government and other institutions?

4) Business has enough power: Businessis already having social power therefore society should not
take any stepswhich giveit more power. Businessis one of thetwo or three most powerful instiutions
in society at the present time. Business influence isfelt throughout the society. Itisfelt in education,
in government, at home and in market place and it moulds many social values.

5) Social Overhead Costs.- Cost on social responsibility may not immediately affect business. Then
the question iswhy to spend money on benefitswhich will realise only in future? It isthe heavy social
overhead costs which is one of the reasons for the dismal performance of some of our government.
undertakings.

6) Lack of Accountability:- Businessmen do not have direct accountability to people, therefore, it is
unwiseto give businessmen the responsibility in areasin which they are not accountable. The society
should develop direct lines of social accountability from businessto the public.
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7) Lack of Broad Support:- Business involvement in social groups lack support from al groups in
society. Many persons desire business to become more socially involved, others oppose the idea.
There is lack of agreement among the general public, among intellectuals, in government and even
among business themselves.

8) Friedmen and Led Gttis Views:- Milton Friedman criticised on two principles one economic and the
other legal. From the economic view, he asserted that if managers spend corporate funds on projects
not intended to maximise profits the efficiency of the market mechanism will be undermined and the
resources will be misallocated within the economy. On the legal side he said as managers are lega
agents of the stock holders, their role duty is to maximise the financia return to the stock holder.
Dhirubhai Ambani has al so apposed to corporate responsibility.

Barriersto Social Responsibility:-
There are several barriers towards social responsibility. Let usdiscussthem:

Thelndividual Manager:- Theindividual manager isaperson who isultimately responsiblefor the
social action programmes of any organisation. The manager can initiate, advocate, and put programmes into
effect. Themanager can also avoid prevent. Programmesfrom being planned or implemented. Most managers
actions are always observed by the superiors. For this reason, most managers are cautious about proposing
changes in the organi sations behaviour.

The Organisation:- At the organisation level, the greatest barrier is focus on profits. Shareholder
want dividends, Employeeshigher saariesand better working conditions. Under thissituation socia programmes
have little chance.

Thelndustry:- There may not be any support from competitorsin the sameindustry for social action
programmes.

The Division:- A division must try to maintain itself as a profit centre. Any social responsibility
decision that reducesthelevel of profit might threaten thedivisionisviability. Thus, most divisionsareslow in
initiating socially responsible programmes until they receive clear instructions to do from top management.

Social Responsibility Strategies:-

Business response to social responsibility fall within four categories 1) social opposition 2) socia
obligation 3) social responseand 4) social contribution. It hasbeen clearly illustrated in figure V-4 showing
their positions ranging from low to high levelsto socially responsible behaviour.

Degree of Socia
Responsibility
{g
\(\'\9‘“eﬂ W%
Social Social Social Social
Contribution response obligation oppossition
| — — | I | S

Fig- IV - 4 - Approaches to Social Responsibility
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Social Opposition:- Thisview istaken by the businesses which feel that they have no obligation to
society inwhich they operate. When they are caught for any offense, their immediate responseistotry to cover
it up while denying it.

Social Obligation:- Thisview isby the companieswhich feel that they have no obligation to obey the
law. They feel that the only socially responsible behaviour isthat prescribed by law. So such business people
would. instal safety equipment that is required by law, that they will not spend additional money in order to
instal better safety environment.

Social response:- Social response is the position taken by companies that meet their social
responsibilities dictated by law and will go beyond the legal requirement. These units may participate in
limited socially responsible efforts, but not until they are convinced that the benefits out weigh the costs.

Social Contribution: Itisthe view of the companieswhich believe that they have a deep obligation
to servethe society. Such companiesfee that they areresponsiblecitizensin society and are eager to contribute
for the improvement of the society.

Social Responsibility to different sections: - The social responsibility of business to different
sections of the society is discussed here. The important generally accepted responsibility of the businessis
shareholders, employees, consumers and community are called as corporate accountability.

Responsibility towar ds Shareholders:- The responsibility of a business towards shareholdersisa
primary one. Shareholders are the persons making investment in the business so they should be adequately
recognised. To protect their interests i the primary business of abusinessisto stay in business.i Thereforeit
should develop and improve its business and build up financial independence. Adequate reserves should be
maintained to declare reasonable dividends. By innovation and growth the company should consolidate and
improve its position and help strengthen the share prices. The shareholders are not only interested in the
protection of their investment but also on the image of the company. Therefore the company should increase
public image. Such that the shareholders feel proud of their company. The shareholders should also offer
wholehearted support and cooperation and they should appreciate the responsibility of the business to other
sections of the society - to the workers, consumers and the community.

Responsibility towardsEmployees.- Thesuccessof abusiness dependson the morale of theemployees
and their cooperation. The following are the responsibilities towards empl oyees.

The payment of fair wages

To provide best possible working conditions

To establish fair working standards and norms

The provision of labour welfarefacilities

Arrangement for proper training and education of the workers

Reasonable choicesfor promotion

Proper recognition, appreciation and encouragement of skills and capablilities of the workers

© N o gk~ wDd P

An opportunity to participate in managerial decision.

TISCO Tata lron and Steel Company is an example for them which was appreciated by the Social
Audit Committee.
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Responsibility towards Consumers.-  Peter Drucker says the definition of business means i to
create a customer.i It has been recognised that customer satisfaction is the key to satisfy the organisational
goals. Thefollowing are the responsibilities towards consumers.

1. Toimprovethe efficiency of the functioning of the business, so asto increase productivity and reduce
prices, improve quality and lessen the distribution channel.

To do research and development, to improve quality and introduce better and new products.
To supply goods at reasonabl e prices.

To provide the required after sales resources.

To ensure that the product supplied do not have adverse effects on the consumer.

To promote information about the products, including the adverse effects of using the product.
To avoid misleading the customers by improper advertisements.

To provide an opportunity of hearing genuine grievences.

© 0 N O O~ wWD

To understand customer needs and take necessary measures to satisfy them.

Responsibility towar ds the Community:- A business has alot of responsibility to the community
and society. They are:

1.  Taking appropriate stepsto prevent environmental pollution and preserve ecological balance.
Asserting for the overall development of the locality.

Taking steps to conserve scarce resources.

Improving the efficiency of business operation.

Contributing to research and development.

Development of backward area.

Promotion of ancillories and small scale industries.

Contributing to the national effort to build a better society.

© N o gk~ 0D

The limitations of Social Responsibility:- The social responsibility actions are limited by cost,
efficiency, relevance and scope.

Cost: Social responsibility costs money. To do any social development like adopting a village,
donating to acollege or school building a hospital, maintaining a park everything involves cost.

Efficiency:- Social responsibility affects efficiency adversely. If acompany runsitsplant, evenif it
isincurring losses every year its efficiency goes down and its ability to competeislost.

Relevance:- Accordingto Friedman, iThereisoneand only onesocia responsibility of business. to
useitsresourcesand energy in activities designed to increaseits profits solong asit stayswithin the rules of the
game engages in open and free competition without deception and trent.1 Therefore business should produce
goods and services efficiently and leave solution of social problemsto concerned individuals and government

agency

Scopeand Complexity: Society’s Problems are too massive, too complex, and too deep seated to be
solved by even the most socially acceptable company or even by all companies acting together severa
environmental pollution, acid Rain, ozone depletion, destruction of rain, forests, health problems- AIDS, drug
and tobacco use, racial discrimination, sex discrimination, ethic and religious problemsare some of the problems.
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4.4 Summary
Businessthus hasitsown limitations. It should deliver qualaity goods at low prices, earn profitsfor

shareholders, pay taxes to the government and plan the strategiesto stand in the competitive market. In such
conditions how can it solve another complex problems of social responsibility?

The Socio cultural environment includesahost of factorslike Socia values, cultures, beliefs, traditions,
social institution, classstructure, socia group pressuresor social dynamicsetc. the nature of social objectives
and prioritiesa ong with the set of constraints give form and content to several social movements. The critical
elements of the socio-cultural environment are social institutions and systems, social values and attitudes,
education and culture, social groups and movements, the socio-economic order, social problems and prospects
etc. Ever since the country became independent, India has been witnessing changes on several fronts of the
socio cultural environment.

It is not merely the shareholders but several other groups who are interested in the running of a
business enterprise. The management of the enterprise hastherefore to strike a balance between the interests
of all thesegroups or stake holders. The business hasthereforeto berunin asocially responsible manner. This
is necessary if the business has to survive and grow in the long run.

45 Sdf - Assessment Questions:-

What is the concept of socio cultural environment? What are the factors influencing it?
Define culture? How does culture influence business?

What is business Ethics? What are ethical problem?

Define Social Responsibility of business?

Why is Social Responsibility important for business?

What are arguments against Social Responsibility?

What are the arguments favouring social responsibility?
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Discuss the limitations of Social Responsibility?

4.6 Further Readings
1. Adhikary, M. 1997, Economic Environment of Business, Sultan Chand & Son, Delhi.

2. Aswathappa, K. 1999, Essentials of Business Environment. (Chapters 33 & 34) Himalaya Publishing
House, Mumbai Kerith Davis and Robert L. Blomstorm, Business and Society, Environment and
Responsibility.

3.  Rag Agrawal, Parag Diwan, Business Environment, Excel Books, New Delhi, 2000.
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LESSON -5

BUSINESSETHICSAND CORPORATE GOVERNANCE

Objectives:

The main purpose of thisunit isto help you to

*  understand the concept of Business Ethics and Corporate Governance

*  examine the factors influencing ethics and how managers face problems while decision making

*  understand the significance of Corporate Governance and different committees on Corporate Gover-
nance

*  analysethe different practices on Corporate Governance in other countriesand in India.

STRUCTURE :
51 -Introduction
5.2 - Businessethics- Definition
5.3 - Need for Businessethics
54 - Factorsinfluencing Businessethics
55 -Theoriesof ethics
5.6 - Sourcesof Businessethics
5.7 - Examplesof Unethical practices
5.8 -Typesof ethics
5.9 - Praoblemsin decision makingin ethics
5.10 - Management of ethics
5.11 - Suggestionsfor making ethical decisions
5.12 - Corporate Governance
5.13 - Reasonsfor the growth
5.14 - Signficance of Corporate Governance
5.15 -AFramework of Corporate Governance
5.16 - Evolution of Corporate Governance
5.17 - Modesof Corporate Governance
5.18 - Corporate Governancein India
5.19 - Futureof Corporate Governance
520 -Summary
5.21 - Self Assessment Questions

5.22 - Furthur Readings

5.1 Introduction:

Inthe earlier lessons, the various factorswhich have asignificant impact on the businessare high lighted,
In thislesson, business ethics and Corporate Governance are high lighted.
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Business ethics and its impact on policy and decision making has been an issue of great concern to
business men and scholarsin the recent history. The last decade has seen agreat awareness on thetopic and the
corporate managers are placing greater emphasis on ethical criteriain their strategic planning. If the business
organizations follow good business ethics, there would be less government intervention. When the business
sector doesn’'t maintain ethical standards, government makes legislations and so many rules will be imposed.
The effect of these legislations and rulesis that, they will affect each and every aspect of business activities.
Another important need arises from the fact that business organizations should improve their image in the
society. Thisrequiresthat the business organisations should follow ethical standardsin order to improve their
image.

5.2. Business Ethics- Definition ;

Ethicsrefersto asystem of moral principleswhich involveright and wrong of actions and motiveswhich
are good and bad. Further, ethics also considers the consequences of such actions specifically business ethics
refers to the application of ethics to business. The business sector is expected to possess the knowledge of
ethics and apply the same in their regular practices.

Ethics may refer to the following :
1) Ethicsareprinciplesof personal and professional conduct
2) Ethicsisbroader than what is stated by law, customs and public opinion.

3) Ethical behaviour mady differ from society to society.
4) Ethical standardsareideals of human conduct. However, defining ethical standardsis not an easy task.

Ethical considerations are important for managers for number of reasons. If the organisations fail to
project a healthy image of itself in society in quality, service and customer satisfaction, their existence will be
in danger. Ethical concerns are of vital important to individual's, organisations and society in general.

5.3. Need for Business Ethics:

Ethical practices in business are important to managers as individua’s personal life and business life
cannot be separated with respect to moral judgements. The need for business ethics can be summarised as
under :

5.3.1 Ethicsisrelated to basic human needs: Itisan accepted fact that human beingstend to be ethical
intheir personal life aswell asin their business situations. As a proprietor, manager, executive or an employee
of any business organisation, the decisions taken by them will influence the lives of many employees directly
and othersin the society indirectly. As a part of the organisation, business executives are expected to play an
honest and sincere role to be amodel for other executives.

5.3.2 Ethical valuesimprovetheimage: The organisationswhichfollow ethical valuesarerespectedin
the society. The products, services offered by such organisations will be honoured and accepted by the public
and society. The organisations image will improve considerably as people believe that the company offers
value for money. The organisations rating in the capital market will also be high.

5.3.3 Relationships between employersand employeesimprove : The employerswill be ableto pro-
vide good leadership to employees by following ethical values. The employees will be motivated to follow
standards set by employers for achieving common goals, and objectives. The moral and ethical principles
followed in the organisation will improve relations between employers and employees
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5.3.4 Ethical values are the foundation for better decisions: The ethical values and principles fol-
lowed by the management are the foundation for better decisions. The decisions taken by the management will
provide positive results in the long run for the business organisations in terms of higher profits, returns and
success.

5.4 Factorsinfluening ethics:
Ethicsisinfluenced by a number of factors or forces which may be explained as under :

5.4.1. Family, school and religion: Theformationsof ethicsstartsat an early life of every individual. As
achild, onelearns ethical principlesfrom parents. Through rewarding good behaviour, parents incul cate ethi-
cal standards among childern. The education at school provides a strong foundation for ethical behaviour,
Religionsinfluences the ethical valuesin terms of honesty, sincerity, truthfulness and tolerance etc.,

5.4.2. Colleagues, and Superiors: The ethical standards of an individual areinfluenced by colleagues
and superiorsintheorganisations. If the colleaguesdisplay unethical behaviour, theindividiualsareasolikely
to accept the behaviour. The attitudes, beliefsand values of superiorswill also shape the behaviour of subordi-
nates.

5.4.3.Self Experiences: Anindividual’s behaviour is always influenced by his/her own experiencesin
life. The experiences in the early childhood, young and middle ages will have a tremendous and continuous
influence on the ethical behaviour. Individuals who display good behaviour are to be encouraged while a bad
behaviour should always be condemned.

5.4.4. Different situtations: Anindividual behaviour isawaysinfluenced by the different situations. A
threat to job, life and property wil change the behaviour of individual. Simalrly in organisations, employeesin
order to achievethetargets tend to behave unethically. The goal s of the organisation take over the principles of
morality and ethical value of of individuals. The managersat different levelscompromisefor the objectives of
the organisation.

5.4.5. Legal framework : Any Government is normally interested in maintaining ethical standardsin
society. Lawsrelating to corruption, crimes, exploitation, unfair deal's, harassessment etc., are made by Goverment
to protect peoplefrom unethical practices. Peoplein the society seek the intervention of the Government when
their moral and ethical values are downgraded.

5.4.6. Industry codes: In many occassions, the industries provide specific guidelines to the executives.
The acceptance and implementation of the codes of conduct are influenced by their individual qualities, objec-
tives and purpose of the organisation.

5.4.7. Social Pressures: Social forces and pressures have considerable influence on ethicsin business.
Society in the recent past has demonstrated how severe actions are necessary for the prevention of use of
pesticides in coladrinks. Such actions by dfferent groups may force management to alter certain decisions by
taking a broader view of the environment and the needs of society.

5.5. Theoriesof Ethics:
There are two important theories which are contradictory in nature:

1) Theory of moral unity which states that business actions should be judged by the general ethical prin-
ciples prevailing in the society. These ethical principles are universaly applicable.

2)  Theory of amorality which stresses that businessmen need not follow ethical standards as their objec-
tivesisto earn profits.
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5.6 Sourcesof Business Ethics:
The ethical values related to business have emerged from different sources which are as under :

5.6.1 Religion : The ethical values, principles related to any society including business are drawn from
religion. There are morethan onelakh religionsin the world. The prominent among them are Hinduism, Islam,
Christianity, Buddhism, Jainism etc., The world's greatest religions are in favour of certain fundamental prin-
ciples. The principles like mutual help, Co-operation, human values, dedication, sincerity, hardwork etc., are
all accepted by all religious. Thesereligions also stressesthe need for an orderly social systemto contributeto
the welfare the Soceity.

5.6.2 Socio - Cutural values: Culture refersto a set of values, rules, and standards which are handed
down from generation to generation. These rules and standards play an impartant role in influencing values of
the individualsin the groups. The cultural values are also drawn from the different stages of human civiliza-
tion. In the early stage of human civilization, ethics were developed according to conditions prevailing at that
time. The basic needs of hunger, greed etc., have dominated and the strong people emerged as successful inthe
groups. Force and violence dominated trade ethics. In the agricultural stage, hardwork, thrift have contributed
to the new values in the society. These values are helpful to managers for decision making even today. The
cultural values have undergone rapid changes after industrial revolution. Theindustrial revolution has brought
about structural changesin society and ethical values.

The emergence of Capitalists, number of factories, exploitation of workers, manual |abour being replaced
by machinery, etc., have created new problemsin the society. Thisrequires formulation of acode of conduct
to businessto protect working class and consumers in the society. Unwritten and oral ethical values have
given place to written rules of conduct.

5.6.3 Legidative framework : The society expected that business would respond to ethical values. But
inpractice, the earning of profits, amassing wealth have dominated the ethical values. Businessmen started
corrupting officials, evaded taxes, and they did not pay attention to health hazards or industrial accidents of
workers. The wages paid were highly inadequate, undue and long working hours with improper working con-
ditions. Consumers suffered because of poor quality and high priced products. It is in this context, many
legidationslike Sl (Marks) Act, MRTPAct, weights & measuresAct etc., wereformulated. Theselawsarethe
rules of conduct formulated by legislatures to guide human behaviour in society. But law alone cannot help to
promote ethicsin business. The business promoters, managers, executives and employeeshaveto evolecertain
ethical standards and should implement them in their decision making.

Ethical values is a mechinism through which individual behaviour is controlled in the society. These
values always exercise superior power over the other systems of control like police, law etc. It is through
implementation of ethical values, individuals can transform the shapes of the society.

5.7 Some Examples of unethical business practices:

The managers real world of deciding shades of difference between ethical and unethical behaviour isfar
more challenging and complex. Very often it may be difficult for the manager to free himself from bias and
prejudice and look at the issues objectively. In spite of good intentions, he becomes involved in the situation
and becomes identified with few points of view. It may not be possible for him to examine the decisions from
purely ethical standands. However, the following may be stated as examples for unethical business practices:

1) providing false information about the organisation, activities or decisions.

2) doinginsider trading to prevent outsiders
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3) Overloading expense accounts

4) giving trade secrets to competetiors

5)  bribing officials with money or gifts

6) cheating customerswith high prices or low quality products
7) adopting unfair credit policies

8) misappropriating cash or stocks or any other assets

9) changing the documents

10) accepting money or gifts from middlemen

11) quitting ajob without giving adequate notice

12) punishing employees without hearing their arguments
13) sending wrong reports to Goverment, sharcholders etc.,

The purpose of business ethics is to guide the efforts of managers in discharging their duties to the
satsfaction of various stake hol ders like empl oyees, owners, customers, suppliersand public. However, it isnot
an easier task to divide manageria actionsinto ethical and unethical behaviour because of a number of influ-
encing variables.

5.8. Typesof Ethics:
There are two types of ethics which are likely to emerge in any business organisation,

5.8.1 Human Relations ethics : The business ethics that is related to human relations in any business
organisation is known as Human Relations ethics. The employees in the business organi sation tend to develop
human relations with outsiders. The relations with dealers, agents, officials, customers, politicians and media
people influence the ethical practicesin the business.

5.8.2 Palicy Ethics : Any business organisation hasto adopt ethical principlesin its functional policies
like production, finance, marketing, HRD, R&D etc., For ex : If capital isto be raised from financial institu-
tions and public, the quality of information, reliability and transparency of financial statements are to be pro-
vided based on ethical principles. The efforts to sell in the markets should also concentrate on the ethical
principles of selling.

The ethical burden of deciding policy issues are provided by top management. The managers and direc-
torswho are responsible for preparation and impementation policies have to incorporate ethical issuesin the
policies. The policieswhich contain ethical principleswill have astronginfluence on both internal and external
groups. Thepoliciesare not only useful for decision making at present, but will also lay astrong base for future
policies and decisions.

5.9. Problems of Decision making in Ethics:

The decision making related to ethics is not an easier task. The decisions in the areas of prodction, fi-
nance, marketing etc., can be easily made while the decisions to follow ethical principles cannot be made
without the commitment of the total team of management. The following diffculties are however observed in
the decision making related to ethics :
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1) Thereisaphenomenal expansion of large scale company structures. In these type of organisations, deci-
sion making was undertaken by groups which are called committees. The issues that pose challenges are
related to loyalty to organisations, general public and Government.

2)  There has been a change in the ethical principles over time. For ex : donations to political parties were
banned earlier in some countries, but now the same has been permitted through a law.

3) In business organisations and in Governments, the decisions which are likely to provide good to the
largest groups are taken. These decisions are justified on the grounds of ethical principles.

4)  Conflicting interests between different groups al so poses athreat to ethical principles and practices.

5) Managersface dilemmabetween facts and valuesin ethical decisions. Facts are statements about what is
and values are statements about what ought to be. for ex : a medicine should be priced high from the
company point of view, but it may pose a problem from the patient point of view.

5.10 Management of Ethics:

Today many companies are using managerial techniquesthat are designed to encourage ethical behaviours.
Some of the techniques which may be used to-manage ethics can be explained as under :

5.10.1 Role of top management : It isthe top management that is expected to take imitiativein imple-
menting ethical standardsin the organisations. Asfar as practicabl e, the management should avoid implemen-
tation of those policiesand strategieswhich will lead to mounting pressures on empl oyees and other groupsin
respect of ethical standards.

5.10.2 Code of Ethics: Today many of the organisations have devel ped a code of ethics of their own.
The different associations of industries have evolved different principles which are part of the code of ethics.
Some of such principles can be stated as under :

a) To charge fair and reasonabl e prices and to communicate the same to the consumers
b) Not to withhold stocks of goods with a view to hoarding or black marketing

¢) Not to adulterate goods supplied

d) To maintain accuracy in weights and measures of goods offered for sale

€) To provide after sales service wherever nessary

f) To discharge social responsibilitiesto protect the environment.

g) Not to involve in publication of mideading advertisements

h) To take steps to ensure that the agents or dealers do not charge prices more than fixed.

5.10.3 Committeeson Ethics: In some companies, committeeswere constituted on ethical issueswhich
consist of the board of directors, and CEO of the company. The committees collect information from employ-
ees and other groups to establish policies on ethical issues and to see that they are implemented.

5.10.4 Tranining Programmes: Some of the companies are providing training in ethics for their em-
ployees and managers. Someti mes cases based on actual eventsin the companies are used to provide principles
of training to employees on the Job related issues. The training on ethicsisvery much essential assuch training
imparts philosophical issuesrelated to Job.
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5.10.5 Legislations: Thereare anumber of legidlations which are madeto provide ethical guidelinesto
companiesin India. Some of the legislations are :

a) The Essential commoditiesAct 1955

b) The CompaniesAct 1956

¢) The MRTPAct 1969

d) The FERA Act 1973 (Now known as FEMA 2000)
€) The Consumer Protection Act 1986

f) The Environment Protection Act 1986.

5.1. Suggestionsfor making Ethical decisions:

The companies and managers face several problems and difficulties in making ethical decisions. The
following measures may be taken to solve difficulties in decision-making :

1) A decision device in which an imaginary conversation may be organised in the form of a debate or
discussion with few intelligent people and try to apply ethical principlesfor discussion.

2)  Writing down the merits and demerits on a paper and an analysis of the merits and demerits may be
undertaken to solve the ethical problems.

3) Listout ethical priorities before the problems arise. Such prioritieswill help to ounderstand alternatives
for an ethical decision making.

4) Themanagers may give publicity to the ethical principles so that the empl oyees and other groupswill try
to understand the position in aclear way.

5)  Themanager should set an exampl e to the other employees and outside groups as models. Thiswill help
in creating and uplifting work environment.

The ethical perfection isimaginary. Thereis no single method of making ethical decisions and no hard
and fast rules are given. However, the use of ethical norms, standards and principlesis highly subjective and
relative to the various situations and challenges faced by the companies and individuals.

5.12 Corporate Governance:

The Concept of Corporate Governance has received the attention of policy makers, Academicians and
corporate managersin the recent past. After 1990, the concept has become more popular. This concept ismore
related to hol ding the bal ance between economic and social goals and between communal and individual goals.
The purpose of the corporate Governance isto encourage the efficient use of resources and equally to require
accountability for the stewardship of these resources.

The concept corporate Governance can be understood as aformal system of accountability of managers
to the shareholders. It can be defined as “the process where by people in power make decisions that create,
destroy, or maintain social systems, structuresand processes’. It can beimplied that in the process of corporate
Governance, people in power direct, monitor and lead corporations and there by either create, modify or
destroy the structures and systems under which they operate. The issues involved in corporate Governance
include complete transparency, integrity and accountability of the management. From the organi sation point of
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view, Corporate Governance is maximisation of valueto meet financial and other legal obligations. Thispoint
highlights the needs for board of directors to balance the interests of shareholders with those of other groups
like employees, customers, society etc., From the public point of view, this concept is related to nurturing
organi sation while ensuring accountability in the exercise of power and patronage by firms.

5.13 Reasonsfor the growth of the concept :

1)

2)

3

4)

5)

6)

The need for the concept has emerged from the following aspects :

Many companies in many countries tried to explicit the weakness in Accounting standards, in an
attempt to show inflated profitsand understate liabilities. The companies have gone up considerably in
number, but the Accounting standards wereinadequate. The standards covered few aspectsand | eft many

aspects.

In many companies, the roles of chairman and chief executive are combined in one person and this has
led to make the matters undesirable.

Thereis adifference in the interests of those who have effective control over afirm and the interests of
those who supply finance from external sources. Thisisaproblem which has grown out of the seperation
of ownership and control and of corporate outsiders and insiders.

Another significant reasonisrelated to standards of financial reporting and accountability after the heavy
losses sustained by investors and lenders. Investors lost because of management practices of the compa-
nies.

Many of the companies have not paid due attention to provide service to shareholders. For ex : in the
matters of transfer of shares, despatch of dividend warrants etc., the companiesfailed to provide adequate
information to the sharehol ders.

Theforiegn investors have been pressing for transparency in respect of the functioning of the companies
in India. The Indian public have become more educated on the different aspect of the functioning and
management of companies and hence are looking for good practicesin this regard.

5.14 Significance of Cor porate Governance:

1)

2)

3)

4)

5)

The significance of Corporate Governance can be understood as under :

Theshape and quality of corporate Governancewill assist in the growth of any capital market and economy.
By applying the priniples of corporate Governance, the companies can attract investments for accel erat-
ing their growth. Hence the link between the management of the company, its board of directors and its
financial reporting system has become critical.

The investors and markets are positively responding to the well managed practices of companies by
giving higher valuations to them. In such companies the boards and management have the freedom to
take decisions towards the progress of their companies.

A good corporate Governance is an important instrument for investor protection. It accounts for high
transparent corporate disclosure and excellent financial reporting structure.

The concept of insider trading is to be avoided in companies and it is necessary that insiders should not
take any unfair advantage relating to the information of the company. This requires the companies to
adopt an internal procedure for adequate and timely reporting of information to various outsiders.

Good corporate Governance contributes to the efficiency of companies and help to create wealth for the
companies and prosperity for the nation.
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Fig: Modified version of fig given in p. 191 of Business Environment - text and cases by

Francis Cherunilam,

6) Intheeraof globalisation, the corporate Governance enables firms to compete internationally and also
help them to provide employment and to enhance social occeptance.

5.15. A Frame work of Corporate Governance :

A framework of corporate governance can be shown in the following figure :
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5.16 Evoluation of corporate Governance:

The evoluation of the concept of corporate Governance can be traced back to the early 18th and 19th
Centuries. American corporations were chartered with the purpose of serving the public interest. Companies
which supplied transport, water, banking and insurance facilities were incorporated by the State L egisl atures.
The courts have also recognised the need that the Board of directors should act in the best interests of the
corporations and aswell as of al internal and external shareholders. In the mid 19th century state legislatures
in USA began passing laws of incorporation that were very general. Corporate promoters had the freedom to
write their own corporate charters. The companies which have comeinto existence after world war - |1 did not
work effectively as they were managed by managerswith their self interests and ignored the interests of stake-
holders. The corporations have witnessed a number of changes ...,

1) Flexible manufacturing processes
2)  World wide markets

3) Corporate capitalism

4)  Information technology

The Concept has gai ned momentum with the publication of the reports of various commities. The signifi-
cant reportsare:

1) Report of the Cadbury Committee

2)  Report of the CIl Committee

3) OECD Code of Corporate Governance

4) KumaraMangalam Birla committee on corporate Governance

The above committees and reports are related to USA, and UK and India, The recommendations of the
groups may be explaind as under :

5.16.1. Cadbury committeereport

A committee was set up under the chairmanship of Adrian Cadbury in May 1991 by the Financial Report-
ing council, the London stock exchange and the Accountancy profession to took into the financial aspects of
corporate governance. The committee submitted its report for public-scrutiny in May 1992. The major recom-
mendation of the committee are as under :

1) Decision making power shoud not bevested in a single person.i.e. these should be separation of the
roles of the Chairman and chief Executive.

2)  Non-executive derectors should act independently while giving their Judgment on issues of strategy,
performance and designing codes of conduct.

3) A remuneration committee made up wholly or largely to non-executive directors, should decide on the
pay of the executive directors.

4) Theinterium company report should give the bal ance sheet information and to be audited by the auditor.
5)  Thereshould be aprofessional and objective relationship between the board and the executives.

6) Information regarding the audit fee should be made public and there should be regular rotation of audi-
tors.

7) A magority of directors should be independant non-executive directors i.e., they should not have any
financial interestsin the compnay.
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8) Theterm of adirector should not exceed threeyears. This can be extended only with the prior approval of
shareholders.

5.16.2 ClI| Report :-

The liberalisation of Indian economy and the growth of international competetion made Indian
industry recognise the importance of corporate governance for enhancing its ability to compete in the global
market place. In the context, the Confederation of Indian Indsutry (Cll) setup a national task force in 1996
under the Chairmanship of Rahul Bajgj, ex-president of ClI. The recommendations made by the committee are
asunder:

1) Thefull board should meet aminimum of six timesin ayear and each meeting should have agenda that
require at least ahalf day discussion.

2)  Any listed company with a turnover of Rs. 100 crores and more should have professonally competent,
independant, non-executive directors.

3) Nosingle person should hold directorship in morethan ten companies. This ceiling excludes directorships
insubsidiaries.

4)  For non executive directorsto play a significant role in coporate decision making, they need to become
active participants on the board.

5)  Whilereappointing members of the board, companies should givethe attendance record of the concerned
directors. If adirector has not been present for 50% or more meetings, this should be explicitly stated in
the resolution that is put to vote.

6) Keyinformation that must be reported and placed before the board must contain annual operating plans,
and budgets, capital budgets, manpower ad overhead budgets, quarterly results of the company, internal
audit reports, details of defaults, joint ventures, labour problems and their proposed solutions etc.,

5.16.3 OECD Report :

In a meeting held on 27-28 April 1998, OECD ministers asked the OECD (Organisation for Economic
Co-operation and Development) to develop a set of Corporate governance principles that could be useful to
members and non-member countries. In June 1998, the OECD adbhoc task forcewas formed with representatives
from al member cuntires, important international organisations including the world bank. Thistask force had
representatives from the private sectors and labour representatives. Even though the principles are primarily
aimed at Governments, they also provide guidelinesto stock exchanges, investors, private corporations asthey
deal with best practices, listing requirements and codes of conduct. The principles given by the OECD group
fall into the following five broad areas.

1) Theprotection of rights of shareholdersisthe key for effective corporate governance.

2) The Corporate Governance frame work should recognise the rights of stakeholders in creating wealth,
jobs and financially sound enterprises.

3) The Corporate governance frame work should ensure that timely and accurate disclosure is made on all
material mattersregarding thefinancial situation, performance, ownership and governance of the company.
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4)

5)

The corporate Governance should ensure the strategic guidance of the company, the effective monitoring
of management by the board, and the board’s accountability to the company and the sharehol ders.

The Corporate Governance should ensure the equitable treatment of all shareholders, including minority
and foreign shareholders. All shareholders should have the opportunity to obtain effective redressal for
violation of their rights.

5.16.4 Kumaramangalam Birla Committee Report :

b)

d)

€)

f)

9)

h)

Kumara Mangalam Birla headed the committee appointed by the SEBI on May 7, 1999. The committee
was formed to promote and raise the standards of corporate governance. The recommendations made by
the Kumara Mangalam Birla Committee are asfollows :

The board should have an optimum combination of Executive and non-executive directors and at |east
50% of the board should comprise of Non-executive directors.

A qualified and an independant “ Audit Committee” should be set up by the board of the company.

The board should set up a “Remuneration Committee” to determine the company’s policy on specific
remuneration packages for executive directorsincluding pension rights and any compensation payment.

To expedite the process of share transfers, the Board should delegate the power of share transfer to an
officer or acommittee. The del egated authority should attend to sharetransfersat least oncein afortnight.

The Corporate Governance section of the annual report should make disclosures on remuneration paid to
directorsin al formsincluding salary, bonus, benefits etc.,

The Board meetings should be held at least four timesin ayear with amaximum time gap of four months
between any two meetings.

Asapart of the disclosure related to Management, Management Discussion and Analysis Report should
form part of the annual report to shareholders.

There should be a seperate section on Corporate Governance in the Annual Report with details on the
levels of compliance by the company.

The half yearly declaration of financial performance including summary of the significant eventsin the
last six months should be sent to each household of shareholders.

5.17 Corporate Governance

The different models of Corporate Governanance can be enumerated as under :

5.17.1 Traditional Model : The traditional model of corporate governance, which is the prevalent

model in USA holdsthat shareholders’ property rights are very important. The management of the Company is
run through the elected board of directors. Management is concerned with production and their own rewards.
Thismodel relies on the ability of CEO to manage the company more efficiently.

5.17.2 Co-determination Model : Thisisatwo tired system in which thereisadivision between super-

vision and management. This model was originated in Germany and has spread to many European countires.
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Thismodel impliesthat both Capital and labour should be represented in the process of corporate governance.
Representatives of both ownership and the empl oyeees comprise the board of directors . One version of this
model promotes atwo tires structure, with a supervisory board and a management board.

5.17.3. Other Models: The other important modelsinclude the following :

a) Inthe stakeholder model of corporate governance, all componentsthat have adirect stakein theperfor-
mance of a corporation are represented in the governance process.

b) The American Law Institute has proposed another model in which an independant board of directors
will be functioning. The board would focus on auditing functions, reviewing management, and to assess the
competency of CEO etc.,

5.18 Corporate Governancein India:

In India, the companies (Amendment) Act 2000, contains provisions which have a signficant impact on
the business performance of companies. In accordance with the Act, the board of directors of acompany shall
have an optimum combination of executive and non-executive directors. Not less than 50% of the directors
shall be non-executive . The remuneration of the non-executive directors shall be decided in the board meet-
ings. The board meetingsareto be held at least four timesin ayear, with amaximum time gap of four months
between any two meetings.

Corporate Governance is considered as an important instrument of investor protection and it istherefore
apriority on SEBI’'sagenda. To further improvethelevel of Corporate Governance, need wasfelt for acompre-
hensive approach at this stage of the devel opment of capital market. Thiswould ensurethat the Indianinvestors
arein no way lessinformed and protected as compared to their counter partsin the world.

5.19 Future of Corporate Governance:

Globally, Shareholders require reformsin the information on how companiesare being run, Biginvestors
require international standards in the performance of the companies relating to accounting clarity and disclo-
sure. Boards of directors have been sued and found guilty for their actions. Significant changes have been
taking placein the corporate regulation in the world. The efforts towardsthe adoption of international account-
ing standardsin many countries had itsimpact on corporate governance. Stock exchangelistingrulesarebeing
extended and tightened. Increasing recognition is being drawn to the processes, perceptions and powers of
Directors.

5.20 Summary

Business ethics and Corporate Governance are the two concepts which have a significant impact on
busines sector today. The managers have to adopt ethical principlesin their decision-making. Theincreasein
the number of corporatefraudscalled for application of ethical principlesin decision making. Thefailureof the
board of directors to provide transparency in the annual reports necessitated the emergence of a new concept
called Corporate Governance. Therole of Board of Directors, shareholders, stockholdersetc., areclearly stated
by anumber of committees which are set up in different countries. In India, KumaraMangalam Birla Commit-
teereport laid down certain guidelines for Corporate Governance.
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5.21 Self assessment questions

1
2)
3)
4)

Define business ethics. What are the factors which influence ethical values of managers?
What are the problemsin decision making in ethics?
What is Corporate Governance? What are the reasons for the growth of corporate Governance concept?

Examine the evolution of Corporate Governance with the help of reports of various committees.

5.22 Further Readings:

1
2)
3)
4)

VSPRao and V. Hari Krishna, Management - text and cases, Excel Books, New Delhi, 2002.
K. Aswathappa, “ Essentials of Business Environment” Himalaya Pub. House, Mumbai, 2000
Francis Cherumilam” Business Environment - Text and cases Himalaya Pub. House, Mumbai, 2003.

VK Bhallaand S. Shiva Ramu “ International Business Environment and Management” Anmol Publica-
tionsPvt., Ltd., New Dehi, 2001.
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ECONOMIC PLANNINGAND STRUCTURAL - SECTORAL
DIMENSION OF INDIAN ECONOMY

Objectives:

Economic Planing...

LESSON: 6

The main purpose of thislessonisto help you to

understand the objectives and assesment of Five year plansin India.

* provide insightsinto the structural dimensions of Indian economy.
* analyse the growth and perfermance of public sector in India.
* assesthe role of private sector, joint sector and co-operative sector in India.
STRUCTURE :

6.1 I ntroduction

6.2 Objectives of economic planningin India

6.3 Assesment of Five Year Plans

6.4 Structural dimensions of | ndian economy

6.5 Sructure of Indian Industry

6.6 Public Sector
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6.8 Objectives of Public Sector
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6.11 Policy Changesin Public Sector
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6.1 Introduction

In thislesson, the objectives of economic planning, assessment of various plansin India, the structural
& sectoral dimensions of Indian economy with reference to savings, investment, contribution of public,
private co-operative and joint sectors are highlighted.

6.2 Objectives of Economic Planning in India

Just after the attainment of Independance, the Government of India set up the planning commissionin
1950 with Prime Minister asthe Chairman, to assesthe country’s needs of material capital and human resources
so asto formulate plans for their more balanced and effective utilisation. The first five year plan commenced
in1951 anditwas followed by aseriesof Five year plans. The Government adopted planning asameans
of fostering economic development. The planning commission set out the following four objectives of
planning:
1) toincrease production to the maximum possible extent so as to achieve higher level of natural and per

capitaincome.

2) toachievefull employment
3) toreducein equalities of income and wealth
4) toset up asociaistic society based on equality of justice and absence of exploitation.

Apart from the basic objectives, each Five year plan takes into account the new constraints and
possibilities faced during the period and attempts to make the necessary directional changes and emphasis.

6.3 Assesment of Five Year Plans:

Inthisunit, the approach to each plan, and the assesment of each plan are discussed. At thetime of first
five year plan (1951 - 56) India was faced with three major problems Viz., inflow of refugees, severe food
shortage, and mounting inflation. India had also to correct the disequilibrium in the economy caused by the
Second World War (1939-1945) and the partition of the country. Accordingly, the first plan emphasised asiits
immediate objectives, the rehabilitation of refugees, rapid agricultural development so asto achieve food self
sufficiency in the shortest possible time and control of inflation. Simulataneously, the first plan attempted a
process of balanced regional development which would ensure a raise in national income and a steady
imporovement in the living standards of people over a period of time. The first Five year plan was a great
success asthe production targets especially in the agricultura sector were more than fulfilled and the obj ectives
were more or lessrealised. The Second five year plan (1956-61) was conceived in an atmosphere of economic
stability. Since the targets fixed for thefirst five year plan were achieved, the basic philosophy of Second five
year plan was therefore to give abig boost to the economy so that it enters the take off stage. The second plan
aimed at rapidindustrialisation with particular emphasison the devel opment of basic and heavy industries. The
more ambitious second plan could not be implimented fully because of the acute shortage of foreign exchange.
Besides, the country started experiencing rise in prices. Hence, the second five year plan was considered as
moderately successful.

By the beginning of third five year plan (1961-66) the Indian planners felt that the economy had
reached thetake off stage. Asaresult, thethird five year plan aimed at self reliant and self generating economy.
However, because of India’s conflictswith Chinain 1962 and with Pakistan in 1965, the approach of the third
plan was later shifted from development to defence and development. The third five year plan was thorough
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failure asthe country suffered one of the severest faminesin hundred yearsduring thelast year of the plan. The
failure of the third plan led to the postponerment of the fourth five year plan which is called plan Holiday.
During 1966-69, three Annual planswereimplemented. The Fourth plan (1969-74) set beforeitself two principal
objectives* growth with stability” and “ progressive achievement of self reliance”. Therapidrisein pricesfrom
the middle of 1972 completely upset the cost calculation of the fourth Plan devel opment projects. Aboveall,
the country had to cope up with hugeinflux of refugees from Bangladesh and Indo-Pakistan war of 1972. The
fourth plan failed after the mid-term. The fifth five year plan (1974-79) was introduced to achieve two main
objectivesViz., removal of poverty and attainment of self reliance. These are expected to be achieved through
promotion of higher rate of growth and an increasein the domestic rate of saving. Thefifth plan wasterminated
by the Janata party at the end of the fourth year of the plan. Thefifth plan cost calcul ations based on 1971-72
prices proved to be completely wrong. Moreover, after the promulgation of emergency in 1975, the emphasis
was shifted on the implementation of the Prime Minister’s 20 point programme.

There were two Sixth Five year plans. Thefirst wasintroduced during 1978-83 and the objective was
to increase employment opportunities in the agriculture and allied activities through a minimum needs
programme. The second was introduced during 1980-85 by aiming at adirect attack on the problem of poverty
by creating conditions of an expanding economy. During the sixth plan period, the economy achieved all round
progress. The seventh five year plan (1985-90) sought to emphasise policies and programmes which would
accelerate the growth in food grains production, increase employment opportunities and raise productivity.
This plan was heralded as great success since the Indian economy recorded a growth rate of 6% against the
target 5%. The decade of eighliteswitnessed a creditable average annual rate of growth of 5.8% as against the
average of 3.5% in the previous five year plans. The Indian economy is stated to have crossed the barrier of
what was called as“ The Hindu rate of growth” by Prof. Raj Krishna. The Eighth five year plan was delayed by
two years and was finally introduced during 1992-97 was approved at a time when the country was going
through asevere economic crisis caused by balance of payments, accumalating debt burden, mounting inflation
and recession in the industry. The Government initiated economic reformswith aview to provide adynamism
to the economy. During thisfive year plan, Indiaregistered the highest annual rate of growth of 6.8% with the
adoption of economic reforms, theimportance of private sector hasincreased and the market showed movement
towards market based economic system.

Theninth fiveyear plan (1997-2002) had itsfocuson “ Growth with Social Justice and Equality” 1t had
four important dimensions Viz., improving quality of life, generation of productive employment, regional
balance and self reliance. The assessment of the plan reveals that it was silent on price policy and has not
aoutlined aframework for controlling prices, which isthe main cause for the phenomenal risein administrative
and other expenditure of the Government. The tenth five year plan (2002-07) is targeted at achieving a 8%
GDP growth for the period and aims at improving the social sectors of the economy like education, health,
drinking water, roads, sanitation, employment and other infrastructure. Thetenth plan stated itsobjectivesto be
growth, equity and sustainability. The Government has to tackle the various unsolved social problems which
will lead to the attainment of econamic objectives. The priorities and outlays of the five year Plans are shown
inthefollowing table :
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Table: Prioritiesand Outlays of Five Year Plans

Plan Priority outlay (crores)
I Agriculture 3870

[ Industries 7900

[l Self reliance 11600

v Growth with Stability 24880

\% Poverty 53410

VI Poverty 158710
VIl Food, work & productivity 322366
VI Employment 798000
IX Socia Sectors 875000

X Improvement 19,68,815

in quality of life

Source: Reports of the planning commission Government of | ndia.

6.4 Structural dimensionsof Indian economy :

Economic development - has brought out a structural change (change in sector shares of national
income) in the economy. This is evident in the form of a shift in the sectoral composition of production,
diversification of activitiesand agradual transformation of the economy into a modern industrial economy.
The composition of gross domestic product has changed steadily during the planning era. While the share of
agriculture and alied activities fell from 54.91 percent during the first plan to 30 percent during Ninth Plan
period, the share of manufacturing increased from 11.88 percent during the first five year plan to 30 percent
during Ninth Plan period. The share of service sector has considerably gone up to 40 percent during the same
period. The expansion of service sector has not only been conductive for employment generation but also for
better efficiency of the system and better quality of life. It is normally observed that one of the structural
changesthat took placein the course of economic development isaprogressive shift of labour from agriculture
and allied activitiesto secondary and teritory sectors. The economic devel opment of any country isasoinfluenced
by rate of capital formation which isinfluenced by rate of savings and domestic capital formation.

A serious concern for the Indian economy since the middl e of the second five year plan period has been
the upward trend in the price levels. The price trends are related to trendsin money supply and budget deficits
of Governments. The imbal ance between the demand for and supply of wage goods, particularly food, ushered
the risein pricesin early 1960'sand several other factorshave madeinflation apersistent feature of the Indian
economy. Themoney supply in the Indian economy has grown considerably. The money supply in the economy
is denoted by RBI as under :

M1 = currency with public and demand deposits with banks and RBI
M2 = M 1+Post office savings deposits

M3 =M1 + Time deposits with banks

M4 =M3 + total post office deposits
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Another component of the structural doimension of Indian economy isrelated to demographlic trends
and structure. The main problem in Indiais the high level of birth rates and falling death rates. The rate of
growth of population which was about 1.3 percent per annum during 1941-50 increased to 2.2 percent by
2001-02. The fast rate of growth of population implies low per capita GNP growth rate. Age structure of the
population is an important demongraphic dimension. Rapid popul ation growth implies high dependancy ratio
The people in the age group of 0-14 and above 60 will create pressure on the economy for their needs. Rural-
urban composition of population hasitsimpact on the structure of the economy. The composition of population
inrural areas has been steadily decreasing and the popul ation in urban areas hasbeen increasing. The quality of
population can be examined by factorslikelife expectancy, level of literacy and the level of technical training
attained by people in a country. The literacy rate has gone up from 18.2 percent in 1951 to 56.2 percent in
2001. Life expectancy at birth has gone up from 41.2 percent in 1951 to 60.8 percent by 2001.

The structural features of Indian economy can be explained as under :

1)  Agriculture continue to dominate the Indian economy. More than 30 percent of national income still
comes from Agriculture.

2) Intermsof employment, it isin Agriculture sector, more than 65% of the work force are employed.

3)  Rapid population growth largely because of fast declinein death rate and avery slow declinein birth rate
is another feature of Indian economy with adverse consequences.

4)  The government has been depending more on deficit financing, is another important feature of Indian
financial system.

5) A steady increase in non-developmental government expenditure has been a significant factor whichis
of serious concern.

6) Therevenuefromindirect taxesisvery high to the extent of about 77 percent and the share of the direct
taxesis only about 23 percent.

However, in respect of variousindicators of development, Indiaachieved significant progress although
the country is still to go along way in achieving the standards of more affluent countries.

6.5 Sructureof Indian Industry

Asindustrial development has been taking placein the economy, several structural changestook placein
theindustrial sector. Theindustria development in the Indian economy can be understood in thefollowing
stages:

1) Inthefirst stage, industry was concerned with the processing of primary productslike grains. extracting
oil, spinning vegetable fibres, preparing timbers and smelting ores.

2) Inthesecond stage, industrial development concentrated on products like footwear, cloth, furniture, and
paper etc.,

3) Inthethird stage, manfacture of machinery and other equipment was undertaken.

Theheavy industry strategy wasimplemented from the second five year plan assisted in creating astrong
industrial base. Gradually importance has been given to basic and capital goodsindustries asaresult, index of
industrial production increased considerably from 23.3 percent in 1970's to 39 percent in 1990's. During the
same period, theimportance of basic and capital goodsincreased and that of consumer goodsindustries decreased.
The size of an industrial unit is another dimension. Thisis measured by output, total assets, fixed capital and
employment etc., Cmplete seperation of situations for large and small scale industries with respect to these
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criteria cannot be made. In the Indian industry, large scale and small scale production has been taken up
simultaneously for ex : engineering cloth and shoe making etc.,

The ownership pattern in the industrial sector revealsthat the industry consists of four types:

1)  Public sector - includes enterprises of central, state and local governments.

2)  Private sector - includes corporate enterprises, partnership, individual proprietor ships, etc.,
3)  Joint sector - includes enterprises owned jointly by public and private sectors.

4)  Co-operative sector - includesindustries established under co-operative philosophy.

Regional distribution of industrial activity and industrial concentration are two more dimensions of the
industrial sector in the country. Few states like Maharashtra, Tamil Nadu, Karnataka, Punjab, Uttar Pradesh
registered a hight industrial growth while the remaining states are not industrially developed. Some of the
industrial groups Tatas, Birla's, Scindia, Reliance etc., have dominated the Indian industry.

The process of industrialisation, initiated as conscious and deliberate policy under Industrial Policy
Resolutions of 1948 and 1956 involved heavy investmentsin basic and heavy industries. The progressmadein
respect of industrial sector isclearly reflected in the commodity composition of India sforegin trade. Therapid
progressinindustrialisation has been accompanied by acorresponding growth in technol ogical and managerial
know-how for efficient operation of the most modern industries and a so for planning, designing and construction
of such industries.

6.6 Public Sector :

Theindustrial development in Indiais planned to be achieved with active participation of governmentin
theform of public sector and private enterpreneurs intheform of private sector. Theindustrial policy resolution
1956 gave the public sector astrategic role in the Indian economy. Theinvestment in big and heavy industries
and provision of infrastructure facilities, was felt necessary. As these cannot be generated from private sector,
it was assumed that the government intervention in a big planned way would accelerate agricultural and
industrial production expand employment opportunities and reduce poverty etc., The public sector wasthought
of asthe enginefor self-reliant economic growth to develop a sound agricultural and industrial base, diversity
the economy and overcome economic and social backwardness. In addition to these, the investment in
strategically important sectors like Railways, Telecommunications and Nuclear Power, Defence etc., and to
monitor the performance of the private sector were also found to be necessary for the intervention of the
government.

6.7 Growth of public Sector Enterprises:

The public sector enterprises were started by central, state and local governments. At the central level,
the central government owned industrial undertakings. At the state level, state governmentsand at local level,
local governments owned industries. The central government owned industries are running in four different
forms:

i) Departmental undertakings (Railways, Telecommunication)

ii)  Publiccorporations (LIC, GIC, NTPC, ONGC)

iii)  Publiclimited companies (BHEL, ECIL etc.)

iv)  Independant boards (Coffee Board, Tea Board, Tobacco Board).

At the States level aso, the same type of ownership pattern are found. According to the latest data
available, the number of Central Public Sector enterprises are 240 in number with an investment of about Rs.
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2,30,000 crores. At the stateslevel, as per the information compiled by the Institute of public enterprises (IPE)
there are about 1100 enterprises which are functioning in 24 states with an investment of about Rs. 50,000
croses. The growth of central public enterprises can be shown as unde.

Table: Growth of public sector enterprises

Ason March 31 No. of Units Total investment

Rs. in crores
1951 5 29
1961 47 950
1980 179 18150
1990 244 99330
1999 235 273700

Source: Public Enterprise survey, Burea of Public Enterprises, Government of I ndia,

In order to encourage public sector, heavy investments were made inthe public sector, so asto facilitate
process of industriaisation in the country. The analysis across investments in different groups indicate the
following :

Table: Investment in different groups

Group of Industries I nvestment (crores) % of total

1.  Construction 4,144 18

2. Production and selling goods 157,776 68.6

3. Producing services 68,220 29.6
Total 2,30,140 100.00

Source: Public Enterprise survey, Burea of Public Enterprises, Government of I ndia,

6.8 Objectives of Public Sector :

The abjectives of establishing public sector and promotion of it in Indiaincludesthe following :
a)  topromote rapid economic devel opment through creation and expansion of infrastructure
b)  topromote exports and to substitute imports.

Cc) toaccelerate balanced regional growth.

d) togeneratefinancial resourcesfor devel opment

e) to redistribute income and wealth;

f)  toimprove employment opportunities.

6.9 Significance of public sector :
The contribution of public sector to the Indian economy can be presented as under :
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a) National income: The public sector enterprises account for one fourth of GDP. During the forty
years after independance, these enterprises have doubled their shareto GDP. Measured at current prices, public
sector accounted for 7.5% of NDPin 1950-51, had risen to 23.0% in 1996-97. Thisis largely due to a rapid
expansion of the public sector enterprises. The government ownership in civil aviation, defence equipment,
indigeneous crude oil production is 100%. Increasingly industries of strategic and national importance are
being kept under state ownership. However, in agriculture and small scal eindustriesthe contribution of public
sector isamost negligent.

b) Generation of employment : One of the major problems faced by Indian economy has been
related to growing unemployment. The organised sector’s contribution to employment generation is 90% out
of which public sector alone contribute 78% and share of private sector is22%. The average annual growth rate
of employment in the public sector is about 4.3% where asit is 2% in private sector. The public sector has done
well as amodel employer. The role of public sector in providing employment to millions of peopleis highly
commendable.

¢) Capital formation : Anocther important role of public sector has been capital formation. A major
part of the public sector investment isin the areas of roads, buildings, irrigation works, bridges, railways, iron,
steel, power, oil exploration etc., These areas are capital intensive in nature. The projectsin the public sector
have long gestation periods. The share of the public Sector to gross capital formation increased from 3.5%in
thefirst plan to 9.2% by the end of eighth plan.

d) Balanced Regional Development : Indian economy is characterised by vast regional differencesin
the areas of climate, resources, demography etc., These differences have resulted in the regional disparities.
The public sector enterprises have amajor roleto play in setting up of largeindustriesin the backward areas.
The private sector does not consider the objective of balanced development of the country.

€) Industrialisation : Industrial development or growth is the parameter for economic devel opment.
The massive expansion of public sector enterprises had yiel ded positive effects on the economy in the aspects
of increased export earnings, advanced technol ogy, higher contribution to exchequer and an overall increasein
the styleand level of living of the peoplein India. The productsproduced by public sector include awiderange
fromair crafts, ships, railwagons, tel eprinters, computers, tel ephone cables, industrial motors, ail, gas, petroleum
products, and chemicals etc.,

f) Export promotion and import substituion : There are few public sector enterprises which have
contributed to promote India’ sexports. The statetrading corporation (STC) and the Mineralsand Metals Trading
corporation (MMTC) have promoted Indian exportsto various countriesin the East Europe. Theforeign exchange
earnings have gone up from Rs. 35 crores to Rs. 18,827 crores by 1998-99. Some public sector enterprises
have started producing goodswhich are earlier imported. The Indian Drugs and pharamaceuticalsLtd., Oil and
Natural Gas Commission, Bharat Electronics Ltd. have reduced the dependance of the country on imports.

6.10 Per for mance and Problems of Public Sector :

The performance of the public enterprisesis difficult to assess asthe public sector isfunctioning with
multiple socio - economic objectives like profitability with employment generation. However, the financial
performance of the public sector indicatesthat only 10 enterprises are making profits while the remaining 225
have been incurring consistent losses. The profit making enterprises include Indian oil corporation Ltd., oil,
Hindusthan Petroleum corporation Ltd., Bharat Petroleum corporation Ltd., Steel Authority of India, Oil and
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Natural Gas Corporation Ltd., Videsh Sanchar Nigam Ltd., Bharat Heavy ElectricalsLtd., and Gas authority of
IndiaLtd., etc. The reasons for the poor performance of public sector can be explained as under :

1) Accumalation of losses: A review of the working of the public enterprises reveals that they are
making huge losses. Out of 235 central public enterprises, only 10 are making profits and the remaining are
incurring losses. The performance of public enterprisesin different states also revea sthe same. State Electricity
Boards, State Road Transport undertakings and state owned compani es have accumal ated huge losses. Out of
10 public sector enterprises which are making profits, majority of them are petroleum companies which are
contributing to 65% of the profits. The Government should therefore make an analysis of the loss making
enterprises and take necessary action in thisregard.

2) Intervention by political parties: Mgority of the decisionsin the public sector are being influenced
by political parties in the centre and states. The decisions relating to establishment of factories at different
places which is prompted by political partiesis contributing to increase in the project costs. Thisalso leadsto
wastage of precious natural resources.

3) Delay and high costs: Most of the central and state public enterprises have been delayed for many
reasonswhich hasresulted in high costs. Inasurvey in Economic Timesit was reported that 21 percent power
proj ects costing more than Rs. 100 crores each with atotal anticipated investment of Rs. 8865 crores had been
delayed for reasons such asdelay in the acquisition of land, supply of critical equipment and materials, law and
order disturbances, forest clearance and difficult geological conditions. Besides the increase in project costs,
the other consequences of delay are the costs of output and employment foregone during the period of delay,
the cost of inter - sectoral inbalances, and theimpact of inflation etc.,

4) In effeciency in Management : The Management of Central government enter prisesare generally
in effective. Some of the reasons for this sistuation are bureaucrats with no administrative experience are
appointed in key positions, decisionsare not allowed to be taken on pure commercial aspects, and delay inthe
appointment of executive together with uncertainity in the tenure.

5) Multiplicity of Tradeunions: In many of the public sector enterprises, there are anumber of trade
unionswhich resulted in theinter and intraunion rivalry. According to areport, in Singareni Colleries 19 trade
unionswere there. When they went on strikein 1993, the production losswas 15 lakhs tonnes and mandays| ost
were 14 lakh. The Union rivaries promote industrial disputes and have a negative effect on the performance of
the company.

6) |dlecapacity : Many public sector enterprises have excess plant capacities. The plantsare operating
at below capacitiesresulting in increase in overheads and wages. Out of public sector enterprises, nearly 60%
of the units have recorded a capacity utilisation of more than 75%.

7) Other reasons: Theother reasonsfor the poor performance of the public sector enterprises may be
asunder :

a) Wrong choice of locations of public sector enterprises has lead to the escalation in costs.
b) Poor quality products, raisein costs, higher social costs, corruption etc., have hampered the performance.
¢) Theatittude of employeesisanaother contributing factor for the missmanagement of public enterprises.
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6.11 Policy changesin public sector :

Toimprove the peformance of public sector enterprises, the government of Indiaannounced major policy
changesin July 1991. These changesinclude the following :

a) A review of theport folio of public sector investmentswill be made with aview to focusthe public sector
on strategic, high tech and essential infrastructure.

b) The public sector enterprises which have become continuously sick will be referred to the BIFR (Board
for Industrial and Financial Reconstruction). A social security mechanism will be created to protect the
interests of workerslikely to be affected by such rehabilitation packages.

c) A part of the shareholding in the public sector would be diverted to mutual funds, financia institutions,
general public and workers.

d) Theboards of public sector companies would be made more professional and given greater powers.

€) The managements will be granted more autonomy and will be held accountable. A memorandum of
understanding will be implemented to make the negotiation more effective.

A part from the above measures, thefollowing steps are taken to improve the performance of public sector :

i)  toremove excess employeesin the public sector, a VRS (voluntary retirement scheme) was introduced
and implemented.

ii) todivert shares of public sector, a committee was set up under the chairmanship of C. Rangargjan in
November 1992 to suggest guidelines for disinvestment.

6.12 Role of private sector :

Private sector or private enterprises refer to all types of individual or corporate enterprises which are
characterised by ownership and management in private handswith personal initiativeand profit motive. Inthe
early 18th and 19th centuries, private sector units were completely left out of government intervention. Asthe
Government intervention in business hasincreased, therole of private sector isrestricted. In India, theindustrial
policy resolutions 1948 and 1956 have clearly demarkedtherole of public and private sectors. The private
sector was considered asthe most suitable to industrieswhich involved limited risk and short gestation periods.
The growth of private sector in Indian economy may be explained with the help of the following table.

Table: Growth of Private sector in India

1957 1971 1999
No. of non-Government companies 29283 30,008 5,10,821
Paidup capital
(Rs. in crores) 1010 2440 1,40,257

Source : Rudradvtt & KPM Sundaram, Indian Economy P. 197, 2000 edition.

Theprivate sector hasbeen playing asignificant rolein thel ndian economy which may be outlined as
under :

1) Economic progress : Even prior to independance the economic progress in India was due to the
private sector. Tatas, Birlas, Scindias, Mafatlal’s have played asignificant rolein theindustrial development of
the country. These were many industries which started producing iron and steel, chemicals, paints, plastics,
machine tools, metals and rubber etc., India has become self - sufficient in consumer goods.
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2) Agricultural development : The agricultural sector in Indiais a primary sector which contribute
nearly 30% to GNP and provides employment to nearly 70% of the population. The private sector in Indiain
the field of agriculture and other allied activities such as dairying, animal husbandary and poultry etc., has
contributed to the overall agricultural development in the country.

3) TradingActivities: The private sector has been making tremendous progressin the trading activities
like wholesale and retail. However, in times of scarcity, the private traders have resorted to hoarding or black
marketing. The government has attempted to control and regulate private trade through imposition of controls.
Even in the international trade, the government made efforts to improve trade with institutions like STC,
MMTC etc., The private sector in India still dominated the trading sector in the country.

4) Small Scaleand cottagel ndustries: The small scale and cottage industriesarein the private sector
only. The small scale industries are providng employment opportunities and also are useful for utilisation of
both human and physical capital. The government took various financial and non financial incentives for the
promotion of small scale sector in India. The important fact that needs to be emphasized is that the small and
cottage units would continue to remain and prosper in the private sector alone.

6.13 Problems and limitations of private sector :
The problems and limitations of private sector include the following :
1) The private corporate sector emphasises on non-priority sectors and profit making goods

2) Thelarge expansion of private sector leads to concentration of economic power.
3) Inthe private sector, the industrial disputes are more and the industrial relations are poor.
4)  Another common feature of private sector is growing industrial sickness.

5)  Procedural delaysare commonin many developing countriesin private sector because of heavy regulations
of government.

6) Unredistic controlsare imposed by the government on private sector which will not give any in centive
for additional production.

7)  The private sector has been facing a problem of shortage of finance and the problem is more acute for
small units.

The industrial policy of 1991 has liberalised the economy through which the role of public sector is
regulated and controlled. The controls are removed in case of private sector. A greater rolefor private sector is
envisaged by removing barrers and controls through amore liberalised approach.

6.14 Role of Joint Sector :

The concept of joint sector came into existence with theindustrial policy resolution of 1956. After the
industria policy resolution of 1956, anumber of companieswere started by Government of Indiain collaboration
with private sector by sharing ownership, management and control. for ex : Cochin Refiniries, Madras Fertilisers,
Gujarath State fertilizer company etc., The share of the government of Indiais morethan 50% in these companies.
Theindustrial licencing policy Enquiry committee (al so known as Dutt committee) recommended the creation
of joint sector in India. Tata Memorandum on Industrial growth also hinted at joint sector with domination of
private sector, Since the Dutt committee report was published in 1969, a number of State governments have
obtained licenses for industrial projects with private participation in ownership and management. Many of
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them are medium sized enterprises and have been set up in collaboration with less known private firms. They
have been encouraged by the idea of industrial growth.

6.15 Prospectsfor joint sector :
The prospects for joint sector can be enumerated as under :

i)  Thejoint sector isexpected to acquire an antmonopoly role and control the expansion of theleading large
industrial houses. The sector can be used to promote socio economic objectives of the government.

ii) Both public and private sectors have shown certain limitations. The public sector was given exclusive
responsibility in key sectors and private sector is known for initiative and enterprise. Hence amix of the
both sectorsis necessary for speedy economic devel opment.

iii) Thesharing and control of management would control the power derived by the large industrial houses
and enable the government to regul ate the functioning of these enterprises.

iv) The concept of joint sector is a method of bringing about a balanced pattern of investment which will
result in social orientation in the utilisation of private investible surpluses.

v)  Thejoint sector can mobilise equities to about 50% as the share of the government and public financial
institutionsis 25% each.

vi) Thejoint sector asthe industrial base of the economy can create alarge pool of techno - managerial and
organisational expertisein the process.

The concept of the joint sector isacompromise between the alternatives of total nationalisation and free
enterprise economy. Theimplementation of the joint sector isan instrument to further the professed goals
of social policy.

6.16 Co-oper ative Sector

In Indiathe co-operative sector has been assigned an important role in the devel opment of many sectors.
Thefirgt fiveyear plan envisaged the co-operative sector to cover anumber of important areaslike agriculture,
rural and small scaleindustry, retail distribution, housing etc., Theimportant objectives of the development of
the co-operative sector are prevention of concentration of economic power, wider dispersal of ownership of
productive resources, active involvement of people in the development programmes, augmentation of the
productive resources and speedier economic devel opment liquidation of unemployment and poverty etc.,

The co-operatives took a concrete shapein Indiafor the first timein 1904, when the co-operative credit
Societies Act was passed. It was followed by the co-operative socities. Act in 1912 which provides for the
registration of non-credit societies as well as federations of co-operatives. The primary agricultural credit
societies cover about 96 percent of the rural areas. The national federation of industrial co-operatives was set
up which assists in the marketing of the products of member societies. The Indian Farmers Fertiliser Co-
operative Ltd., (IFFCO) is a unique venture of the co-operative movement in Indiain the field of large scale
fertiliser compani es besidesthese, anumber of other co-operativeinstitutionswere set up for different purposes.
Theseinclude:

1) The National co-operative development corporation which is responsible for planning, promotion and
financing of the storage capacity of the co-operatives at various levels.

2) TheNational Agricultural co-operative marketing federation which representsthe co-operative marketing
societies promotes inter-state and export trade of farm products.
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3) Therearealso avery large number of primary housing co-operatives in the country.

4)  Other co-operative societies include National Agricultural Co-operative marketing Federation. All India
State Co-operative Banks Federation, National Co-operative Dairy Federation and the National Federation
of co-operative urban banks and credit societies which are functioning in the country.

6.17 Problems of Co-operatives:

The co-operative sector in Indiafaces many problemswhich include:
1) Thereare wideregional disparitiesin the progress of co-operativesin India.
2)  Many co-operative societies have become virtually non-functioning.

3) Financial, organisational and administrative problems al so affected the working of co-operative sector in
India

4) Theinfluence of political parties are co-operative societies adversely affected their functioning.

6.18 Summary

Ever since India achived Independance, the Government of India implemented Fiver year Plans for
achieving economic and socia objectives. Accordingly plan priorities are fixed, investments are made. The
main components in the development of the economy are public, private, joint and co-operative sectors. The
industrial policies of 1948 and 1956 have laid due emphasis on the development of these sectors. While the
public sector showed rapid expansion, it has been burden on the exchequer with mounting losses. Hence the
public sector isgiven anew direction since 1991. The private sector which has been controlled, and regul ated
by government has been given more freedom after 1991. The functioning of joint sector and co-operative
sector have not been satisfactory.

6.19 Self Assesment Questions:

1) What are the objectives of economic planning in India? To what extent they are achieved?
2) Explainthe structural dimensions of Indian economy?

3) Discussthe objectives and role of public sector in India?

4)  Assessthe performance of the public sector and identify the reasons for it?

5) Elaboratetherole of private sector in the development of Indian economy?

6) How joint sector played an important role in the Indian economy?

6.20 Further Readings:

1) Francis Cherumilam “Business Environment - Text and cases’ Himalaya Publishing House, Mumbai,
2003.

2)  ANAgarwa “Indian Economy - Problems of Devel opment and Planning” Wishwa Prakasam, New Delhi,
20th Edition.

3) K.Aswathappa“Essentrals of Business Environment” Himalaya Pub. House, Mumbai, 2000.
4) Ruddar Dutt and K.PM. Sundaram “Indian Economy” Sultan Chand & Co. Ltd. New Delhi, 2000.
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LESSON -7

PRIVATISATION

Objectives:
The main purpose of thislesson isto help you to
. understand the concept, nature and objectives of privatisation
. study the trends of privatisation in the world and in India
. make an analysis of the benefits and consequences of privatisation
. provide arguments against privatisation and to present committees on privatisation in India.
STRUCTURE:

7.1 - Introduction

.2 - Meaning and Scope of Privatisation
.3 - Privatisation in other Countries

.4 - Natureand objectives of Privatisation
.5 - Approachesto privatisation

.6 - Effortsat Privatisation in India

.7 - Argumentsagainst Privatisation
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.8 - Benefitsof Privatisation

7.9 - Problemsinimplementing privatisation
7.10 - Legislative measures of the Gover nment
7.11 - Conditionsfor effective privatisation
7.12 - Summary

7.13 - Sdf assessment questions

7.14 - Further Readings

7.1 Introduction:

In view of the increasing globalisation and liberalisation, privatisation has become an agenda for
Governmentsin many countriesin the world including India. Though the process of privatisation may vary in
different countries, it isimportant to study theimplementation of varioustheoretical principlesin the sphere of
privatisation undertaken in Indiato find out the possible consequences of privatisation in the Indian economy
with reference to restructuring public enterprises.

7.2 Meaning and Scope of Privatisation:

Privatisation refers to the induction of private ownership in publicly owned enterprises. It can be
defined as “the process of involving the private sector in the ownership or operation of astate owned enterprise”.
It coversthree areas which include:



Business Environment (7.2 Pravatisation

(8 ownership measures
(b) organisational measures
(c) operational measures

(8 Theownership measuresincludestransfer of ownership of public enterprises, fully or partially. Thiscan
be done in the following ways:

i) tota denationalisationwhichimpliesacompletetransfer of ownership of public enterprisesto private
sector

ii) joint venture through which partial introduction of private ownership

iii) liquidation which implies sale of assetsto some one who may useit for the same purpose or differ-
ent purpose.

iv) Management buyout which implies sale of assets to the employees

(b) Organisational measures are expected to take the following forms:

i) A holding company structure in which the Government limits its control to apex level decisions.

ii) Leasing strategy through which the public enterprise may lease out to a private bidder for aspecific
period for use.

iii)  Restructuringwhichisnormally donethrough financial restructuring, and basic restructuring. Under
finanacial restructuring. the accumal ated | osses are written off and capital compositionisrationalised.
Under basic restructuring, the public sector enterprise may give some activities to be taken up by
ancilliary or small scale Units.

(c) Operational measures are intended to improve the efficiency of the organisation. They include grant of
autonomy to public enterprisesin decision making, provision of incentivesto employees, devel opment of
proper investment criteria, permitting the public enterprisesto go to the capital markets etc.,

The above measures are related to transfer of ownership, manageria control of the public enterprises
to private hands. Another form of privatisation which has been adopted by the Government of India is
disinvestment of shares. The Central Government has been with drawing a part of its share from the public
enterprises and facilitated the private sector to fill up the part with their share.

7.3 Privatisation in other countries:

The term Privatisation has been recently introduced in the economics. It was Peter F. Drucker who
used the term in his book “The age of Discontinuity” in 1969. Nearly after a decade, the practical shape of
Privatisation took place in Britain under the Prime Ministership of Mrs. Margaret Thatcher. The wave of
economic reformsimplemented in USSR under theterm “ Perestrokia’ swept the economics of Eastern Europe.
Themuch aggressive economy like Chinahad to yield to economic reformsduring 1980's. Later many countries
started their effortsto privatisation to revivetheir economies by encouraging private sector to improve efficiency
and productivity of capital. Another significant aspect of privatisation is that the countries have to adopt
measures towards privatisation as they were getting pressure from World Bank, IMF and other financial
ingtitutions. In a large number of Asian and African countries, the continuous losses of public enterprises
forced Governmentsto move towards privatisation. Today, privatisation has become akey word whichisused
to explain the process of economic reformsin any country.
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7 .4 Nature and objectives:

Privatisation may be understood as the process whereby activities which are performed by Government and
itsemployees are being performed by privateindividual sand sector. Thisprocessisdoneto yield better results
in terms of cost and quality of service. Privatisation also provides results in terms of efficiency, quality and
creativity in the distribution of goods and services. The purpose of privatisation isto replace the performance
of public sector with private sector. There areawide variety of technigueswhich areusedin privatisation. The
objectives of privatisation include the following:

@ toimprovethefinancial performance of public sector undertakingsto reduce the burden on tax payers.

(b) To increase the size and dynamism of private sector in terms of distributing ownership morewidely in
the economy.

(© To encourage and facilitate both domestic and foreign investments.

(d) To generate revenues for the state and to reduce administrative burden on the State.
(e To transform the economy from public dominated to market dominated.

()] To popularise the private sector in the economy.

7.5 Approachesto Privatisation:
The various approaches to privatisation can be explained as under:

1) Saleto outside parties: In thisapproach, the public enterprises are sold to outside partieswhichis
alsocaled disinvestment of shares. Thisapproach can be beneficial asit provides adequate return to the firm
and to the real ownerswho possess the expertise and incentives. The difficultiesinvolved in thisapproach are
lack of adequate domestic capital, resistance from managers and employees and difficulty of evaluating and
negotiating deals etc.,

2) Buy out to employees. Buy out to employees is another aternative approach which has been
practised in few countries. This approach may lead to better corporate governance as the employees have
better access to information than outsiders. The limitations of this approach include the benefits are snot
equally distributed and the employeesin profit making firms get val uabl e assets and 1oss making firms get less
value. Another limitation isthat the insiders do not bring new capital or skills.

3) Voucher Privatisation: Inthisform of privatisation, Vouchers are distributed across population
and attempts to all ocate assets equally among Voucher holders. Thistype of programmes excel in speed and
fairness. Thisapproach does not provide any policy implicationsfor the administration of the companies. Few
countries implemented this approach.

4) Spontaneous Privatisation: This approach isrelatively easy when compared to other approaches.
This approach is normally adopted by small firms. The main advantage of this approach isthat it has greater
fairnessinimplementation. Russiaimplemented privatisation through this approach.

7.6 Effortsof Privatisation in India:

Though the attempts towards privatisation were made in the 1980's, they could not took a shapetill Rajiv
Gandhi assumed power in 1984 after the death of Smt. IndiraGandhi. Even during the reign of Rajiv Gandhi,
none of the political parties were in favour of the privatisation. It was only the New Industrial Policy (1991)
which translated the ideas of Rajiv Gandhi towards privatisation. Later, the efforts made by Government to
privatise ScootersIndiaLtd., and UP State Cement Corporation failed because of the emergence of strong trade
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UnionsinIndia. Finally, the Government has been ableto transfer the ownership of some public sector units to
private sector. For ex: Allwyn Nissan, apublic sector enterprise of AP Government has been handed over to
Mahindra M aharashtra, scooters was handed over to Bajaj Auto. Recently the disinvestment in various public
sector undertakings like GAIL, MTNL, CONCOR, ET&T, HCIL and NALCO was implemented. In case of
some enterprises, strategic sales are recommended in case of BALCO, ITI, ITDC, HCL, SCI, HPL, IBP,
FACT, IPCL, NFL and SAIL etc.,

7.7 Arguments against Privatisation:
There have been many criticisms levelled against privatisation, based on economic, social, political,
managerial and rational aspects. Theimportant arguments against privatisation can be as under:

1) Thepublic sector has been devel oped to achieve certain economic and social objectivesand privatisation
dilutes them.

2)  Concentration of economic power is possible through privatisation which is detrimental to the balanced
economic growth of the country.

3) Therole of foreign and multinational firms will increase in the economy which leads to domination of
foreign companies in the economy.

4) Privatisation of profitableenterprises, including potentially profitable, meansforegoing future streams of
income for the Government.

5) Thereare well managed and ill managed firms both in the public and private sectors. It isbased on the
guality and commitment of management the undertakings are to be privatised.

6) Theprivatisation hasonly one objectivei.e. to achieve maximum profits and the welfare of the society is
ignored.

7) Theprivatisation of public sector undertakings resultsin loss of jobs and athreat for job security.

8) Thecapital marketsin devel oping countries are not adequately devel oped so asto implement privatisation
more effectively.

9) Privatisation of strategic and vital sectorswill be against to the interests of the nation.

7 .8 Benefits of Privatisation:

The benefits of privatisation may be listed below:
1) It helpsto reduce thefiscal burden of the Government as the funds are mobilised from private sector.
2) It enablesthe Government to accumulate funds for the developmental activities of the economy.

3)  Sincethe Government hands over the management of the industry to private sector, it helpsto reduce the
size of bureaucracy.

4) Asmajor part of the industry is out of Government hands, the Central Government can concentrate on
improving the centre - state relations and other developmental activities.

5) It helps to accelerate the pace of economic development as it attracts more resources from the private
sector for devel opment.

6) Thegrowth of entrepreneurshipisessential for any economic development of any economy. The potential
entrepreneurship ccomes only from private sector.

7)  Asthemanagement of the enterprisesrequires professional skill and qualities, these are obtained through
involvement of private sector only.
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8) Privatisation provides many benefits which include correct macro economic imbalances, increase
competition and market discipline.

9) Thesociety and the consumersarelargely benefitted by privatisation asit provides qualitative products at
competitive prices.

10) Thedecision making in private sector isquick and at proper time as bureaucratic procedures are avoided
asin the case of public sector.

7.9 Problemsin implementing Privatisation:
The general and specific problemsin implementing privatisation can be stated as under:

1) In the absence of proper strategy for privatisation of industries/ units, method of privatisation, extent
of disinvestment, selection of buyers, the privatisation efforts may not yield proper results.

2) For the decision to implement privatisation, the objectives and timing should be clearly recognised.
The ambiguity in objectives and wrong timing may lead to make the privatisation an ineffective exer-
cise.

3) Lack of political will and consensus makes the privatisation a threat for development. For ex:
Privatisation of BALCO.

4) Reduction in the excess staff of public sector isregarded as acommon effect for privatisation in India.

But in an economy of abundant human resources, privatisation will increase unemployment.

5) There is a need to change the work environment and work culture in the enterprises for effective
implementation of privatisation. These can hot be easily changed.

6) If privatisation results in conversion of a public sector monopoly to a private sector monopoly,
privatisation does more harm to the economy than good.

7 .10 Legisative measuresof Gover nment:
Thelegislative measures of Government towards privatisation and disinvestment in Indiaare explained
asunder:

a) Rangarajan Committee on Privatisation: (1993) The Government appointed a committee under
the chairmanship of Sri C. Rangarajan to study and recommend new measures to make privatisation more
effective. The committee submitted its report in 1993 and the recommendations include the following:

1) Unitsto be disinvested need to beidentified.

2) Theseisaneed for the Government to retain majority holdinginthe equity of undertakingsintheareas
like Defence and Atomic energy.

3) Thedisinvestment process shall bein stages and the best possibl e priceisto be obtained from bidders.

4) The process of disinvestment must be transparent.
5) The employees interests are to be protected.
6) An autonomous body needs to beet up to monitor the process of disinvestment.

7) Ten percent of the proceeds of the privatisation amy be set apart for lending to the public sector on
concessional termsfor meeting their expansion and rationalisation needs.
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b) Disinvestment Commission: A five member Disinvestment Commission was set up on August 7,

1996. Its mgjaor tasks are identified as under:

i)  topreparealong term disinvestment program.

ii)  Todetermine the extent of disinvestment in each public sector undertaking.
iii)  Todecide on the aspects relating to instrument, pricing and time.

iv)  To supervisethe sales process.

v)  Tomonitor disinvestment process.
This commission has so far submitted its reports on more than 50 public sector undertakings. The

recommendations arerelated to strategic sal es, disinvestment, etc., The commission works on aformulawhich
isasunder:

a)
b)
c)
d)

€)

The board of directors of a public sector unit should be empowered to hive off a portion of its assets.

No permission isrequired for apublic sector unit to form joint ventures with Indian or foreign companies.
The public sector units must have the power to fix salaries of top management.

Permission for investmentsin public sector unitsisto be abolished.

Performance assessments are to be carried out for introduction of accountability in public sector units.

7 .11 Conditionsfor effective Privatisation:

Thefollowing conditions are essential for the successful implementation of privatisation according to

prof. Samuel Paul.

1)

Privatisation cannot be sustained unless the political leadership iscommitted to it and unlessit reflectsa
shiftinthe preferencesof the public arising out of dissatisfaction with the performance of other alternatives.

2) Thereplacement of public sector enterprise by private sector should provide a base for competition to
provide better products and servicesto public.

3) Publicservicesto be provided by private sector must be specific or have measurable out come. Physical,
construction or utility services can be measured. Forex: the educationa and police services cannot be
measured though their inputs can be measured.

4)  Long term contracts or franchises should not be made. These limit the competetion and the consumers
choice. Hence the short term contracts are to be preferred.

5)  Consumers could be ableto link the benefits they receive from a service to the costs they pay for. Hence
thereis aneed to educate consumers and provide information to the public to create more awareness.

6) Theservices provided by private sector should be less susceptible to fraud than servicesin Government
sector. Services provided through collective or co-operative action at the community level are probably
the least susceptible to fraud.

7.12 Summary:

Privatisation has opened new vistas of economic democracy in devel oping countries, particularly India

so as to withstand competitive pressures and regulatory mechanism in public enterprises. Though the
understanding of rationalefor privatisation islacking among peoplein India, it is however, important to come
out with asolution to safeguard theinterests of all the parties, workers, employers and the general public. The
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tenth five year plan (2002 - 07) has recognised that removal of quantitative restrictions on imports would open
up the economy to foreign competititon and the tariff levels ought to be lowered down. Inthe next five years,
it is hoped to realise Rs. 78,000 crores through the process of disinvestment in public sector. VSNL has
already been sold to Tatas, IPCL to Reliance, while NALCO isin the process of privatisation. This meansthe
Government is on move to sell off public sector enterprises to general public and raise the level of Indian
economy during the five year plan. Thisisahealthy signal for economic devel opment.

7 .13 Sdf assessment Questions:
1) Explain the concept, nature and objectives of privatisation ?

2) What arethe benefits and limitations of privatisation ?
3) Discussthe privatisation effortsin Indiaand abroad?

4) What are the arguments against privatisation of public enterprises?

7 .14 Further Readings:

1) Francis Cheruinlam, “Business Environment - Text and Cases’ Himalaya Pub. House, Mumbai, 2003.
2) K. Aswathappa iEssentials of Business Environmenti Himalaya Pub. House, Mumbai, 2000.

3) Ruddar Dutt and KPM Sundaram “Indian economy” S. Chand & Company Ltd., New Delhi.
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LESSON -8

SMALL BUSINESS

Objectives:
The main purpose of thislessonisto help you to
* understand Role of Small Scale Industry in economic development
* anaysetheinstitutional and policy frame work for Small Scale Industry
*  discover the problems of SSI in India
*  offer suggestions for the development SSI in India

STRUCTURE:

8.1 - Introduction

.2 - Definition of Small Scale Industries
.3 - Roleof SSl inIndia

.4 - Casefor and against SS|

.5 - Policiesand measures of SS|

.6 - Abid Hussain Committeereport
.7 - Problemsof SSI

.8 - Suggestions

8.9 - Summary

8.10- Self assessment Questions
8.11- Further readings
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8.1 Introduction :

The small scaleindustry by whatever nameit is called play a predominant role in the economic devel opment
of any country. Itscontribution intermsof number of units, employment, production and exports are appreciable
in any country. The specia features of small scale industry in terms of

*  requirement of low investment
*  generation of employment

*  |ess time required for setting up have resulted in the formulation and implementation of policies and
programmes relating to small scale industry.

8.2 Definition of Small Scale Industry:

Thedefinition of small enterprises variesfrom one country to another. In most of the countries, the
criterion for defining asmall enterpriseisrelated to the size of employment. For ex: In USA, small business
isone which has an employment of lessthan 500 people, in U.K. itislessthan 20 skilled workers, in Germany
less than 300 workers, in Sweden less than 50 workers and in Italy less than 500 workers. In some countries,
both investment and employment are considered. In South Korea, investment limit is 2 lakh dollars and
employment limit is 200 workers.
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In India, the definition of small scale industry is an important aspect of Government policy as it
identifies the target groups. The first official criterion for small scale industry dates back to the Second five
year plan when it was in terms of investments in land, building, plant and machinery and the strength of the
labour force. The term small scal e industries has been defined in three ways:

1) The conventional definition includes cottage and handicraft industries which employ traditional labour
intensive methods to produce traditional productslargely in village households.

2) The operational definition for policy purposes includes al those undertakings having an investment in
fixed assetsin plant and machinery as prescribed by the Government.

3) Thethird definition relatesto national income accounting. Thisincludesall manufacturing and processing
activities including maintenance and repair services undertaken by both household and non-household
small scale manufacturing units, which are not registered under the Factories Act.

The Central Government increased the investment ceiling limits from time to time. When the small scale
industry was introduced the investment limits are as under:

a) Small Scale Industry - Rs. 60 lakhs
b) Ancilliary undertakings - Rs. 751akhs
c) Tiny Unit - Rs. 5lakhs

The present investment limits are as under:

a) Small Scale Industry and
Ancilliary undertakings - Rs. 1crore

b) Tiny Units - Rs. 25laksh

InIndia, the difinition of Small Scale Industry isbased oninvestment criteriaonly. Upto 1960 employment
of workerswasalso considered. Since 1960, the employment of workerswas not considered asthecriteria
for defining small scale industry.

8.3 Roleof Small Scalelndustry in India:
The small scaleindustrial sector which playsanimportant role in the Indian economy can be summarised
asunder:

a) Employment: Thesmall scaleindustries provide larger employment opportunitiesin an economy
where the supply of labour hasbeen increasing at avery rapid rate. Its present large capacity to absorb labour
isobvious fromthefact that thevillageand Small Scale Industries sector accountsfor as much as 80% of total
employment in theindustrial sector of the country. Thetotal employment in this sector as at the end of March
2002, is19.22 million inthe country. The handloom sector, sericulture and the food processing industry offers
potential employment opportunitiesin this sector.

b) Production and exports: The production of small scale sector grew from Rs. 1553 billionin 1990
- 91to Rs. 4785 billion by 2001 - 02. The Annual production growth rate of SSI sector at constant prices has
been consistently above 8 . 0 per cent during the period 94 - 95 to 2000 - 01. The highest recorded rates were
11. 4% in 1995 - 96 and 11.3 % in 1996 - 97. In al these years, the performance of SSI sector has been
consistently higher than the overall performance of industry and manufacturing sectors. The exports which
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stood at Rs. 96.64 billion in 1990 fi 91 to Rs. 698.00 billion by 2000-01. On the export front, the performance
of the sector has not been satisfactory in most of the years.

C) Inter- Satedispersal: Inter - State dispersal of industriesindicatesthe six statesviz., Maharashtra,
Tamil Nadu, West Bengal, U.P. Punjab and Gujarath account for 59% of thetotal unitsinthe small sector. The
states which have lagged behind in encouraging small scale industries are Rajasthan, Madhya Pradesh and
Orissa. Some concentration was observed in the location of small scale units on account of specialisation by
particular districts. 90% of the total woolen hoisery units were in Ludhiana, 80% of the cotton hosiery in
Coimbaatore, Ludhiana, Calcuttaand Delhi, 25% of iron and steel castings were located in Jalandhar.

d) Promotion of welfare: Theseindustriesare also useful for promotion of welfare. Peoplewith low
incomes can organise these industries. This increases the income levels and quality of life. Further, these
industries tend to promote an equitable distribution of income. Since these industries can be set up anywhere
with the local resources, these help in the reduction of regional economic disparities. Some of the problems of
unplanned urbanisation will be avoided by the establishment of small scaleindustriesin the country.

€) Other benefits: The small scale industries tend to provide other benefits which include:

i) They are highly innovative and are suitable to tastes, fashions and personalised services.

i) The employeeswho work in small scal e sector are more happier when compared to employeeswho are
working in large scal e enterprises.

iii) Thesmall scdeindustrieswhich arelocally situated can protect socio-cultural valuesand are perceived
as symbols of national identity.

iv) “Small is beautiful” said E.F. Schumacher. He maintain’s that man’s current pursuit of profit and
progress has resulted in the growth of large organisations which has lead to environmental pollution
and in human working conditions. He emphasises on small working units, communal ownership and
regional work placesfor utilising local |abour and resources.

V) Small companies and new entrepreneurs were at the fore front of every business sector whether it was
computers, TV sets, electronics, garments and diamond exports.

8.4 Casefor and against SSI:
The case for SSI can be stated as under:

1) Largeemployment: Themostimportant single argument in favour of theseindustriesisthat these
provide an ample scope for employment on alarge scale. Thisisof great significance for acountry like India
whichisalabour surplus economy and where labour forceisincreasing at avery rapid rate. Theseindustries
have potential for large employment, as these require very low investment per Job.

2) Largeproduction and exports: Theseindustriesalso contribute asizable amount to theindustrial
output of the country. Of the total output of the manufacturing sector, as much as 40% comes from these
industries. Besides quite many goods, including several luxury items ( like handloom cotton fabrics, silk
fabrics, coir products, handcrafts, carpets, jewellary etc.,) go to swell the exports of the country. Their sharein
total productsis as much as 40%.

3) Useof domestic resources. Another very strong argument in favour of theseindustriesisthat these
use and develop resources which are available locally. The resources are family labour, Boarded wealth,
artisan’s skills, native entrepreneurship, material inputsetc., By using thelocal resources, these industries not
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only add to the national product, but al so minimisetheir dependance on imported inputs and therefore cause no
burden on the balance of payments of the country.

4) Quality of life: Thesmall scaleindustries are of great significance for improving the quality of life
the people in general. The freedom to work, self-reliance, self-confidence, can be built around the material
activities performed in these industries. Many problems associated with machanical, monotonous life can be
saved with the small scale industries.

The case against small scaleindustries can be explained as under:

1) Output vs employment: Oneimportant argument isthat the emphasis on employment isirrelevant asthe
basic thing that is required for any economy is output. Since the productivity of these industriesislow as
compared to that of largeindustries, the small industries simply waste the capital which isvery scarce. It
isalso argued that labour productivity in small scale industriesisaso less.

2) Inefficient Production: The cost of productionin small scaleindustriesishigher thanin large industries
because these industries suffer from several inefficiencies. The large scale industries obtain large scale
economiesto lower their costs.

3) Impact on capital formation: Itisalso contended that small industries have unfavourable consequences
for saving and capital formation. They argue that the establishment of these industrieswill over aperiod
of timereduce the avail ability of capital for large scaleindustries. Asaresult, alarge part of their incomes
will be used for consumption, resulting in alower rate of saving and capital formation for the economy.

However several benefits and arguments which are stated, it is obvious that small industries are of great
significance for the Indian economy.

8.5 Policiesand measures of SSI:
The policies and measuresinitiated by Central Government for the smooth functioning of SSl inIndia
can be stated as under:

a) Industria Policy Resolutions & Five Year Plans
b) Import - Export Policy

c) Thetextilepolicy

d) Policy for Development of Handloom Industry
€) Policy for Khadi and Village Industries

f) Industrial Estates Programmes

g) Promotion of Ancilliary Industries

M easurestaken by Central Gover nment:
In accordance with the various policy measures which are referred to above, the following steps have
been taken:

i) Allocations in plans. The financial resources devoted to the development of these industries have
been on increase since the early years of planning. The allocation to this sector during the first plan
was Rs. 42 crores, second plan Rs. 187 crores, third plan Rs. 241 crores, fourth plan Rs. 243 crores,
fifth plan Rs. 592 crores, sixth plan Rs. 1945 crores, seventh plan Rs. 3249 crores, eigth plan Rs. 6334
crores and ninth plan was Rs. 4508 crores. Besides plan resources, quite alarge investment has taken
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place on private account financed partly by Government financial institutionsand partly from promoters
own financia and non-financial resources.

Institutional set-up: The variousinstitutions that were set up to promote small scale industries are:
a) National Small Scale Industries Corporation
b) Small Scale Industries Devel opment Organisation

C) Digtrict Industrial Centres
d) State Financial Corporations
€) All India Handloom and Handicrafts Board

f) The Central Silk Board
0) The Khadi and Village Industries Commission

h) The State Khadi and Village Industries Boards

Most of these organisations provide many types of support at various stages of the development of

small scaleindustry.

i)

Vi)

vii)

Concessions and reservations: The services rendered by various organisations include fiscal
concessions, providing machinery on hire- purchase basis, all ocation of |and at cheaper rates, exemption
fromcertain labour and factory laws, reservation of alarger number of productsfor exclusiveproduction
in the small scale sector.

Credit flow: Government measures also bear upon the credit suppliesto the small sector. Commercial
banks, Co-operative banks, Regiona Rural Banks, State Financia Corporationsetc., fulfil thisfunction
under thedirection of the Government. Thesmall scaleindustriesareincluded in the priority sector to
which commercial banks provide 40% of the aggregate credit. The credit is provided for both short
term and long term purposes.

Supply of raw materials: Arrangements have also been made to ensure the supply of raw materials.
There have al so been selectiverelaxation in theimport policy in favour of the small scale sector for the
import of certain raw materials. As for the supply of critical inputs, (like iron and steel etc.,) are
concerned, efforts are made to see that the small scale sector does not suffer.

Marketing Support: Marketing support has also been provided for the small scale sector. The strategy
adoted includes such elements as diversification of markets and product-wise, introduction of modern
marketing techniques, exploring new markets etc., Besides, Co-operatives are also promoted to
undertake marketing of these products.

Improving skill and technology: Government help isalso availablefor skill formation and technol ogical
upgradation. Thefacilities are made available through traininginstitutes, demonstration centres, mobile
training units etc., Further, the Government utilises the expertise and facilities available with such
institutions such as National Laboratories, Indian Institute of Technology, and other research oriented
organisations.

The various efforts mentioned above are in the direction of “protection” and very little is done to

improve the efficiency and competitiveness of the small scale sector.
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8.6 Abid Hussain Committee Report:

The Government has appointed an expert committee under the chairmanship of Mr. Abid Hussain in
Dec. 1995 and the committee submitted itsreport in Jan. 1997. The major recommendations of the committee
areasunder:

i) The concept of small scaleindustries should be widened to include small scale business and service
enterprises.

i) The policy of protection of small scale industry should be replaced by the policy of promotion with
measureslike adequate supply of credit, service, technol ogy assistance, infrastructureand low transaction
costsetc.,

iii) Increasing public and private partnerships in setting up support system for small scale enterprisesis
necessary.

iv) The role of central Government should be restricted to policy formulation, legal and institutional
development and the State Governments have to play a key role in the development of small scale
enterprises.

V) Thereservation for small scaleindustries should be abolished. The committee observed that theitems
which werereserved for this sector were not at all manufactured by these units. Hencethe reservation
of items should be abolished.

Vi) Theinvestment ceiling limit for small scal e industries should be enhanced to three croresand the limit
for tiny units should be increased to Rs. 25 lakhs.

vii) The committee recommended that in the accounts of large companies, information isto be provided on
astatutory basis on the extent of accounts payable to small enterprises.

8.7 Problemsof Small Scale Industry:
The problems of small scaleindustry can be stated as under:

1) Several inefficiencies: Theseindustries are beet with inefficient operationsin several ways. One
dismal aspect of their functioning isthat a significant portion of their capacity remains unutilised. The units
have become unviable because of very little research in important matters like location, financial viability,
existence of markets etc., The result is high costs and shoddy goods in the case of large many units. Here it
may be worth mentioning that this sector produces only avery small number of items reserved for this sector.
The operations of these units have been far removed from sound commercial considerations.

2) Large Sickness: Another problem that points to its poor performance is the large sickness that
permeates this sector. The number of sick units as at the end of year 2001 stood at 2,50,000 units. The bank
credit outstanding against these unitsis Rs. 5,500 crores as at the end of the year 2001. Thelossof sicknessis
not only confined to finance, but also extended to other areas like less production, less exports and less
employment.

3) Inadequatedisper sal: Most of thesmall scaleunitsarelocated infew statesonly. Of the estimated
number of small scale units (3.37 million in 2000 - 01) as many as 60% arelocated in 6 states. Thusthe aim of
reducing geographical disparities through an even spread of these industries has not been fulfilled.

4) Other problems: Other problems of small scale sector include the following:
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a) The supply of credit has not been commensurate with their needs associated with fixed and working
capital.

b) The marketing problems include lack of standardisation of products, inadequate market intelligence,
competition from technically more efficient units have been faced by these units.

C) Raw materials are not available in sufficient quantity, required quality or at reasonable prices.

d) The methods of production which are employed by small and tiny enterprises are old and inefficient.

e) Another serious problem is severe competition from large scale industries. Large scale industries use
modern technol ogy and having accessto many facilitieswhich thesmall scaleindustriesarenot ableto
obtain from the market.

8.8 Suggestions:

To enable small and cottage industries to play their role well in the development of the country, itis
necessary to remove their difficulties and make them healthy and sound. The suggestionsfor making small and
cottage industries more viable include the following:

1) Selection of appropriateindustries: Thefirst and foremost requirement isto ensure that the small
scale industries are to be selected which promise further growth. For ex: products which require for their
production with traditional skill and include artistic handicrafts, carpets, jewellary etc., goodswhich are meant
forindustrial useinclude pressed cotton, vegetable il s, productswhich invol ve specia operationslike footwear,
knit wear etc., Industries producing such products should be selected and hel ped accordingly.

2) Industrial Co-oper atives: For the development of small scale and cottageindustries, industrial co-
operatives can render immense help. Theindustrial co-operativescan help in solving the problemsin the areas
of credit, marketing and raw materials etc.

3) Improvement in methods of production: For the development of these industries, it is essential
that their production methods areto be moderni sed and that they use of better types of implements. Arrangements
should also be made for repair and maintenance of these implements.

4) Provision for industrial education : Another essential step isto provide industrial education to
people working in these industries. Adequate facilities for industrial training and education should be made
availableto them.

5) Improvement in marketing: Marketing of goods produced by theseindustries hasto beimproved.
The marketing efforts to include assessment of local markets, domestic markets, national and international
markets so as to improve the facilities of marketing.

6) | mprove competitivestrength: Theefforts must betaken toimprovethe competitive strength. The
concessions given to the small scal e sector should be linked with performance and should be phased out over a
period of time.

The measures will go along way in improving the performance of small scale industry. The Central
and State Governments have to take these measures and help small scale industry to play an important rolein
the process of economic development of the country.
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8.9 Summary:

Thesmall scale sector has been playing a predominant rolein the economic devel opment of the country.
The Central Government has been initiating various measures through allocations in the five year plans,
reservations and concessions etc., But the small scale industries have been facing several problems which
require the attention of policy makers, banks and other insitutions.

8. 10 Sdf - assessment Questions:
1) Explaintherole of small scaleindustry in the economic devel opment?

2) What was the policy and institutional support provided for small scale industries?

3) Elucidiate the problems of SSI and suggest meassures to overcome the problems?

8. 11 Further Readings:

1) Agawal, A. N. “Indian Economy - Problems of Developent and Planning”. Wishwa Prakasam, New
Delhi, 2003.

2) Francis Cherumilam “Business Environment - Text and Cases’. Himalaya Pub. House, Mumbai, 2003.
3) RuddraDutt and KPM Sundaram “Indian Economy” S. Chand & Co., Ltd. New Delhi, 2000.

4) Vasant Desai “Small Industries and Entrepreneurship” Himalaya Pub. House, Mumbai, 2001.

5) K. Aswathappa*“Essentials of Business Environment” Himalaya Pub. House, Mumbai, 2000.
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LESSON -9

ECONOMIC POLICIES

Objectives
After studying this lesson you should be able to:

* understand the different industrial policies beginning from 1948 and the ideol ogies behind each policy;

*  appreciate the direction and pattern of industrial growth during the last 45 years as reflected in these
policies;

*  Examinethe rationale behind the changes that are to follow particularly since 1991.

STRUCTURE :
9.1 Introduction
9.2 Industrial Policy Resolution - 1948
9.3 Industrial Policy Resolution - 1956
9.4 Industrial Licensing Policy - 1951
9.5 Industrial Licensing Policy - 1970
9.6 Industrial Policy Statement - 1973
9.7 Industrial Licensing Policy - 1975
9.8 Industrial Policy Statement - 1977
9.9 Industrial Policy Resolution -1980
9.10 Summary
9.11 Self - Assessment Questions
9.12 Further Readings

9.1 Introduction

Industrial Development is the key factor for rapid economic development of any country. Rapid
industrialisation results in increased production of both commerce and capital goods and risein the levels of
living. It requires huge accounts of socia investment which may be beyond the capacity of the private sector.
Henceit isinevitable for the Government to play an active rolein the industrialisation of the country. So, itis
necessary to study the Industrial Policy of the Government of India.

The term “industrial policy” refersto all those procedures, principles, policies, rules and regulations
relating to industries, their establishments, functioning, growth and management. It incorporates fiscal and
monetary policies, thetariff policy, labour policy and Government's attitude towards assisting public and private
sectors.

9.2 Industrial Policy Resolution —1948:
Sinceindependence, the Government of India had announced two important industrial policy resolutions
- onein 1948 and the other in 1956. The Industrial Policy Resolution of 1948 wasin force upto 1956, i.e., 8
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years. Later inview of the circumstances prevailing, the Government announced its second Industrial Policy
in 1956, which replaced the Industrial Policy Resolution of 1948.

Following were the main features of Industrial Policy Resolution issued by the Government of Indiaon
April 6:

1. Acceptanceof theimportanceof both Privateand Public sector: Theindustrial policy resolution accepted
the importance of both public and private sectorsin theindustrial economy of India. It envisaged amajor
role for the Government to play.

2. Categorisation of industrial sector: Theresolution divided industriesinto four categories. These categories
were as under:

a) Industrieswhere Statehad amonopoly: Inthiscategory threefields of activity were specified-arms
and ammunition, atomic energy and rail transit,

b) Mixed sector: inthiscategory, 6 industrieswere specified—coal, iron and steel, air — craft manufacture,
ship- building, manufacture of telephone, telegraph and wirel ess apparatus and mineral oils. However,
existing private undertakings in this field were allowed to continue for ten years after which the
Government would review the situation and acquire any existing undertaking after paying compensation
on afair and equitable basis.

¢) Thefield of Govt. Control: The government did not undertake the responsibility of devel oping these
industries but considered them of such importance that their regulation and direction was necessary.
Some of the industries included were — automobiles, heavy chemicals, heavy machinery, machine
tools, fertilizers, electrical engineering, sugar, paper, cements, and cotton and woollen textiles.

d) The field of Private enterprise: All other industries which were not included in the above three
categories were left open to the private sector.

3. Roleof Small and Cottageindustries: The 1948 Resol ution accepted the importance of small and cottage
industries in industrial development. These industries are particularly suited for the utilisation of local
resources and for creation of employment opportunities.

4. Other important features: The role of foreign capital in industrial development of the economy was
recognised but the need for regulating and controlling it according to the needs of the domestic economy
was deemed essential. The resolution gave importance to relations between the management and labour
since thiswas necessary for industrial development. Hence, the Resol ution enumerated a policy of labour
conditions wherein workers would be given fair wages and labour participation in management.

Appraisal: The basic idea of the industrial policy resolution was to control the capitalistic form of
industrial organisation and introduce aform of institutional frame—work whichiscalled mixed economy. This
is a welcome feature from the viewpoint that the Government was allowed to take an active part in the
industrialisation of the country rather than leaving thejob entirely to the private sector. But therewascriticism
from the side of industrialists that the policy as prejudicial to them. The supporters of ‘ socialism’ appreciated
the policy as agood step towards establishment of democratic socialism.

9.3 Industrial Policy Resolution — 1956:

Sincethe adoption of 1948 resolution, significant devel opmentstook placein India. Planning had been
proceeded on an organised basis and the first five year plan had been completed. Parliament had accepted the
socialistic pattern of society, as the basic aim of social and economic policy. These important developments
necessitated a fresh statement of industrial policy. A second Industrial Policy Resolution was announced on



C.D.E 93 Nagarjuna Univer Sity/

30th April, 1956, replacing the resolution of 1948. Following were the important provisions of the 1956
Resolution:-

1) New Classification of Industries: - Theresolution laid down three categorieswhich bear acloseresemblance
to the earlier classification, but were more sharply defined and were broader in coverage as to the role of
the State. These categories were

a) ScheduleA: Thosewhich were to be an exclusive responsibility of the state;

b) ScheduleB: Thosewhichwereto be progressively state—owned and in which the state would generally
set — up new enterprises, but in which private enterprise would be expected only to supplement the
effort of the state; and

¢) Schedule C: All the remaining industries and their future development would be left to the private
sector.

Thefirst category included as many as 17 industries: arms and ammunition, atomic energy, iron and
steel, heavy castings and forgings of iron and steel; heavy machinery required for iron and steel production,
mining, machine tool etc., heavy electrical industries; coal; mineral oils, mining; iron are and other important
mineralslike copper, lead and zinc; aircraft; air transport, railway transport, shipbuilding; telephone, telegraph
and wireless equipment; generation and distribution of electricity.

The second category included 12 industries; other mining industries, aluminum and other non ferrous
metals not included in schedule A: Machine tools, Ferro —alloys and tool steels, the chemical industry ;
antibiotics and other essential drugs; fertilizers; synthetic rubber, carbonisation of coal; chemical pulp; road
transport and sea transport.

The third category industries which consisted of the rest had to fit into the frameswork of social and
economic policy of the State and be subject to control interms of the Industries (Development and Regul ation)
Act and other relevant regulations.

The division of industries into separate categories did not imply that they were being placed in water
tight compartments. There could be overlapping between industriesin the private and public sectors.

It would be open to the State to start any industry not included in schedule A and schedule B when the needs
of planning so required or there were other reasonsfor it. Similarly, privately- owned units might be permitted
to produce an item falling in Schedule A for meeting their own requirements or as by- products.

2. Encouragement to village and small — scale enterprises: This policy reiterated the govt's
determination to provide all sorts of assistance for the rapid development of small and cottage industries in
view of the distinct advantages they possess in respect of the generation of employment opportunities, wider
dispersal of industries and the equitable distribution of income and wealth.

3. Removing regional disparities. The resolution stressed the necessity of reducing the regional
disparities in levels of development in order that industrialisation may benefit the country as a whole. The
resolution fully supported the idea of balanced regional development.

4. The need for the provision of amenities for Labour: - The Resolution stressed the need for
improving the living and working conditions of workers. There should be joint consultation and the workers
and technicians should be associated in management.

5. Attitude towards foreign capital: - The government recognized the need for securing the
participation of foreign capital and enterprise particularly with regardsto industrial technique and knowledge
for speedy industrialisation of the Indian economy.
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Appraisal: - The1956 Industria Policy Resolution camein for appreciation and criticism. Theemphasis
laid on certain socio — economic objectives was indeed laudable. The Policy stressed the need for balanced
regional development of the economy, prevention of concentration of economic power, building up of astrong
cooperative sector, expansion of oppurtionites for gainful employment and improvement of living standards
and working conditions of people. The public sector was to be expended. The encouragement to the small —
scal e sector wasto be intensified.

On the other side, the 1956 policy was vehemently criticised on the role assigned to the public sector.
It was criticised that apublic enterprisein an impersonal industrial venture and an impersonal attitude towards
an enterpriseishardly conduciveto itsgrowth. Further, it was contended that the State was unduly strainingits
already overburdened and overstrained financial and administrative resources. Some critics went so far asto
suggest that it would bring about State capitalism and that the government will be well-advised to reconsider its

policy.

Merits and demerits apart, the 1956 policy continued to constitute the basic economic policy for along
time. Thiswas proved in all the Five Year Plans.

9.4. Industrial Licensing Policy - 1951

Introduction : Industiria licensing is governed by the Industries (Development & Regulation) Act,
1951. Over the years the policy has undergone modifications. Industrial licensing policy and procedures have
also been liberalised from time to time.

L egidativeframework for licensing: Thelndustrial policy resolution 1948 wasfollowed by Industrial
(Development and Regulation) Act, 1951 to provide astatutory frame work toimplement own industrial policies.
The Indistrial (Development and Regulation) Act, 1951 came into effect in 1952.

Provisions of the Act : The Act provided for compulsory registration of al scheduled undertaking
with the government within aspecified period of time; that licences should be obtained from government by all
new undertakings and by undertakings contemplating substantial expansion.

TheAct provided five types of licences, namely, for (i) new undertaking; (ii) substantial expansion; (iii)
the production of new articles; (iv) change in the location - either part or whole of the undertaking; and (v)
carrying business.

TheAct further provided for the establishment of the licensing committee, the central advisory council
and the development councils, for consultation in regard to problems relating to the admnistration of the Act
and other matters pertaining to the development of industry.

In July 1966, professor R.K. Hazari was appointed as Honorary Consultant to the planing commission to
conduct a study of licensing under the Industries (Development and Regulation) Act, 1951, (i) to review the
operation of licensing under the Act and (ii) to consider and suggest modificationsto be madein thelicensing
policy. On the report of the Hazari Committee, a thorough discussion was initiated in Rajya Sabha in May
1967.

Thiswas led to appoint a committee known as the Industrial licensing policy enquiry committee under
the chairmanship of proffessor M.S. Thacker and the same was taken over by Sri S. Dutt in April 1968. The
Committeewasto gointo the basi ¢ questionsregarding the functioning of thelicensing system and the advantages
obtained by some of the large industrial houses. The committee submitted its report in July 1969.

The Dutt Committee recognised the fact that industrial licensing was a negative instrument and as such
could only play a limited role for a license for setting up a new unit or expand this specific purpose. The
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committee also observed that the licensing system specifically meant to implement the Industrial policy of the
Government failed to achieve the objective of planned economic development as well as of preventing
concentration of economic power.

9.5 Industrial Licensing Policy - 1970

In February 1970, the Government aunounced its new industrial licensing policy. It accepted the
recommendation of the Industrial Licensing policy inquiry Committeethat there should bealist of coreindustries
in the economy. The core sector would consist of the industries listed in schedule A of the Industrial policy
resolution 1956 and this core sector would be reserved for the public sector. Larger industrial houses, foreign
companies, subsidiaries or branches of foreign companies were allowed to participate in the remainings core
and heavy investment sector leaving the core industries reserved for public sector.

Thejoint sector concept was accepted in the middle sector, involving investment ranging from Rs. 1 crore
to Rs. 5 crores, licence applications of parties other than undertakings belonging to the large industrial houses
were to be given special consideration. The existing policy relating to small scale sector was not only to be
continued but also to be extended.

9.6 Industrial Policy Statement - 1973

A changeinindustrial policy in certain directions wasindicated by the Industrial policy statement made
by the central Government in 1973. The basic changes sponsored by this statement were as under :

1. Coresectors: The coreindustries and the core sectors were clearly determined as:
a. Those basic to national economic development.

b. Those having direct linkages with the core industries

¢. Those with substantial potential for export.

2. Public sector : such industries from this sector aslisted in Schedule A of the 1956 industrial policy
Resolution were preserved for the public sector.

3. Dual coverage: Intherest of such core sectors, larger industrial houses (with not less than Rs 20
crores of assets each) could also apply for licensed capacity.

4. Small and medium sectors: Reservation were also made for the small and medium sectors. It was
intended that encroachment in these sectors by large industrial houses would be resisted.

Cooperatives in these sectors were a so to be encouraged particularly in the field of mass consumption
goods.

5. Foreign companies: Foreign concerns, their subsidiariesand Indian branches of foreign companies
were also made eligible to apply for licensed capacity.

6. Joint sector : The Central and State Governments would themesel ves directly collaborate with the
private sector in the promotion of an intermediate sector being called the joint sector.

Thisenunciation was made more or less as an Approach paper to the Fifth-Five-year plan. The statement
by and large had rai sed the olive branch to the corporate sector, the monopoly houses and international resource
capital disbursers mainly intheform of the multinational companies. The obviousintention of the Government
has been to provide athrust to the expansion of theindustrial base by any or all means by mobilising resourses
from as many ways as possible.
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9.7. Industrial Licensing Policy - 1975

Late in 1975, in keeping with the latest policy changes, important relaxation were announced by the
Government in the licensing policy.

Theserelaxationswere:

1. Widerange: Delicensing and unlimited expausion were permitted for 21 industries, provided the
products were absorbed in exports or in channels indicated by the government.

2. Big houses : This permission was given to big industrial houses including monopoly houses and
multinationals.

3. Dispensation : Industrial licensing was dispensed with for small and medium intrepreneus not
attracting the MRTPACt, upto Rs 1 Crore for new units and upto Rs 5 Crores for expausion.

4. Spill over : A 25 percent excess expausion over the licensed capacity was condoned.

A plethora of licenses were actually issued. Many of these licences were, however, not used or were
used only partialy, many of these being purchased or cornered by monopoly houses and multionas. The
programme for industrialisation conceived by the Government through the issue of industrial licenses to a
considerable extent went away. Either thelicenses were not acted upon, or were acted upon only partially even
it by parties other than the licensces themsel ves.

9.8 Industrial Policy Statement - 1977
With achange in Government at the centre, anew industrial policy was formulated in 1977.
This had the following characteristics :

1 Cottage and small-scale industries : An overhelming priority was given to the revival and growth of
cottage and small scale industries.

2. Revised role for heavy and large-scale industries : Therole of large - scale industry will be related to
the programme for meeting the basc minimum needs of the population through wider dispersal of
small scale and village indstries and strengthing of the agricultural sector.

3. Regularion of large business houses : Large and monopoly business houses would have to generate
their own resources for expausion, and those would not be allowed to enter or expand even indirectly
into areas earmarked for collage, small and medium sectors.

4, New-look public sector : The public setor would also function as astabilising force asaslo acatalystic
agent for development of the entire industrial field, the private and ancillary sectorsinclusive.
5. external resources : Less reliance would be placed on foreign capital and technology , and more on

indegenous mabilisation of resources and devel opment of technol ogy.

9.9. Industrial Policy Resolution - 1980

In July, 1980 the new Industrial policy was announced, with an emphasis on * modernisation, expansion
and devel opment of backward areasin relation to both small and large scale industries.

The 1980 policy was extensively clothed in economic philosophy and socio-economic objectives. The
policy incorporated the concepts of optimisation of capacity usage, emphasison productivity and generation of
employment. It also intended to foster regional balance, revamp the public sector, and promote the rural sector
as a support to agronomy.



C.D.E 97 Nagarjuna Univer Sity/

This policy isin fact an updated version of the 1956 industrial policy Resolutin. As a sequal to the
erunciation of revised Industrial policy in 1980, the Government enforced later in the year afew follow - up
regulations:

1. Spill over : The permissionto condone creation of 25 per cent additional capacity in excess of authorised
capacity would be automatic.

2. Large houses : Such condonation in respect of FERA and MRTP companies, however would be
considered on a selective basis.

3. Security of small sector : Thiswould berigidly observed, and ho encroachment into this sector by
large houses would either be permitted or condoned.

4. Automatic expansion : for full utilisation of installed capacity, a measure of automatic expansion
would be permitted to alarge number of industrieslisted in the first schedule of IDRA 1951.

5. Sick units: The insefficiently operated sick units would be rigidly disciplined, their merger with
healthy units encouraged and their take-over by the government considered in special cases.

Serious anomalies have neverthless crept into our planning process, right upto the sixth five year plan,
with huge arrears of unfulfilled targets on the one hand, and arunaway price spiral on the other.

9.10. Summary

In aperiod of about forty-five years since Independece, the industrial policy has grown towards making
the country a socialistic state and all the supporting measures were also meant to strengthen the same trend.
Probably, asaturation point was reached and governmentsrole had to be reviewed since the outcomes were not
satisfactory. This attempt isfelt in the policy of 1991 and amost atotal reversal of thefirst policy may be seen
from the next year.

9.11. Self-Assessmet Questions
1. Describethe rationale and objectives behind the Industrial policy of 1956.

2. “The Constitution and the Directive Principles of State Policy remain the same but there is a world of
difference in the Governments role when considered in 1956 and 1991". Discuss.

3. Tracethe changesin the official definition of small scaleindustry and tiny sector.

4. “Government’s tightening of its grip over the private sector only lead to the failure of the policy” —
elucidate.

9.12 Further Readings
1. Ruddar Datt., KPN Sundaram, “Indian Economy”, S. Chand & Company Ltd., New Delhi, 2001
2. SivayyaK.V.and Das. V.B.M., “Indian Industrial Economy” S. Chand & Co Ltd., New Delhi, 1990.
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LESSON - 10

NEW INDUSTRIAL POLICY- 1991

Objectives
After studying thislesson you should be able to:
*  describe major policy issues and explain their rationale,
* explain Industrial policy, 1991 and describe its components,
*  mention the merits of the Industrial Policy, 1991,
*  makeacritical evaluation on the Industrial Policy, 1991.

STRUCTURE
101 Introduction
10.2 Objectives of New Industrial Policy 1991
10.3 Industrial licensing policy
104 Foreign investment
105 Foreign technology arrangements
10.6 Public sector policy
10.7 MRTPACt
10.8 Related M easures
10.9 Meritsand Limitations of New Industrial Policy 1991
10.10  Anevaluation of New Industrial Policy 1991
1011 Summary
10.12  Further readings
10.13  Self-assessment test

10.1 Introduction

In 24" July 1991, the government headed by Mr.PV. Narasimha Rao announced a new industrial
policy which sought to drastically alter the industrial scenario in our country. There are several departuresin
the new policy. The most important initiatives are with respect to the scraping of industrial licensing and
registration policies, an end to the monopoly law and amore wel coming approach to foreign investments, apart
from redefining therole of the public sector. These measures, long overdue, are wel come asthey would freethe
industry from regulations, most of which have outlived their utility.

10.2 Objectives of New Industrial Policy 1991
The objectives of the New Industrial policy are:

i) Sdlf - reliance to build on the many aided gains already made.
i) Encouragement to Indian entrepreneurship, promotion of productivity and employment generation.

iii) Development of indegenous technology through greater investment in R&D and bringing in new
technol ogy to help Indian manufacturing units attain world standards.
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iv) Removing the regul atory system and other weaknesses

V) Increasing the competitiveness of industries for the benefit of the common man.

vi) Incentives for the industrialisation of backward areas.

vii) Enhanced support to the small-scal e sector.

viii)  Ensurerunning of public sector undertakings on businesslines and cut their |osses.

iX) Protect theinterests of workers

X) Abolish themonopoly of any sector inany field of manufacture except on strategic or security grounds.

X1) To link Indian economy to the global market so that we acquire the ability to pay for imports, and to
make us less dependent on aid.

In pursuit of the above objectives, the government has decided to take a series of initiativesin respect
of the policiesrelating to the following areas.

Industrial Licensing policy
Foreign Investment

Foreign Technol ogy Agreements.
Pubic sector policy.

MRTPACT.

10.3. Industrial Licensing Policy

Over the years, keeping in view the changing industrial scene in the country, the policy has
undergone modifications. In order to achieve the objectives of the strategy for the industrial sector for 1990
and beyond, it is necessary to make a number of changesin the system of industrial approvals. Mgjor policy
initiatives and procedural reforms are called for in order to actively encourage and assist Indian entrepreneurs
to exploit and meet the emerging domestic and global opportunities and challenges. The attainment of
technological dynamism and international competitivenessrequiresthat enterprises must be enabled to respond
to fast changing external conditions that have became characteristic of today’sindustrial world.

Theindustrial licensing system has been gradually moving away from the concept of capacity licensing.
The system of reservations for public sector undertakings has been going into greater flexibility and private
sector enterprise has been gradually allowed to enter into many of these areas on a case by case basis. Further
inupetus must be provided to these changes which aone can push the country towards the attainment of its
entrepenueral and industrial potential. This necessitates to remove restraints on capacity creation.

Therefore, Industrial Licensing will be abolished for al industries, except those specified, irrespective
of thelevels of investment. Those specified industries will continue to be subject to compulsory licensing for
reasonsrelated to security and strategic concerns, social reasons, problemsrel ating to saf ety and environmental
issues, manufacturing of products of dangerous nature.

The exemption from licensing will be helpful to many dynamic small and medium entrepreneurs who
have been unnecessarily hampered by the licensing system. ultimately, the Indian economy will benefit by
becoming more competitive, more efficient and modern.
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10.4 Foreign Investment:-

Whilefreeing thelndian industry from official controls, opportunitiesfor promoting foreign investments
in India should also be fully exploited. The relationship between domestic and foreign industry need to be
much moredynamic thanit hasbeen inthe past intermsof both technology and investment. Foreigninvestment
would bring advantages of technology transfer, marketing expertise, introduction of modern managerial
techniques and new possibilitiesfor the promotion of exports. Thegovernment will, therefore, wel comeforeign
investment, which isin the interest of the country’sindustrial development

Inorder toinviteforeigninvestment in high priority industries, requiring largeinvestments and advanced
technology, it has been decided to provide approval for direct foreign investment upto 51% foreign equity in
such industries. These industries have generally been known as the Appendix 1 industriesand are areasin
which FERA companies have already been allowed to invest on adiscretionary basis. Such aframework will
make it attractive for companies abroad to invest in India.

Government will encourage foreign Companies to assist us in our export activities. Attraction of
substantial investment and access to high technology and to world markets, involve interaction with some of
the world's largest international manufacturing and marketing firms. The government will appoint a specia
board to negotiate with such firms so that we can engage in purposive negotiation with such large firms, and
provide the avenues for large investments in the development of industries and technol ogy.

10.5. Foreign Technology Agreements.

Thereisagreat need for promoting an industrial environment where the acquisition of technological
capability receives priority. With aview to injecting the desired level of technological dynamisminthe Indian
industry, the government will provide automatic approval for technological agreementsrelated to high priority
industries within specified parametres. Indian companies will be free to negotiate the terms to technology
transfer with their foreign counterparts according to their own commercial judgement. This measure induces
the Indian industry to develop indigenous competence for efficient absorption of foreign technology greater
competitive pressure will also induce our industry to invest much more in research and devel opment then they
have been doing in the past. In order to hel p this process, the hiring of foreign technicians and foreign testing of
indigenously devel oped technologies, will also not require prior clearance as prescribed so far, individually or
asapart of industrial or investment approvals.

10.6. Public Sector Policy

The public sector has been central to our philosophy of devel opment. In the direction of achieving our
development objectives, public ownership and control in critical sectors of the economy has played animportant
rolein preventing the concentration of economic power, reducing regiona disparities and ensuring that planned
development

Thelndustrial policy resolution of 1956 gavethe public sector astrategic roleinthe economy. Massive
investments have been made over the past four decades to build a public sector, which has a commanding role
inthe economy. Thekey sectorsof the economy aredominated by major public enterprisesthat have successfully
expanded production, opened up new areas of technology and built up areserve of technical competencein a
number of areas.

After the public sector entering the new areas of industrial and technical competence, a number of
problems have begun crept themselves in many of the public enterprises serious problems are observed in the
insufficient growth in productivity, poor project management, overmanoring lack of continuous technol ogical
up gradation and inadequate attention to R& D and human resource development. As far as rate of return on
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investment is concerned, public enterprises have proved to be inefficient. This resulted in their inability to
regenerate new investments and technology development. Ultimately, many of the public enterprises have
become a burden rather than being an asset to the government.

Theoriginal concept of the public sector has also undergone considerable dilutions. Themost striking
example is the take over of sick units from the private sector. This accounts for almost one-third of the total
losses of central public enterprises.

Therefore, the government shall adopt anew approach to public enterprisesto make them more growth
oriented and technically dynamic. There must be greater commitment to the support of public enterprises
which are essentia for the operation of the industrial economy. Units which are potentially viable must be
restructured and given anew lease of life. The priority sectorsfor the growth of public enterpriseswill be as
follows;

a) essentia infrastructure goods and services,
b) exploration and exploitation of oil and mineral resources,

c) technology development and building of manufacturing capabilitiesin areaswhere long term devel opment
of the economy is crucial and where private investment is inadequate,

d) manufacture of products where strategic considerations predominate such as defence equipment.

In the changing conditions, government will not be barred form entering areas not specifically reserved
for it. The government will review the existing portfolio of public investments with greater realism. The
review will bein respect of industries based on low technol ogy, small-scale and non-strategic areas, inefficient
and unproductive areas, areas with alow or nil social considerations or public purpose, and areas where the
private sector has devel oped sufficient expertise and resources.

The government will strengthen those public enterprises, which fall in the reserved areas of operation
or, are in the high priority areas or are generating good or reasonable profits. Competition will be induced in
these areas by inviting private sector participation. In case of selected enterprises, part of government holdings
in the equity share capital of these enterprises will be disinvested in order to provide further market discipline
to the performance of public enterprises.

There is aneed to be attended to the sick public enterprisesincurring heavy losses.

10.7. Monopolies and Restrictive trade practicesAct (MRTPAct)

With the growing complexity of theindustrial structure and the need for achieving economies of scale
for ensuring high productivity and competitive advantage in the international market, the interference of the
government through the MRTPAct in investment decisions of large companies has become obstacleto India’s
industrial growth. The pre-entry of investment decisions by the MRTPAct will nolonger berequired, However,
emphasis will be on controlling and regulating monopoly houses to obtain prior approval of the central
government for expansion, establishments of new undertakings, mergers, amal gamation and take over, and the
appointment of certain directors

Thethrust of policy will be more on controlling unfair restrictive business practices.

TheMRTPAct will berestructured by eliminating thelegal requirement for prior governmenta approval
for expansion of present undertakings and the establishment of new undertakings. The provisions relating to
merger, amalgamation and takeover will also be repealed. Similarly, the provisions regarding restrictions on
the acquisition and the transfer of shares will be appropriately incorporated in the CompaniesAct.
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The provisionsof the MRTPAct will be strengthened in order to enablethe MRTP Commissionto take
appropriate action in respect of the monopolistic, restrictive and unfair trade practices. The newly empowered
MRTP Commission will be encouraged to require investigation on suo-moto or complaints received from
individual consumers or classes of consumers.

10.8 Related Measures

The industrial policy reforms have been supplemented and reinforced by reforms in related aress.
Progressive integration of the Indian economy with the global economy has been acknowledged as one the
objectives of the Exim Policy. The import policy has been made more liberal by drastically reducing the tariff
levelsand Quantitative restrictions and by procedural reforms. Another significant change has been thereform
of theforeign exchangerate policy. The Rupee was made partially convertible on current and later it was made
fully convertible. Measures have been initiated to move towards capital account convertibility. The Capital
Issues Control Act and the office of the Controller of Capital 1ssueswere scrapped and free pricing of Capital
issues wasintroduced. Price control s have been gradually eased out. Several restrictionsimposed in respect of
foreigninvestment, like phased manufacturing programme, foreign exchange balancing etc., have been, by and
large removed.

10.9. Meritsand limitations of New Industrial Policy 1991
1 The Industrial policy 1991 istruly historic. Opening up the economy is an inviting step.

2. The changes proposed to be made aimed at making the Indian industry more competitive internally as
well asinternationally. Freeing the industry from needless controlsis awelcoming step.

3. The delicensing and abolition of registration will free Indian entrepreneurs from the need to make
endlesstripsto New -Delhi.

4, The scrapping of any asset threshhold or market share prescription for the definition of an MRTP
Company and a dominant undertaking allows companies to go ahead with investment programmes
without delay.

5. The liberalisation of the rules relating to direct foreign investment, permitting 51% equity in awide

range of industries, the easi er facilitation of foreign technology agreements and other rel ated measures
go along way in attracting foreign investment and technol ogy.

6. Reforms relating to the public sector like privatisation and transfering sick units to BIFR will help
improve the performance of the government undertakings.
7. Finally, the New Industrial Policy brings out market economy, i.e.; greater reliance on the market.
Limitations
1 Scraping of licensing leads to absence of mechanism to determine priorities and to develop backward
areas.

2. The policy did not announced the altitude of government towards sick units.

3. Transfering of 20 percent of equity isprofit making public sector to mutua fundsrevenueraising exercise
than genuine attempt at privatisation.
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4, Dueto infrastructural deficienciesthe foreign direct investment may not come as expected.

5. The Policy is drafted at the behest of IMF, which means virtual surrender of economic sovereignity of
the country to aforeign agency.

10.10 An Evaluation of the New Industrial Policy 1991

The economic reforms ushered in since 1991 are revolutionary indeed in comparision with the policy
and procedural reforms Litherto attempted in India. It is a bold step in the direction of freeing the Indian
industry from the shackles of abortive and crippling controls. Although further policy changesand reformsare
needed, changesalready introduced, if implemented in real earnest, will certainly provide aconsiderablegrowth
impetus. However, real debureaucratising is a challenging task. The bureaucracy has atendency to attempt to
defeat the measures aimed at deregul ations.

A strong mandate and political will and bold administrative measures are essential for implementing
several of the proposals. The government often shows signs of confusion and lack of boldness on the face of
opposition from trade unions, politicians and bureaucrats. Therewill certainly be strong opposition from these
groupsto protect their vested interests. In the face of the strong opposition from trade unions, the government’s
stand on privatisation has not been clear.

Thepolicy environment now in Indiais much more conducive for both domestic and foreigninvestments
than in the past. However, there are now a host of countries trying to woo foreign investment with much more
conducive economic environment thanin India Further, cultura factorsalso tilt the balance infavour of other
nationsasfar asforeigninvestment is concerned. Further, foreign business till regard the policy and procedural
system in Indiais concerned. Further, foreign business still regard the policy and procedural system in India
perplexing. Even many Indian entrepreneurs feel that the policy and development environments in countries
like China are much superior to that in India and a number of them prefer to locate production bases abroad.
The development of the infrastructural sector has been tardy in India, even after the liberalisation. Because of
these factors one should not except wonders out of the belated measures.

However, for the first time the domestic industry has been given a considerable chance to prove its
mettle. Thisdynamism coupled with an enhanced external collaboration and competition should be expected to
provide a considerable momentum for devel opment. At the sametime, the government should striveto remove
contraints and to implement the proposed reformsin letter and spirit.

Although the economic policy liberalisation of 1991 came in for severe criticism by the opposition
parties, their anti-liberalisation stand was prominent. Moreinterestingly, the short-lived BJP government and
the United Front government that followed, not only endorsed the liberalisation policy ushered in by the
congress government under Narasimha Rao, the then Prime Minister, but also carried farward the process of
deregulation and decontrol to achieve faster economic growth. The economic policy of the United Front
government expressed in the Common Minimum Programme (CMP) that further deregulation and decentral
might berequired intheagricultural, industrial and other sectorsto accel erate economic growth and devel opment.
In short, India’ s economic liberalisation is almost unanimously accepted by all political parties so that it is
irreversible.

The Union Budget 2001-2002 was hailed for initiating the second generation reforms. Whichever
political party comesto power in future, the difference will pertain to ethnic factors; will no moreberelated to
economic policiesor ideologies.
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10.11. SUMMARY

The New Industrial Policy 1991 may be able to attract foreign investment and give a boost to
domestic investment, but whether it will lead to more employment with higher output growth is doubtful.
Besides excessive freedom to foreign capital may ultimately affect our economic sovereignity and asalso push
the country into a debt trap.

10.12 Sef-Assessment Questions
1. Explain the objectives and major components of New Industrial Policy Resolution 1991.
2. Comment on Industrial Policy Resolution1991.

10.13 Further readings.-
1. Aswathappa. K., Essentials of Environment of Business. Himalayan Publishing House, Delhi, 2003.

2. Sengupta.N.K. Government and Business, Vikas Publishing House Pvt. Ltd. New, Delhi. 2001.
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LESSON - 11

MONETARY AND FISCAL POLICIES

Objectives:
After reading thislession, you should be able to;

* define monetary policy, its objectives and nature.

* explain the instruments used by RBI for implementing monetary policy

* define thefiscal policy and its objectivesin controlling the economy,

* analyse the Indian fiscal policy

* evaluate the monetary and fiscal policies of the RBI and Government of India
STRUCTURE

11.1  Introduction

11.2 Objectivesof monetary policy
11.3 Monetary Policy - Money supply
11.4 Instrumentsof monetary policy
115 Evaluation of monetary policy
11.6 Fiscal policy

11.7 Meaning of fiscal policy

11.8 Objectivesof fiscal policy

11.9 Importanceof budget

11.10 Evaluation of fiscal policy
11.11 Summary

11.12 Further readings

11.13 Self- assessment test

11.1 Introduction

The monetary and fiscal policies effect the financial sector and the economy in general. They can be
used to influence specific sectors of industries or segments. These policies have important influence on the
Gross National Product.

The Government and the Central Bank make use of variousfiscal and monetary weapons respectively to
achieve stability and growth by influencing and regulating the behaviour of the various classes of spenders as
savers, consumersand investors. In other words, thefiscal and monetary policiesare also important determinants
of business prospects and investment decisions. They can help the overall economic situation and business
prospects bright or check an unwarranted boom or unhealthy demand expl osion. They can encourageinvestment
and productionin certain priority sectors and discourage themin the non-priority sectors. They are also capable
of influencing technological choice and investment and production trends. In short, the fiscal and monetary
policies influence the aggrigate supply and demand and the associated level of employment, wages, interest
rates, rent, prices and profits.
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11.2 Objectives of Monetary Policy:

Monetary policy isassuming greater relevancein thetransition era of the economy from closed system
to open system. The primary objectives of monetary policy are 1) to provide necessary finance to various
investors through commercial banks and co-operative banks for economic development 2) to control the
inflationary pressures generated in the economy, 3) to maintain full or nearfull employment. The ultimate
objective of monetary policy isexpansion and devel opment of the economy. Thisdoes not meanthat itissolely
responsible for it. The government isthe major responsible authority for stimulating the economy. Monetary
policy and fiscal policy work together for the same set of objectives.

Monetary policy isthe policy statement through which the Reserve Bank of Indiatargets a key set of
indicatorsto ensure price stability in the economy. Historically, the monetary policy has been announced twice
ayeaonefor the slack season, i.e. April to September and one for the busy season, i.e. October to march from
thefinancial year 1998-99, the RBI has decided that the policy would be released oncein ayear, sincethe share
of the agricultural credit has come down.

The government can buildup excess demand in the economy by development expenditure and then
regulate the supply through physical controls on price and distribution. On the other hand, it can act through
monetary policy, which isdesigned to regul ate demand through the use of monetary and fiscal instruments and
then let the market forces determine commodity prices and their distribution and consumption pattern.

11.3 Monetary Policy and Money Supply :

Money supply comprises currency with the public and demand deposits. The budgetary operations of
the government considerably affect the money supply. If the government meetsitsbudgetary deficits by borrowing
fromthe Reserve Bank, therewill be anincrease in money supply, bothin currency and bank deposits. The RBI
has no control over budgetary operations, though it has opportunities of tendering adviceto government on this
matter.

Another source of variationin money supply, over whichthe RBI’sinfluenceisrestricted, isthe country’s
international payments position. Demand deposits are avery important determinant of money supply. In many
developing countries, the proportion of demand deposits in money supply has been increasing. Thistrend is
associ ation with economic devel opment and banking habits of people.

Deposits with banks may originate in two ways - through passive creation or active creation. The
former occurs when banks open deposit accounts for customers against the receipt of value either in cash or
chegues drawn on other banks. The latter takes place when banks create deposits by extending credits. In the
first case, the immediate effect is that there is no addition to the Quantum of money, though its distribution
may undergo a change; but ultimately it enables the banks to extend credit and thus resultsin an increasein
money. |n the second instance, the supply of money is augmented immediately. When a bank extends credit, it
wouldresult partly inarise in depositseither withitself or with other banking institutions. Under thefractional
reserve system, the banks can create deposits by a multiple of the reserves, since the payments made with the
proceeds of bank |oans are eventually redeposited with banks, leading to additional reserve funds.

By varying the cost and availability of credit Central Bank produce desired changes in the assets
pattern of credit institutions, mainly commercial banks. The item among bank’s assets having specia
significance in this connection is the credit extended by banks to their constituents, which is the sum of what
are usually called loans and discounts. The capacity of banksto provide credit depends on their cash reserves,
comprising cash in hand and balances with the Reserve Bank. These increase through a rise in the deposit
resources of banks, or by their borrowing from the reserve bank, or by sale of their investments. The regulation
of credit by the Reserve Bank in essence means regul ation of the quantum of the reserves of banks. If the bank
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desiresto bring about an expansion in credit, it adopts measures to augment the bank’s reserves of creditisto
berestricted, it attemptsto curtail the reserves.

11.3.2 Extent of Money :

Beforeinitiating measuresfor the expansion or contraction of money supply the RBI generally measures
the extent of money and credit available in the economy at a given time. The following indices are generally
used for the prupose. M, represents money supply with the public. M, has two components; a) currency with
the public and b) deposits of the public with banks. Currency with the publicissumtotal of notesin circulation
and circulation of coins minus the cash on hand with the banks. Deposits of the public with banks is the sum
total of demand deposits with banks and other deposits of the public with RBI.

M, represents the total M, plus post office savings and bank deposits.
M, isthe sum total of M, and time deposits with banks.
M, represents M, plustotal post office deposits.

M, iscalled “narrow money” and M, iscalled “broad money”. M, representsthe aggregate monetary
resources or the money stock of the entire banking sector. The sources of M, are a) the net bank credit to the
government, b) bank credit to the commercial sector, c) net foreign exchange assets of the banking sector and
d) the governments currency liabilitiesto the public.

11.3.3 Expansion of Money :

Money is pumped into the economy through theissue of currency by the RBI, budgetary operations of
the government and borrowings by the government from foreign countries. Expansion of money has always
been on the increase. Expansion of money supply is not wrong, it is desirable, in a developing economy as
money is needed to match the growth in the real national income. Actually, the growth in money supply must
be higher than the growth in the real national income. This happens because of two reasons; a) as incomes
grow, the demand for money as one of the components of savings tends to increase. b) an increase in money
supply isalso necessitated by the general reduction of the non-monetised sector of the economy. Inour country,
therate of increase in money supply has been far in excess of therate of growth in real national income. Hence
the inflationary pressure is there on the economy.

11.3.4 Contraction of Money

Unlimited expansion of money and credit results in hyper-inflation, which hits all sections of society,
particularly the poor. The Reserve bank has responsibility to ensure that money supply is within manageable
limitsand inflation is not too harsh. For this purpose, the Reserve Bank has been using different general credit
control measures.

11.3.5 Sructural Adjustmentsand Monetary Policy

In tunewith the ongoing structural adjustment programme, obj ectives and instruments of the monetary
policy have been redefined. The major considerations which underliethe monetary policy inrecent yearshave
been; a) bringing about a declaration in monetary expansion with a view to containing inflation without
hampering therevival of the economy; b) reducing the monetised deficit, i.e., printing of new currency consi stent
with the government’s objective of bringing down grassfiscal deficit and ¢) boosting exportsin order to alleviate
the problem of external payments deficit. To achieve these objectives, the following instruments of monetary
policy have been employed.
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1. The stipulation of minimum lending rate for advances of over Rs. 2 lakhs has been discontinued and
banks would be free to fix their own prime rates.

2. Statutory Liquidity Ratio (SLR) has been reduced to 25 per cent, sharply shrinking the captive market for
government securities.

3.  State governments too would have to go to market for loans.

4.  Automatic monetisation of the budget deficit would cease and has been replaced by a system of ‘ways
and means advances’ under which temporary accommaodation provided to the central government would
have to be liquidated by the end of the financial year.

5. The RBI would endeavour to develop an active market in securities for which it would undertake to
develop ingtitutions and instruments as well as an appropriate structure of market - determined rates of
interest on securities.

6. A closelinkage would be established between monetary policy and exchange rate policy.

7. TheRBI isprepared to accept that banks choice of asset holdings would be determined not by statutory
prescriptions but by risk - reward perceptions.

8.  Guidelines have been issued for the promotion of market - makersin major stock exchanges and for the
grant of bank advances for the purpose, without any ceiling and without applying the 50 percent margin
applicable to advances against shares.

11.4 Instruments of Monetary Policy :

Thecentral bank actsas|eader of the money market supervising, controlling and regulating the activities
of thecommercial banksand other financial institutions. It also controlsthe credit operations of the commercial
banksand other financial institutions. It attemptsto stabilize business conditionsin acountry. Various methods
and instruments are available to the central bank for this purpose. Some are general and quantitative which
control and adjust total quantity or size or the volume of the deposits created by the commercial banks. Other
measures are selective or qualitative controls as they control only certain types of credits and not all. The
former measures control the volume or stock of the money and credit while the later measures control the
availability or flow of money and credit.

11.4.1 General or Quantitative Controls: Quantitative or general controls relate to the volume
and cost of bank credit in general without regard to the particular field of enterprise or economic activity in
whichthecreditisused. consistsof a) bank rate or discount rate policy, b) open market cooperation’s, and ¢)
reserveratio. The general or quantitative control.

a. Bank rateor discount rate: - Bank rate isthe rate which the central bank chargesfor giving loans
to commercia banks. When a commercia bank has low or no cash reserves above the legal requirements, it
may obtain the additional cash reserves from the central bank at an ‘interest rate’ i.e., bank rate.

Suppose, the central bank believes that inflationary conditions are prevailing, it will raise the bank
rate. In their turn commercials will increase their interest rates. The cost of credit to the public will increase.
Contraction in business activity takes place |eading to contraction of income and expenditure, reductioninthe
demand for goods, resulting in fall in the price level. The success of bank rate policy to control credit will
depend upon the relationship bank rate, interest rate, cash reserves, security and effect of interest rate on
borrower and investor.
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b. Open market operations: - Direct buying and selling of Government securities and bills in the
money market by the central bank of the country, with the objective of expansion and contraction of credit and
economic activity in the economy is known as open market operations. If the securities are purchased then
there will be an outflow of money from the capital market. This results in expansionary effect on income,
employment, output and prices. Similarly the sale of securitieswill yield contractionary effect on the level of
economic activity.

c. Reserveratio: Inview of safety and liquidity, the commercial banks are legally required to keep a
part of their total demand and time deposits with the central bank. Thisisknown as Statutory Liquidity Ratio.
Changes in reserve requirements affect the amount of reserves that commercia banks must keep as deposits
with the central bank and consequently the amount available for lending or investing. By raising the reserve
ratio to be maintained by every bank, the central bank can reduce the volume of credit and by lowering the
reserveratio, it can expand the volume of bank credit. Hence, changes in reserve requirements are a powerful
weapon for influencing the volume of bank deposits and money.

11.4.2 Selective or Qualitative Controls: -

In selective controls, the essential and non-essential uses of bank credits are distinguished and only the
non-essential uses are brought under the scope of central bank contral. It allows the expansion of bank credits
to essential industries. Thishelpsto raisethelevel of production and real incomein the essential industriesand
curbs inflationary pressures that would have been created.

Several methods can be exercised to affect particular sectors of the economy and include such as:
a) insisting on minimum margins for lending against specific securities,
b) fixing aceiling on the amounts of credit for certain purposes,
¢) changing discriminatory rates of interest on certain types of advances,
d) moral suasion and

€) directaction
Among the above five measures, the first three are self-explanatory, the latter two need clarification.

Under moral suasion, the RBI addresses periodical letters to banks urging them to exercise control
over credit in general, or advances against particular commodities or unsecured advances. Periodic discussions
are also held by the Governor of the Reserve Bank with the authorities of commercia barks urging them to
restrain from lending liberaly.

Direct action may involve by the Reserve Bank to rediscount bills of a particular commercial bank
which has failed to comply with the directives of the former. At the extreme, it may involve cancellation of
license of an erring bank. Direct actionistoo severeand istherefore, rarely followed. Despitethe priority of
selective control sin underdevel oped economies characteri sed of sectoral shortagesand surpluses, the qualitative
techniques suffer from some limitations:

1) They have no control over non-banking institutions,

2) It may not always be possible for banks ensure that |oans granted by them are spent for the purpose for
which they were originally sanctioned,

3) The banks may sanction loan for forbidden uses
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11.5 Evaluation of Monetary Policy: -

Monetary policy has become atarget of severe criticism. The primary objective of monetary
policy will be controlled expansion. It is said that the RBI has failed both in expansion and control of money
and credit in our economy. With regard to the expansion of credit, major component of the increase in money
supply was the reserve bank credit to the central government. The inability of the RBI to deny or regulate
credit to the central government due to both legal and practical considerations has been interpreted by the
committee as an important factor. Thus money supply has expanded.

Itisfurther said that the monetary policy operated by the RBI did not play any effectiverolein curtailing
inflation in the economy. The reasons for failure to formulate an effective monetary policy should be found
elsewhere and not with the RBI.It was criticised that the central government has lived beyond its means and
making central bank impotent in discharging itsresponsibility in maintaining thevalue of thecurrency, Another
argument to prove the Rreserve Bank’s hel plessnessis that the powers and weapons of the bank cover only the
commercial banks. If the inflationary pressure is really brought about by deficit financing and shortage of
goods, the RBI’s control may not have any effect at all.

11.6 Fiscal Policy: -

Fiscal policy refersto the policy of the government regarding taxation, public expenditure and public
debt. Fiscal policy generally believed to be the governmentis weapon to regulate their economic and business
activities

11.7. Meaning of Fiscal Palicy: -

Fiscal policy is commonly looked upon as comprising variations in government tax and expenditure
programmes. Since changesin tax and expenditure policies often imply a change in the size of the national
debt, variationsin debt policy are often included under the general heading of fiscal policy. Many economists
consider debt management policy to be an entirely separate and distinct policy question. Government tax and
expenditure policies can influence the volume of money in circulation.

11.8 Objectivesof Fiscal Palicy: -

Conventionally, macro-economic policy goasare concerned with full-employment of the labour force,
enhanced economic growth avoidance of inflation, maintenance of balance of payments equilibrium and
international competitiveness and promotion of regional balance another important objective isthe promotion
of social justice. Governments all over the world have been using fiscal measures to regulate their economic
and business activitiesin order to achieve such objectivesas: 1) accel erating the rate of investment; 2) promoting
socially desirable investment; 3) achieving rapid economic development; 4) achieving full employment, 5)
promoting foreign trade; 6) reducing inequalities of income and 7) establishing awelfare state.

11.9 Importance of the Budget:-

Thereisno other government measure that affects the whole economy asthe Budget. It in not exasirating
saying that all sections of the people await the annual budget with mixed feelings of anxiety, fear and hope, The
big task of afinance minister isto present the annual budget which gives maximum support to forces that can
move the country forward on the path of growth with stability and social justice. The budget should set the
stage for the acheivement of economic and socia goals.

In India, about a half of the GDP is channeled into the government sector by the Union, State and UT
budgetsand disbursed by the Union, Stateand UT governmentsunder various devel opment and non-devel opment
heads. Thisindicatesthe devel opment and distributiveimportance and implications of the budgetary operations.
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There has been a steep increase in the government expenditures, both in absolute and relative terms.
The total budgetary expenditures are about 50 percent of the Gross Domestic Product today. The central
government expenditure alone account for oneforth of the GDP. In adevel oping country like India, the budget
policy hasto serve the following purposes;

1) acceleratethe pace of economic devel opment by mobilizing resourcesfor the public sector and their optimal
alocation;

2) effect improvement in production in the private sector in accordance with the national priorities;
3) effect improvementsin income distribution,

4) promote exports and encourage import substitution; and

5) achieve economic stabilisation.

To achieve the above purposes various fiscal incentives and disincentives are also employed by the
budget. Certain sectors or industries may be significantly influenced by the budget proposalslike tax proposals
or budgetary allocations.

11.9.1 The Union Budget

An estimate of all anticipated revenue and expenditure of the Union Government of India for the
ensuring financial year islaid before Parliament on the last working day of February every year. All receipts
and disbursements of the Union Government are kept under two seperate headings, namely, the Consolidated
Fund of India and the Public Account of India. All revenues received, loans raised and money received in
repayment of loans by the Union government from the consolidated Fund. No money can be withdrawn from
this Fund except under the authority of an Act of Parliament. All other receipts and disbursements, such as
deposits, servicefundsand remittances go into the Public Account, which isnot subject to the vote of parliament.
To meet unforeseen needs not provided in the Annual AppropriationAct, aContingency Fund of Indiahasalso
been established under Article 267 (1) of the Constitution.

After the presentation of the Annual Financia Statement, a general discussion will be held on the
Budget in both the house of Parliament. The estimates of expenditure from the consolidated Fund of Indiaare
then placed before the Lok Sabhain the form of Demandsfor Grants. Generally, a seperate demand is made
for each Ministry. All withdrawals of money from the consolidated Fund are authorised by an Appropriation
Act passed embodied in ancther Bill, which ispassed asthe FinanceAct of the Year. Thereceipts and expenditure
of the Central and State Governments are audited by the Comptroller and Auditor General who isindependent
of the executive, and his reports on the accounts are submitted to the president governer for having them laid
before parliament / State legislature.

The Budget isdivided vertically into revenue and expenditure. Horizontally, it isdivided into revenue
account and capital account. Thus, the receipts are divided into revenue receipts and capital Receipts. And the
expenditureisbroken upinto Revenue Expenditure and capital expenditure. The revenue expenditureincludes
all current expenditure of the government on administration, and the capital expenditureincludesall the capital
transactions of the government. The revenue receipts include revenue from taxes, white capital receipts
include market loans, externa aid, income from repayments and other receipts, such as income from public
undertakings.

11.9.2 Sate Budgets

Like the Union Government, State governments have their own budgets. Estimates of receipts and
expenditure are presented by the State Governments to their legislatures before the beginning of the financial
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year and legislative sanction of expenditureis secured through similar procedure. The constitution has provided
for the establishment of a Consolidated Fund, a Public Account and a Contingency Fund for each stateasinthe
case of Union Government.

11.9.3 Sour ces of Finances of the Union and Sates

The Constitution of Indiahas provided for the sources of revenuefor the Union and the States seperately.

Sour ces of Revenue for the Union

0.

10.
11
12.
13.

The Union list in the Constitution includes the foll owing revenue subjects.
Taxes on income other than agricultural income;
Duties and customs, including export duties;

Duties of excise ontobacco and other goods manufactured or producedin India, except alcoholicliquors
for human consumption and opium, Indian hemp and other narcotic drugs and narcotics,

Corportation tax

Taxes on the Capital Value of assets, exclusive of agricultural land, of individual companies; taxes on
the capital of companies.

Estate duty in respect of property other than agricultura land;
Dutiesin respect of succession to property other than agricultural land;

Terminal taxes on goods of Passengers carried by the railways, by sea, or air; taxes on railway faresand
freight;

Taxes other than stamp duties on transactions on stock exchanges.

Rate of stamp duty on bills of exchange;

Taxes on the sale or purchase of newspapers and on advertisements published therein;

Feesin respect of any of the mattersin the Union list, but not including fees taken in any court;
Any tax not mentioned in the state list or concurrent list.

Sour ces of Revenue for the State

o g &~ 0 N

The State List in the Constitution of Indiaincludes the following revenue subjects:

Land revenue, including the assessment and collection of revenue, the maintenance of land records,
survey for revenue purposes and records of rights and alienation of revenue.

Taxes on agricultural income.

Dutiesin respect of succession to agricultural lands.
Estate duty in respect of agricultural land.

Taxes on lands and buildings.

Taxes an minera rights, subject to any limitations imposed by parliament of law relating to mineral
devel opment.

Duties of excise on the following goods manufactured or produced elsewhere in India: @) acoholic
liquors for human consumption; b) opium, Indian hemp and other narcotic drugs and narcotics.

Taxes on the entry of goods into alocal areafor consumption, use and sale therein.
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9. Taxes on the consumption and sale of electricity.

10. Taxeson the purchase and sale of goods (other than news papers)

11.  Taxeson advertisements (other than those on newspapers).

12.  Taxeson goods and passengers carried by road or inland water ways.

13. Taxeson animals and boats.

14.  Taxeson vechicles, whether mechanically propelled or not, used on roads.

15.  Talls.

16. Taxeson profession, trades, callings and employment.

17. Capitation taxes.

18. Taxeson luxuries, including taxes on entertainment amusements, betting and gambling.
19. Ratesof stamp duty in respect of documents other than those specified.

20. Feesinrespect of any of the mattersin thislist but not including feestaken in any court.
21. Fisheries

22. Forests

23.  Irrigation, water storage and water power.

11.9.4. Concurrent list
Following are the revenue itemsin the concurrent list under the constitution.

1 Stamp duties other than duties or collected by means of judicial stamps but including rates of stamp
duty.

2. Feein respect of any of the mattersin thislist but not including fees taken in any court.

Under the constitution of India, a Finance Commission is to be constituted every fifth year or at such
earlier time as the president considers necessary to make recommendations to the president regarding
(a) thedistribution between the Union and States of the net proceeds of taxeswhich areto be or may be
divided between the states of the respective shares of such proceeds, (b) the principles which should
govern the grants-in-aid of the revenues of the state in need of such assistance out of the Consolidated
Fund of India; and (c) any other matters referred to the commission by the President in the interest of
sound finance. The recommendations of the Commission, together with an explanatory memorandum
as to the action taken thereon, are laid before each House of Parliament.

11.10 Theevaluation of Fiscal Policy: -
The effectiveness of fiscal policy can be assessed form three angles,
a) fiscal policy and savings and capital formation,
b) fiscal policy and economic inequalities and
C) fiscal policy and inflation control.

With reference to the effectiveness of fiscal policy and savings and capital formation, the policy failed
to produce enough savingsfor public investment. Financial has become astandard excuse to avoid or postpone
project implementation. With regard to the impact of public revenue and public expenditure on minimising
income inequalities, the gap between the rich and the poor has widened. The tax system hasfailed to rob the
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rich and public expenditure hasfailed to pay labour. Our fiscal policy hastotally failed to check theinflation.

11.11 Summary: -

The effectiveness of the economic policy depends on the formulation and implementation of the
policy instruments. And also on the degree of coordination in the use of policy instruments. Likewise the
effectiveness of any given policy depends upon the choice of objectives and the relative weight assigned to
each one. Fiscal and monetary policies constituteindirect and direct controlsand they effect the overall working
of the economy. Monetary and fiscal policies may be combined to achieve simultaneously internal and external
equilibrium. Thereisno absolute choice between monetary and fiscal policy, particularly when both work for
more or less the same set of objectives.

11.12 Further readings. -
1. Adhikary. M., Economic Environment of Business, Sultan Chand & sons, New Delhi, 1991.
2. Francis Cherunilan Business Environment Text and cases, Himalaya Publishing House, Delhi, 2003.

11.13 Self-assessment test: -

Define monetary policy? What are its objectives?

Critically examine the operation of control measures adopted by RBI.
What isfiscal policy? What are its objectives?

What is a budget? Why isit so important?

A wDdhPE
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LESSON - 12

FINANCIAL INSTITUTIONSAND REFORMS

Objectives:

* understand the meaning of financial instutions

* analyse its operations and functions in changing economic environment.

* make critical evaluation of therole played by financial institutionsin the direction of financial reforms.

STRUCTURE:
12.1 Introduction

12.2 Scope and Significance of Fls
12.3 Functionsof Fls
12.4 Establishment of Fls
125 |FCI

12.6 1DBI

12.7 ICICI

128 SFCs

129 11BI

12.10 LIC

12.11 UTI

12.12 GIC

12.13 Summary

12.14 Further Readings
12.15 Self - Assessment test

12.1 Introduction:

Industrial development of acountry, to avery large extent, depends on the supply of finance. In India
like other countries, the big industrialists can always raise money for their industrial schemes. Before
independence one mgjor congtraint for the development of industries wasthe absence of institutional agreements
for providing industrial finance on any significant scale. Though the entrepreneuria skill is not lacking, the
entrepreneurial class with adequate capital at their disposal is vanishing. Asthe same time, there was also a
great need for modernisation and replacement of obsolete machinery in already established industries. The
usual agenciesmeant to provide financefor large scal eindustrieswere either apathetic or were found inadequate
and hence the Government of India came forward with aseries of financia institutionsto provide fundsto the
largeindustrial sector.

These financia institutions are not banking institutions in the conventional sense, but development
banks which serve as development agencies not only carrying on lending operation, but also develop-
mental activities including promoting projects and guiding and advising the clients in their problems and
difficulties.
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12.2 Scopeand significance of Fls.

The establishment of financia institutionsisalargely apost - war creation, first introduced in Europe
and Japan, and has now come to be accepted by most developing countries. The primary function of aFl is
to provide medium and long term capital for investments. Capital markets in most developing countries are
comparatively underdeveloped. Underwriting facilities are generally absent. Thereisrarely an environment
of confidence among investors. In many casesthereisamarked absence of entrepreneurs and existing business
displays a disinclination to venture into new areas and lacks the incentive to do so.

These financia ingtitutions have been created in response to the particular needs of the country they
were to serve and to the political, economic and social environment in which they were to function. Hence,
thereis considerabl e variety among these institutions both in the organisation structure and in the scope of the
activity. Some are owned exclusively by the Government, others by private institutions and still others by
combination of the two. Some are devoted to the promotion and financing of government enterprises, some
others exclusively to private investment, and still others to both fields. Some have broad planning functions
while some others can lend and take equities. Some can set up and manage enterprises on their own account.
Some are concerned with the entire economy, others with asingle sector. Some are regional, others national.
Ownership, sources of finance, degree of dependence on Government, objectives and methods of operation,
differ from oneinstitution to the other.

12.3 Functionsof financial institution :

The basic task of afinancial institution is to mobilise resources and to deploy them for industrial
growth. Now the role has come to mobilise resources and skills, and to channel them into approved sectors of
industry consistent with the overal industrial policy of the country. Closely linked to its mgjor role as a
financial institution, it has two functions; to mobilise savings and to allocate them. A dynamic approach is
required of afinancial institution to induce and attract savings and to search for new and better and productive
investments. The hard core of the activitiesis financing. Thisinvolves evaluation of investment projectsin
the light of the declared objectives of theindustrial policy of the government. Second appraisal also requires
that the institution goes through the same viability appriasal in the project that the entrepreneur himself goes
through, asking much the same questions about product-mix, the scal e of operatioins, the technology, the plant
facilities, thefinancial structure, the marketing arrangements, the managerial arrangements, thefinancial results
etc. Theconstructiveinstitution findsitself in the posture of moul ding, modifying and advising on the proposals,
so asto minimisetherisksof failure of the business. It bringsto the entrepreneur its background of experience
in projects, and forces his clientsto re-examine their plans, to understand their implications more clearly, and
particularly the available options. Because of its deep immersion in the daily operations of the firmsit hasan
intimate knowledge of the market place.

124 Establishment of Financial I nstitutionsin I ndia

The Industrial Finance Corporation wasthe first all - Indiaterm lending institution set up under the
Industrial Finance Corporation Act, 1948. This was followed by the establishment of complementary State
level institutions known as State Financial Corporations under the State Financial Corporation Act, 1951.
These two laws provide for the Central Government and the concerned State Government respectively
guaranteeing 1) the share capital, 2) dividend at minimum rates on it, and 3) loans and debentures raised
by these respective corporations. Though the State Financial Coirporations were placed under the
administrative jurisdiction of the concerned State Governments, the Reserve Bank of India s Industrial Finance
Department has been performing the coordinating function and has been advising them practically in all their
operations.
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In 1955, in order to handlelarge foreign exchange loans expected from the World Bank, the Government
of Indiaagreed to the promotion of ancther all - Indiaterm lending institution, namely, the Industrial Credit and
Investment Corporation of India Limited, incorporated as ajoint stock company. At about the same time, the
National Small Industries Corporation Ltd. (NSIC) was established to assist small-scale industries through
marketing, financing and other supporting activities.

In 1956, life insurance was nationalised and the Life Insurance Corporation of Indiawasformed. The
share capital of the Life Insurance Corporation of Indiaiswholly held by the Central Government.

In 1958, in order to utilise the American counterpart funds for helping industry, the Refinance
Corporation for Industry wasincorporated asalimited company under the CompaniesAct. It share capital was
subscribed by the Reserve Bank of India, Life Insurance Corporation of Indiaand afew commercial banks. Its
main function was refinancing Commercial Banks which gave them loansto industry.

In 1963, the Unit Trust of India was formed by an Act of Parliament with the help of development
finance provided by the financial institutions. Its object was to attract small investors who want a regular
return and yet do not want to take the risk of buying equity sharesreadily. It would raise resources by selling
unitsto the public, investing itsfundsin the corporate sector through shares and bonds, and paying dividend to
their unit holders out of its earnings.

In 1964, the need for coordinating agency was felt. It was also thought that such a coordinating
agency should perfectly be kept under the Central Banking authority of the country on the model of the
Canadian Development Bank. Accordingly, the Industrial Development Bank of India was established under
the Industrial Development Bank of IndiaAct, 1964 asawholly owned subsidiary of the Reserve Bank of India.
Thesharesheld by the Central Government and the Reserve Bank of Indiainthe Industrial Finance Corporation
weretransferred to the Industrial Development Bank of India. And further shareswereissued by the Industrial
Finance Corporation to be wholly subscribed by IDBI so that the IDBI became a 40 percent sharehol der in the
IFC. TheIDBI has been conceived not only as one more direct financing agency, but also asarefinancing and
rediscounting aswell as promotiona agency. Inview of itsrefinancing functions, it wasno longer felt necessary
to retain the Refinance Corporation for industry as a separate body, it was merged with the IDBI.

In 1971, anew institution known as the Industrial Reconstruction Corporation of India Limited, was
established as alimited company in order to ook after the sick and closed industrial units and make effortsto
revive them by providing finance and restructure their management. Thiswas converted into afull - fledged
financial institution in 1985 and renamed as Industrial Reconstruction Bank of India. Again thisisconverted
into Industrial Investment Bank of Indiafrom March 27, 1997.

Another investment institution, more analogous to the LIC and the UTI than to the normal term -
lending institutions came into being in 1973; the General Insurance Corporation of India after the Central
Government had nationalised general insurance.

125 Industrial Finance Corporation of India (IFCI)

IFCl was established in 1948 to provide medium and long term credit to industry. The IFCI Act
specifiesthat the corporation would confine itsoperationsto public limited compani es and cooperative socities.
The share capital of IFCI asfollows:

IDBI - 50 per cent
LIC & GIC - 20 per cent
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Scheduled commercial banks - 20 per cent
Cooperative banks 7.71 per cent
Others (Trusts and charitable institutions) 0.29 per cent.

The functions of IFCI can be listed as follows:
1) providing guarantee to loans floated in the public market which are repayable within a period of 25
years.

2) underwriting the issue of stocks, share and debentures, but to be disposed of within 7 years.
3) sanctioning loans or advances repayable within a period of 25 years.

4) extending guarantees in respect of differed payments by importers who are able to make such
arrangements with foreign manufacturers. Such facilities were subsequently extended to cover loans
raised from schedul ed or cooperative banks and differed paymentsfor purchase of capital goodswithin
the country.

Coming to the achievement of objectives is was observed that the Corporation has not succeeded in
contributing significantly to the industrial development of backward regions. But in course there have been
substantial revisionsin policy inthismatter. During 1974 - 75 almost 50 per cent of thetotal sanctionswerefor
backward regions.

The IFCI Operations were confined to public limited companies and cooperatives. It hastherefore, a
built in biasin favour of thelarger industrial sector. But itisrequired to pay attention to circumstances where
normal banking accommodation is inappropriate. The IFCI has frequently not paid much attention in this
direction.

The engineering, textile, chemical and metallurgical industries were among those that received the
major share of assistance in thefirst two years of its establishment. The sugar industry received more than 33
per cent of the total assistence in the first place period. In the second plan period paper and sugar alone
accounted for 45 per cent of the total sanctions.

In 1965, priorities werefixed in the matter of choice of enterprises. The priorities accepted were that
the project should make contribution to a) defence, b) agriculture c) exports, d) import substitutions.

A remarkable change in 1993 was the decision to change the statutory status of the IFCI, and to
incorporate it as a company under the Companies Act. Thiswas followed by the partial privatisation of the
share capital leading to the gradual introduction of private sector norms of efficiency. For all practical purposes,
IFCI, today, is anon - government company with government share less than 50 per cent in share holding. It
has also promoted subsidiary institutions such as the Tourism Finance Corporation(TFCI), the Indian Credit
Rating Agency (ICRA) and a corporation for promotion of venture capital and technology devel opment.

12.6 Industrial Development Bank of India (IDBI)
IDBI was set up as awholly owned subsidiary of Reserve Bank of Indiain 1964 under the IDBI Act.
Following are the prime functions of IDBI:

1) To coordinate the activities of other financial institutions.

2) To supplement the resources of thoseinstitutions.

3) To plan and promote the important key industries.

4) Tofix up and adopt prioritiesto promote industrial growth.
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In 1976, the ownership of IDBI wastransferred from RBI to the Government of India. It was changed
into the apex development bank with all other Indian financial institutions, as its subsidiaries are having a
coordinating function in respect of all financial institutions.

Unlike other financial institutiuons, IDBI is not hampered by any statutory limitations. There are no
restictions regarding the nature or type of security that they may accept from industries. To meet the special
assistence requirements of sick enterprises the IDBI took the initiative in setting up in 1971 the Industrial
Reconstruction, Corporation of India (IRCI) which, further, has been changed into Industrial Investment
Bank of India (I11BI). IDBI has opened regional zonal offices in the North, East and South and also opened
branch offices in each state. The IDBI has initiated a survey in backward states in 1970, for the purpose of
identifying specific projectsinthelight of natural and other resources, demand conditions and infrastructural
facilities.

Anlnter - Institutional Group wasformed under the leadership of IDBI representing financial institutions
like SFC, SIDC, SIIC, the lead banks in the states, State Government Industries Departments and other term
lending institutions, such as the IFCI, ICICI and the ARC.

In 1995, in line with other public financia ingtitutiuons the IDBI also went in for substantial public
issue thereby ending its status as a wholly owned government corporation. It is no longer a apex financial
institution, but one among several competing institutions where there is both government and private share -
holding. It hasalso promoted aCommercial Bank, namely, the IDBI Bank Ltd. aCredit Rating Agency and an
asset management company.

Industry - wise distribution of the assistance sanctioned by IDBI showsthat core infrastructure sectors
received amgjor proportion of assistance sanctioned during 1998 - 99.

IDBI has set up anumber of subsidiariesand associates with aview to expand the functional reach of
the IDBI group and take advantage of opportunitiesin aliberalised market economy.

To give focussed attention to the needs of small - scale industry, IDBI had set up the small Industries
Development Bank of India (SIDBI) in 1990 as a wholly owned subsidiary. The SIDBI Act was amended in
March 2000, enabling, among other things, the transfer of IDBI shareholding to a maximum of 51% from
IDBI.

The IDBI Capital Market Services Limited (IDBI Capital) was set up in 1993 as a stock broking
company to provide arange of capital market related services. It commenced operation asaprimary dealer in
November 1999. It also actsas aportfolio manager and manages theinvestment portfolios of several provident
and pension funds.

The IDBI has set up acommercial bank the IDBI Bank Ltd. in 1994. Thisbank offers high technology
based top-of-the-line branded products. Consegquent upon the initial public offering of the equity sharein
February 1999, IDBI now holds 57.14% of the equity of IDBI Bank Limited.

Totake advantage of the emerging business prospects of the I T sector, IDBI set up IDBI Intech Limited
in March 2000 to undertake IT related activities. Torealiseitsgoals, INTECH will operate in multidimentional
frame-work-as advisor, software developer , systemsintegrator and implementor, provider of share services,
speciaist in training and devel opment and also as aforum for ideas on digital economy solutions.
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Consequent to amendment of the Debenture Trustee Regulation, 1993, requiring arms length
relationship to be maintained between the issues and the trustee, IDBI has set up IDBI Trusteeship Services
Ltd, under the Companaies Act, 1956 in March 2001. It proposes to induct an international strategic partner
into this venture in due course. The new company would be technology driven to provide safety, upto date
information and professional servicesto the subscribers and issuers of debentures.

12.7 TheIndustrial Credit and Investment Corporation of India Limited (ICICI)

The ICICI was founded by the World Bank, the Government of India and representatives of private
industry on January 5, 1955 to encourage and assist industrial development and investment in India. Themain
objectives of the ICICI were the following:

1) Providing assistancein the creation, expansion and modernisation of industrial enterprises,

2)  Encouraging and promoting the participation of private capital, both internal and external in such
enterprises, and

3) Encouraging and promoting industrial investment and the expansion of investment markets.

Over theyears, ICICI hasevolved into adiversified financial institution. Itsmain operationsinclude,
1) medium - term and long - term project financing for the infrastructure and manufacturing sectors,

2)  corporate finance to meet the treasury requirements of Indian companies,

3) Leasefinance

4) A comprehensive range of financial and advisory services.

The liberalisation of Indian economy in the 1990s offered ICICI an opportunity to provide a wide
range of financial services. For regulatory and strategic reasons, |CICI set up specialised subsidiaries in the
areas of commercial baning, investment banking, non-banking finance, investor servicing, broking, venture
capital financing and state-level infrastructure financing.

ThelCICI estabalished the ICICI Venture Funds asawholly owned subsidiary. Itsprimary investment
objectiveiscapita investment by way of equity or equity related securitiesin unlisted companies with significant
growth potential. Itis main areas of investments are information technology, biotechnology and life sciences,
media and entertainment and retail services.

Formed in 1993 when ICICI’s Merchant Banking Division was turned into a new company, i - SEC
today is Indias leading Investment Bank and one of the most significant playersin the Indian Capital markets.
i - SEC offers its clients widest and in - depth range of services in the market, with high standards of
professionalism.

In March 1995, ICICI Brokerage services was setup as a 100 per cent subsidiary of i - SEC. It
commenced its securities brokerage activities in February 1996 and is registered with the National Stock
Exchange of India Limited and The Stock Exchange, Mumbai.

During the year 1998 - 99, there was a significant shift in the compani€’s operations from leasing and
hire purchase to distribution and serving of all retail products for the ICICI group. The company has become
acritical part of ICIClI’s retail strategy aimed at offering a comprehensive range of products and services to
retail customers. Inview of this changein business, the name of the company was changed from ICICI Credit
Corporation Limited to ICICI Personal Financia Services Limited with effect from March 22, 1999.
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ICICI Capital Service Limited wasincorporatedin the name of SCICI SecuritiesLtd. in Sept. 1994 as
awholly owned subsidiary of erstwhile SCICI Ltd. With the objective of providing stock broking services
related to al retail and semi retail liability products of ICICI. The Company was previously involved in
distribution of safety bonds, has now been focused its attention being a provider of a comprehensive range of
financial products and services from December 1999 onwards.

ICICI Bank was established in 1994. In 2001, the ICICI and two of its retail finance subsidiaries,
ICICI PFsand ICICI capaital servicesLimited, were merged with the ICICI Bank. ItisIndia’ssecond largest
bank.

12.8 StateFinancial Corporations

The State Financial CorporationAct, 1951, hasenabled the State Governmentsto set up State Financial
Corporations in order to provide loans to small and medium industries making a significant contribution the
industrial advancement to their respective States.

A SFC cannot grant assistance to any party exceeding Rs. 30 lakhs. Nor it can assist any industrial
concern with its paid up capital and reserves exceeding Rs. 1 crorein the aggregate. The activities, coverage
and overall performance of SFCs have expanded considerably over the years. With the passage of time, their
operations have thrown up several problems connected with the organisations, management, resource
mobilisation, operational efficiency and overall financial health.

With theintroduction of financial sector reforms, the business environment of SFCsalong with other
financial institutionsis becoming increasingly competitive. To enable SFCsto adopt themsel vesto the emerging
environment and promote the growth of the small scale and tiny industries sector in the desired manner,
Government has recently enacted amendments to the State Financial Corporations Act, 1951 with aview to
enlarging their sharehol ders base, providing them with greater functional autonomy and operational flexihility
and ability to respond to the needs of the changing financial system. Along with amendmentsto the SFCsAct,
1951, aneed hasbeenfelt to restructurethe SFCsfor strengthening and revitalising them. Accordingly ahigh-
level committee has been set up under the chairmanship of Shri G.P. Gupta, Chairman and Managing Director
of IDBI for looking into the functioning of SFCs and to make recommendations for their restructuring and
revitalisation.

Therole of SFCs has become some what uncertain in the changed economic policy environment since
1991. They no longer enjoy the special facilities and their rolein the present context should be redefined.

12.9 Industrial I nvestment Bank of India

In 1971, the Government of India established an institution, namely, Industrial Reconstruction
Corporation of India (IRCI), with the main objective of reconstruction and rehabilitation of industrial units
which were closed down or were facing the risk of closure but which could be made available with suitable
assistance.

The need for more powerful institution provokes establishment of the Industrial Reconstruction Bank
of India (IRBI) on March 20, 1985 to deal with the problem of industrial sickness under the provisions of
Industrial Reconstruction Bank of IndiaAct, 1984, and the erstwhile Industrial Reconstruction Corporation of
Indiawas vested and transferred to the IRBI on that date.

In 1997, IRBI was converted into acompany and transformed into afull-fledged financia institution
known as Industrial Investment Bank of IndiaLtd. (11BI). The Bank has shifted its operationsfrom the revival
of sick- unitsto business orientation.
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Against the backdrop of thefinancial sector reformsinitiated inthe country and the emerging competitive
environment, the organisation was restructured and converted into the present form of 11BI in 1997. Since
August 2001 I1BI has undertaken an asset reconstruction exercise to unlock NPAs (non-productive assets)
for productive purpose. For this purpose it has set up departments for asset reconstruction and risk
management.

12.10 Lifelnsurance Corporation of India

While IDBI, IFCI, ICICI and SFCs are developmenta term lending financial institutions, the Life
Insurance Corporation, the General Insurance Corporatoin and the Unit Trust of India are not devel opmental
banks but are considered as investment institutions.

The enitre share capital of the LIC which was set up in 1956 after the nationalisation of lifeinsurance
is held by the Central Government as a wholly owned corporation in order to carry on the business of life
insurance and deploy the savings to the best advantage of the policy holders and the community as awhole.

LIC providesfinancial assistanceto theindustrial sector, by granting loansfor setting up of industrial
estates. A large part of thefundsof LIC isdeployed asloansto assist the devel opment of social overheadslike
housing, rural electrification and water supply schemes.

Besides normal investment operations by way of sale and purchase of securitiesin stock markets and
investment in Government securities, the corporation has been anticipating with other all - Indiainstitutionsin
extending direct assistance to industriesin the form of loan and direct subscription to shares and debentures of
industrial concerns.

12,11 Unit Trust of India (UTI)

The UTI, apublic sector mutual fund was established in 1964. The share capital of UTI was subscribed
by the IDBI, LIC, SBI and its subsidiaries and other scheduled banks and financial institutions. The main
objective of the UTI isto mobilisethe savings of the community and channelise theminto productive corporate
investments so asto provide for growth and diversification of the economy. The management and performance
of the UTI for sometime has been so bad that in by mid 2001 thefinancial crisis of the Trust become public and
it has virtually betrayed the trust of millions of investors.

12.12 General Insurance Corporation of India

The GIC was set up in 1973 after the nationalisation of general insurance. It iswholly owned by Ithe
Central Government and has four subsidiaries, viz., National Insurance Company, The New India Assurance
Company, The Oriental Insurance Company and the United India Insurance Company. The GIC provides
assistance to industries in the form of loans, underwriting and direct subscriptions to shares and debentures,
placement of short-term deposits with companies, etc. Along with LIC and UTI, GIC buys back debentures
tendered by individual holders back to companies for encashment after a stipulated period and thus provides
liquidity to such long-term financial assets.

12.13 Summary :

There are anumber of ingtitutions at all - Indiaand State level for assisting the devel opment of large,
medium and small industries by providing financial and various other promotional assistance. Among them
the most - important were IDBI, IFCI, ICICI and 1IBI. IDBI is the apex institution which coordinates the
activitiesof all other financial institutions.
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Apart fromthat, someinvestment ingtitutionslike UTI, LIC and GIC and itssubsidiariesare providing
industrial finance. State Financial Corporations have aso been set up in most of the states.

Development activities of Financia Institutions include identifying industrial potentials of different
areas, development of entrepreneurship through training and motivation, assistance in project identification,
feasibility studies and preparation of project reports, technical and manageria consultency, risk capaital
assistance, etc.

12.14 Further Readings

1) Ruddar Dutt and Sundaram KPM, Indian Economy, S. Chand and Company Limited,
New Delhi, 2001.

2) Aswathappa. K., Essentials of Business Environment, Himalaya Publishing House,
New Delhi, 2000

12.15 Self - Assessment test
1) Review the performance of financial institutions.

2) What arethe new directionsin which the financial institutions must proceed?

3) Bring out the recent reforms followed by financial institutions.



Business Environment (13.1) Indian Foreign.... s

LESSON - 13

Indian Foreign Trade and Exim Poalicy

Objectieves:
The main purpose of thisunitisto helpyouto:
* understand therole of International or Foreign Trade in the economic development of country.
* identify the Trendsin India's Foreign Trade
* examine the control and regulations of Foreign Trade
* outline the Direction of India's Foreign Trade
* review the Exim Policy toward India’'s Foreign Trade.
STRUCTURE:

131 Introduction

13.2 Control and Regulations of Foreign Trade

13.3 Foreign Trade Relations and Economic Palicis
134 TrendsinIndia's Foreign Trade

135 Direction of India’sForeign Trade

13.6 India'sExim Policy : A review

13.7 Conclusion

13.8 Keywords

13.9 Self Assessment Questions

13.10 Further Readings

13.1 Introduction

Foreign Trade or International Trade playsavital rolein any economic development of the country. It
refers in ordinary terms as the trading of goods between countries.As in the words of D. H. ROBERTSON,
Foreign Tradeisan engine of growth’ ThisInternational tradeis an extension of Internal Trade which provides
all commodities and services to any country by exporting required things. It means a single country cannot
produce everything by its own, therefore acountry should export those commodities which are made at cheaper
cost by exchange with other country goods can produce at alower cost.

Foreign Trade Provides many advantages / facilities like provision of capital through international
investment, transmission of knowledge, skill, managerial ability entrepreneurship and influence of competition
by preventing monopolies in home country. Finaly, International Trade influences major segments of the
economy like production, employment, technology and resource utilisation etc.,

13.2 Control and Regulation of Foreign Trade

A devel oing economy may be required import of essential consumer goods due to short supply. In this
situation, any country should import required scarcity of consumer goods for curbing inflationary conditions,
like wise, India also imported foodgrains for avery long time to save from scarcity or food problem. But any
country will have to be matched with their exports. Hence, in the early stages of any devel oping economy may
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suffer from deficitsin balance of Payment in short - run. But heavy dependence on foreign assi stance becomes
burdensome in the long-run. For clearing al these problems, a country should follow certain control and
regulations in Foregn Trade to strengthen the internal economy. All the Governments of any country should
follow formal and informal policiesto restrict imports and boost exportsin addition to the quotas, tariffs and
other restrictions. Administrative policies are bureaucratic rules and procedures which are formul ated to make
it difficult to import the goods into the country.

13.3 Foreign Trade Relations Economic Policies :

International Relations among different countries of government will influence the Foreign Trade
directly and indirectly in size and growth. In thewords of expertinforeignrelations arethe state of peaceful
co-existencethat prevails among the nations of theworld, which isgoverned by variousfactors, some of which
are the power politics, economic interdependence among states and socia pattern that set in, due to verious
happenings in the course of the passing years.” International relations identifies the factory and activities
affecting the external policies of the governments. Hence all governments of various countries maintain the
balence between their national interests and international responsibilities.

Interaction among different countries of governments will devel op the Foreign Trade Relationsto co-
operationsor collaboration and conflicts. Herethe Foreign Trade Rel ations are governed by the Foreign Policies
of the governmentsintermsof at social, technilogical, economic and political policies. All the economic policies
at Foreign government certainly & influence the Foreign Trade Relations. Now we can observe the Foreign
Trade Economic Policy as below :

Economic Palicies:

Foreign Trade reletains mainly depends on Economic Policies of different foreign governments. In
thisway Foreign Trade among nations had devel oped over the period. Later, the Foreign nations have started
co-operations among themselves by establi shing various economic organi sationslike banks, industries, business
firmsinvarious countries. All thesetrade devel opmets over the period led to the formation of variouseconomic
policiesliketariff policy, international certels, Intergovernmental commaodity agreements, dumping, treemptive
buying, luotas, licences, state trading and subsides etc.,

1) TariffsPolicy : Tariffsreferstothetax imposed on importsand exports Generally thesetariffesare
in two (2) forms like specific Tariffs and valorem tariffs. basically, the imposing of these tariffs to protect
domestic industry from the competition of foreign companies and to get revenue to the government. These
Tariffs Polices are different from country to country. and product to product.

Tariffs Protect domestic industry and also enhance inefficiency. This protectionalism has continued
since world war Il. The formation of GATT [General Agreement on Tariffs and Trade] and subsequent
establishment of world Trade organisation (WTO) are the Erends towards the elemination of Tariffs.

2. International Cartels : International cartels are the agrements among companies or countries,
carrying out the same business but located in different countries in order to exert monopolitic competition.
Generally, to avoid competition among same businesses in order to exert monopolistic influence over price,
quality and quantity of production. For instance the agreements between OPEC [organisation of petroleum
Exporting Countries] countries and international Air Transort Association.

3. Inter national Commaodity Agreements: When the different countries producing the same products
and exporting to the same countrieswill enter into on agreement in order to avoi d competition among themsel ves.
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This type agreement is known as “International commodity Agreement” Presently these agreements are in
practice by the name of buffer stock agreements and price controls to meet their abjectives.

4. Dumping : Recently, in Foreign Trade the dumping policy playing avital roleto sell their products.
Dumping means selling the productsat a pricelessthan the ongoing pricein the market or lessthan the cost of
production. By this dumping Foreign companies can sell the exless production or to earn foreign exchnage.
Mostly major devel oped countries used this dumping world war 11. Presently, Chinais using dumping tool by
importing their products in Indian market. To avoid this problem, importing countries using anti-dumping
duties to protect domestic economy.

5. Pre-emptive buying : Thistypect economic policy will protect the countriesiswar crisissituations
generally, the countries which are in war crisis buy the goods from the neutral countriesin order to depriving
the economy from having the products needed by them.

6. Quotasand Licenses: These are quantitatives controlsimposed by theimporting country on input
of goods. Quantitative restrictions or quotes areto protect the domestic industry, from the foreign competition.
Recently, Indian government also used this quentitative controls to avoid dumping from Chinese products.
However, quotas make the domestic industry inefficient.

7. Sate Trading : Thistype of economic tool used by the governmentsfor trading in alimited number
of goods and services, State Trading will provide freedom to domestic firm in the country to make healthy and
wealthy.

8. Embar goes and Boycotts : These are also playing important role in foreign trade. Embargoes
relatesto prohibit the shipment of al goodsto aparticular country or to agroup of countries... Where as boycot
they are opposite of empbargo. This boycott stops the imports from country a group of countries.

13.4 Trendsin Indian’s Foreign Trade:

Theorigin of India's Foreign Trade is not a new phase which was back to the age of theindus valley
civilisationin India s History. The movement and growth could be identified during the period Britishersrule.
At the Britishers regime, India was a supplier of raw materials and goods to England and an improt of
manufactured goods. The actual organised system was developed made after Independence of the country.
Particularly, the preperation of economic planning made a several changesin India's Foreign Trade since five
decades. There were many changes occured both in value of exportsand imports of the country over the period.
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Table13.1: India’'sForeign Trade: Trends.
(Rs. Crore)
Year Exports Growth Rate Imports Growth Rate Trade Balance
1950-51 606 - 608 - -2
1951-52 716 18.2 890 46.4 -174
1952-53 578 -19.3 702 -13.1 -79
1954-55 593 11.7 700 14.8 -107
1955-56 609 2.7 774 10.6 -165
1956-57 605 -0.7 841 8.7 -236
1958-59 581 3.6 906 -12.5 -325
1959-60 640 10.2 961 6.1 -321
1960-61 642 0.3 1122 16.8 -480
1961-62 660 2.8 1090 -2.9 -430
1963-64 793 15.8 1223 8.1 -430
1964-65 816 29 1349 10.3 -533
1965-66 810 -0.7 1409 4.4 -599
1966-67 1157 42.9 2078 475 -921
1967-68 1199 3.6 2008 -34 -809
1968-69 1358 13.3 1909 -4.9 -551
1969-70 1413 4.1 1582 -17.1 -169
1970-71 1535 8.6 1634 3.3 -99
1971-72 1608 4.8 1825 11.7 -217
1973-74 2523 28.0 2955 58.3 -432
1975-76 4036 21.2 5265 16.5 -1229
1976-77 5142 27.4 5074 -3.6 68
1977-78 5408 5.2 6020 18.6 -612
1978-79 5726 59 6811 13.1 -1085
1980-81 6711 4.6 12549 37.3 -5838
1981-82 8803 12.8 14293 5.0 -5490
1983-84 9771 11.0 15831 10.8 -6060
1984-85 11744 20.2 17134 8.2 -5390
1985-86 10895 -7.2 19658 14.7 -8763
1986-87 15674 25.9 22244 10.7 -6570
1987-88 20232 29.1 28235 26.9 -8003
1989-90 27681 36.8 35416 25.4 -7735
1990-91 32553 17.6 43193 22.0 -10640
1991-92 44042 35.3 47851 10.8 -3809
1992-93 53688 219 63375 324 -9687
1993-94 69547 304 72806 15.7 -3259
1994-95 82338 184 88705 21.8 -6375
1995-96 106465 29.3 121647 371 -15182

Source: 1. Economic Survey, 1995-96,

2. Economic and Palitical Weekly, September 28, 1996
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Here we may state some of the salient trends of India’s Foreign trade during the periods of 1950 - 51 to
1995 - 96.

* In thefirst place, the value of exportsrose from Rs 606 croresin 1950 - 51 to Rs 1,06,45 croresin
1995 - 96. Likewisethe value of importsincreased from Rs608 croresto Rs 1, 21, 647 crores during the same
period as quoted above.

* There hasbeen larger growth of importsthan exports. i.e., the growth ratefor exportsranged fromas
low as-19.3 percent in 1952 - 53 to 42.9 percent in 1966-67. Similarly, the growth rate of imports varied from
-21.1 percent in 1952 - 53 to 58.3 percent in 1973 - 74.

* The major identified factore is an expansion of exports is inageluate. During the first three plans,
therewas small increasein exports due to deval uation of the rupeein 1966 and later GOI introduced aseries of
fiscal aid, cash incentives to boost exports. But out exports did not find any good position than importing.

* During 1990-91, India has registered negative trade balance due to trade deficit in that year was
Rs.10,640 crores.

* Due to change in the structure of exports and Industrialisation, exports of non-traditional terms (
engineering goods, handicrafts, readymade garments, fish and fish products, precious stones and jewellery etc)
have been increasing than traditional exports.Now, the value of these non-traditional export goods constitute
more than 50% of exports.

In 1991, The Indian Gowt, initiated major import and export liberalisation Programme as part of its
what is now commonly known as the New Economic policy. Import liberalisation like gradual reduction of
mport tarfifs and elimination of import restrictions.

13.5 Directions of India’s Foreign Trade:

The role of India's Foreign Trade has placed a vital role with al other countries in the world. i.e.,
India's Foreign Trade covers the countires all around the world. For understanding of directions of India's
Foreign Trade, the following classificationswould provide abrief review about countries of theworld asbel ow

i) OECD (Organisation for Econoinc Co-Operation and Development ) Countries, comprise of
* EEC Countires( The European Economic  Community): UK, Germany, France, Belgium etc..
* North America: Canada, USA

* Asiaand Oceania: Australia, Japan

i) OPEC (Organisation? of petroleum exporting countries)
iii) Eastern Europe

iv) devel oping countries

V) Others

Herewecan identify the directions of India’ simports and exportswith other countries of theworld like
as below

- Imports of India's Foreign Trade from other countries of the world.
- Exports of India’s Foreign Trade to other countries of the world.
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Imports:

It can beidentified that the imports of India’ s foreign trade majorly depended on OECD countries. At
initial years of 1960 - 61, major share of the imports were registered from OECD countres at 78 percent. In
OECD countries, USA and UK also played a mgjor role which are influenced the total imports of Indias
Foreign Trade. After USA and Uk some of other European Economic Community(EEC) and Asian countries
like Bilgium, Japan have become major partners in India’s imports are concerned Basically, India imports
capital goods, rawmaterials a semi - products from these countries. In this streamline, India imports mainly
petrolium, Oil and Lubricants[ POL] from OPEC countriesthe share of OPEC countriesin theval ue of imports
went up steeplydue to changes in POL price form time to time Mainly, In 1991, India suffered POL scarcity
duly in Gulf crisis. Dueto all these reasons, OPEC countrieswill be an important India simport country inthe
futute. If we observe, the India’simport position from Eastern European countries like USSR, identified that
the major import items steel, chemicals, capital eqiupments pharmaceuticals and petroleum products during
mid-sixties and mid-eighties. But in mid-nintees, the vaue of imports from these Eastern European countries
accounted for only 2 percent as compared to the previousimports. In thisderection, other countrieslike SAARC
( South Asian Association for Regional Co-operaion) also registered their exportsto Indiasince 1980s. Onthe
whole, India has registered a significant value and volume of imports from different regional diversifications
of countries.

Exports:

A significant share of Indias Exports were registered to OECD countries since 1960s. During 1970s
and ‘80s the share of India’s exports were declined but in later decades, it has improved significantly. In this
deriction, India'sexports deversified anong othe OECD countrieslike, Japan, Belgium, France, Germany and
Netherlandsetc.., The share of Asian countriesin Indiasexports has steadily gone up. Particularly, dueto the co
operation of SAARC countries our India's exports were increased largely to the south Asian countries.

Fromthe aboveIndia simportsand exports, we can identified thefollowingimportant major implications

like

* In India’s imports the major share went to OECD countries.

* USA hasregistered its leading position for Indias Imports among othe OECD countries.

* Thetraderelationswith East European countrieslike Russiahave declined due to disintegration of the
USSR since 1990-91

* Among other productsof India simports, the POL ( Petroleum, Oil and Lubricants) & OPEC countries

hasregistered asignificant increase level. But interms of trade exportsto OPEC is not too significant.

* The Importance of developing countries like Asian countries as trade partner is growing rapidly.
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Table 13.2: Direction of India’'s I mports 1960-61 - 1993-94 (% Sharein value)

Countries 1960-61 1970-71 1980-81 1990-91 1993-94
1 OECD : 78.0 63.7 45.7 54.0 56.1
1. EEC: 37.1 19.6 21.0 29.4 30.1
- Belgium 14 0.7 24 6.3 8.1
- East Germany 10.9 6.6 55 8.0 7.7
- UK 194 7.8 5.8 6.7 6.6
2. North America 31.0 34.9 14.7 134 12.7
- USA 19.4 7.8 5.8 6.7 6.6
3.Asia& Oceania 7.1 74 7.4 11.2 9.7
- Japan 54 5.1 6.0 7.5 6.6
I OPEC : 4.6 7.7 27.8 16.3 225
[l. Eastern Europe 34 135 10.3 7.8 17
- USSR 14 6.5 8.1 5.9 11
V. Developing Countries 11.7 14.6 157 184 154
-Asa 5.7 3.3 114 14.0
V. Others: 2.2 0.5 0.5 35 4.3
Total 100.0 100.0 100.0 100.0 100.0

Source: India: Towards Globalisation, UNIDO, 1995

Table 13.3: Direction of India’s Exports: 1960-61 - 1993-94 (% Sharein value)

Countries 1960-61 1970-71 1980-81 1990-91 1993-94
l. OECD : 66.2 50.1 46.6 535 57.0
1. EEC: 36.2 184 21.6 27.5 26.1
- Belguim 0.8 13 2.2 39 3.0
- Germany 31 2.1 5.7 7.8 6.9
- UK 26.9 111 5.9 6.5 6.2
2. North America 18.7 15.2 12.0 15.6 19.1
- USA 16.0 135 111 14.7 18.1
3.Asia& Oceania 10.1 15.2 10.6 104 9.1
- Japan 55 13.3 8.9 9.3 7.8
. OPEC : 4.0 6.4 111 5.6 10.7
[l. Eastern Europe 7.0 21.0 22.1 17.9 3.8
- USSR 4.5 13.7 18.3 16.1 2.9
V. Developing Countries 14.8 199 19.2 16.8 241
-Asia 7.0 10.8 134 14.3 -
V. Others: 8.0 2.6 1.0 6.2 44
Total 100.0 100.0 100.0 100.0 100.0

Source: India: Towards Globalisation, UNIDO, 1995
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13.6 India’s Exim Policy: A Review

EXIM policy implies export and import policy which refers a Trade Policy adopted by a country with
other countries reference to exports and imports. Managing any exports and Imports of country strategically
needs an understanding of thetrade policies. But, in Internantional trade, Exim Policy deal swith policiesof the
national government relating to exports of various goods and services to various countries either on equal
terms and conditions or on discriminatory terms and conditions. In this connection, the trade policy can befree
trade policy or protective trade policy. In frec trade policy, there is no restrictions on exchange of goods and
services between different countries and absence of tariffs, quotas,taxes and exchange restrictions. This free
trade policy may be beneficial to many importign and exportng countries, But particularly, the undevel oped
countries were suffered from this free trade policy, In view of these things, International economy identified
the emergence of protective trade policy in 20th century.

Like this restrictive trade Policy protecting the domestic country from the competition of advanced
countries by imposing quotas. Trade policiesof some countries aim at building competencies among the
domestic companies by providing subsidies. Thus the countries announce trade policies from time to time to
conduct businessin various countries. Thus, trade policy will strongly influencethedirection, trend and growth
of foreign trade of a country in the process of long-term economic devel opment.

India'strade policy ( Exim policy ) hasexport and import sides. The major influence on Eximpolicy in
theinitial decades after independece. Industrialisation and self-sufficiency in essential commoadities were the
important objectives of India’s trade policy. On the whole, import substitution and protection to domestic
industrialisation through a system of tariff and non-tariff control became the highlights of India’'s Exim policy
during 1950 - 51 to 1990 - 91. Since 1990 - 91, there are many remarkable changes placed in India’s Exim
policy dueto remarkable liberalisation as part of the overall economic development.

Phases and changesin EXIM Policy of India:
India sEXIM Policy hasundergonethefollowing changesduring different periods after Independence.

During 1950-56: During thisperiod , ther wasno clear Exim policy and import restrictions of any kind
exist dueto rough equilibriumin the BOp (Balance of Payment), and with import demand more or lessequalling
export earnings.

During 1956 - 61 : During the second half of the fifties, the Govt., imposed quantitative restricitons
on imports due to heavy industrial planning and the rapid risk in imports put pressure on India's BOPs.
During this period, Import substitution was stimulated while exporting were not considered aline of activity
to be stimulated.

During 1961-66 : In the early sixties, the quantitative restrictions for imports were continued and
boosted exports by creating afavourable atmosphereto export industries and the devel opment of export support
services. During this period, export subsidisation was al so introduced to offset the penalties when quantitative
restrictionsimposed.

During 1968-75: From theend of sixtiesup to themid seventies, the country reinstated and augmented
the export subsidies. Import policy became restictive and complex. All these steps were taken up due to the
refugee inflow with Bangladesh war in 1971, stagment agricultural production and oil-price hike shock of
1973 etc., The scarcity of foreign exchanes became more acute. For this, anew set of restrictive measures for
imports was introduced every year. In the letter of the 70's the foreign exchange reserve position improved
due to increased agriculutural production and decline in the public investment.
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During 1975 - 85 : In this period, the net result was a relaxation in the severity of import control.
Protective gquotas, remained intact and domestic industry continued to be completely shielded from import
competition

During 1985-91: In april, 1985 the GOI [ Government of India] announced new EXIM Policy for a
period of three yeras. The objective of these policies was to bring some stability to the policy and there by
reduce the uncertainity. These two three year policies ( 1985 - 88 and 1988 - 91 ) did represent some major
simplicfications.

Since1991: Theradical changeswereintroduced in India’s Exim policy since 1991 for gradual and
steady curtailment of import tariffsand liberalisation of quantitativerestrictions, The major following changes
in Exim Policy since 1991s can be identified. These are

* Liberalised exchange rate management system( LERMYS)

* Import licencing liberalisation

* Export promotion capital Goods ( EPCG) scheme introduced
* Improvement in Advance Licensing.

* Introducing of EPZs/ EOUs

* Tariff Rationalisation.

Major New EXIM policy changein the90's

Exim Policy, 1990 : The Government of India announced a New Exim Policy on 30th April 1990
which was a year in advance of 1988 - 91 Exim Policy. The main objective of this New Exim Policy are as
below.

* The Open General Licence ( OGL) List was expanded to facilitate easy access to import of items
which are not available in the country.

* A schemeof star trading House wasintroduced for exportswith an average annual net foreign exchange
earnings of 7 crorein the preceeding threelicensing years of the base period.

* The Import - Export pass book scheme was withdrawn which was introduced in 1986.

* A scheme of automatic licencing wasintroduced under which up to 10 percent of the value of previous

year's lincense could be imported.

EXIM Palicy In 1991: Indiaintroduced a programme of economic reformsin June 1991 to avoid all
the crisis of Balance of payment and foreign exchange resources etc., These economic reforms were
influenced thetrade policies apart from Industrial policiesetc., The major poicy changes in 1991 Exim Policy
asfollows:

* The Magjor change in the import Licensing system import entitlements linked to export earnings.

* A new system of advance licensing designed to provide exporters with duty free access to input by
simplifying and speeding up the proces of issuing these licenses.

* Another major change in the procedure of import of capital goods was simplified which was up to
25% of the value of plant and machinery subject to a maximum of Rs 2 crore.

* In Trading Houses, 51% of Foreign equity has permitted with all the benefits available to domestic
export and trading houses.
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*

To promote EPZS/EOU several changes were taken and implemented the international price
Reimbursement scheme (IPRS) for supply of steel.

EXIM Policy during 1992 - 97: After June, 1991, The GOI introduced a new five (5) year EXIM

Policy was announced on 31st march,1992. This exim policy gave a further push to liberalisation by freely
allowing imports of al items except a negative list. The following changes were major influenced export and
import position of India

*

FreeImport to all goodsincluding capitl goods except negaticelist of consumer goodswith 28 specific
items and 70 other items those imports would be restricted.

Export of all itemes are free except anegative list.

Another liberlised schemewasthe export promotion capital goods[ EPGG] by whichimport of capital
goods was permitted at 25% import duty subject to export obligation of three plansthe C.I.F value of
imports.

A New system of exchange rate management was introduced by the name of Liberalised exchange
Rate management System [LERMS] As per this system, 40% of proceeds of exports and inward
remittences was purchased at the official exchange rate by RBI for official use. All other receipts and
payments are converted at the market exchage rate.

Certain categories of exports and exportersare eligible for special import Licenses[ SILA] inorder to
enable them to import specified items which are on the restricted list.

Imports of Kerosene ail, Liquid petrolium Gas [LPG], Low sulphr heavy stock amongst Petolium
products and Phosphatic and potassic fertilizers are decanalised

The maximum import duties were reduced from 110% to 85%. There were substantial reduction in
customs duties on capital goods, ferrous and and non-ferrous metals and chemicals.

Exim Policy during 1997-2002: After1992 - 97 policy, the government of Indiaannounced new five

year Exim policy for 1997 - 2002 on 31st march 1997. This policy carried further the process of tradeliberalisation
like cut down the list of quantitative restrictions on imports, simplified procedures, reduced multiplicity of
schemes, provided special incentivesfor agro and allied sectors and encouraged domesetic sourcing of Imports.
In addition to these changes the following were some of the identified changes during this EXIM Policy

*

*

Shifting of restricted list of 542 itemsto the specia import Licence ( SIL) and OGL lists.

Introduced a new duty entitlement pass book scheme instead of value based Advane Licence Scheme
asitis.

Continuation of Quantity based advance license scheme asit is.

The duty has been reduced from 15% to 10% under export promotion capital Goods.| EPCG] scheme.

The time period has been enhanced from 12 months to 18 months for export obligation period under
advancelicence.

On the post-shipment basis, exporter, shall be entitled for duty - free credity at notified rates. He can
use thisfacility to import any freely importable item.

The new EXIM Policy has revised the threshold of export obligation for the different categories of
export/trading houses. These revised threshol ds limits and previousthresholdslimits are prescribedin
the following table.
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Table13.4 : Export Obligation
(Rs.incrore)

Item Export Trading Sar Trading Super star
House House House Trading House

F.O.B. 3Year 20 100 500 1500
Average (20) (50) (250) (750)
Net Foreign Exchange (NFE) 16 80 400 1200
3 year Average (6) (30) (125) (400)
F.O.B. Preceeding 30 150 750 2250
year (15) (75) (300) (1000)
Net Foreign Exchange Proceeding 24 120 600 1800
year (12) (60) (150) (600)
SIL (%) 6 8 10 2
F.O.B. Basis 4 (5) (6) (12)
SIL (%) 7.5 10 12 15
NFE basis (6) (8.5) (12) (16)

* Figures shown in brackets relate to previous limits.

* As per the New EXIM policy quantitative based advance licence shceme (Qabal) will continue.
* The Export Promotion Capital Goody (EPCG) payable duty has been reduced from 15% to 10%.
* Another relexation to EOUS/EPZ unity in the Agro Sector will be allowed to sell 50% of their production

in Domestic Tariff Area(DTA) without stipulation of any value addition and these units are allowed to
input the with of improment at Rs 5 crore and above thislimit come under the zero duty EPCG sheme.

* The export obligation period has been enhanced from 12 months to 18 months under advance licence
scheme.

* Similerly the validity of advance licence system has been enhanced from 12 monthsto 18 months.

* Anexporter can avil special inport licence (SIL) from 2 percent F.O.B. to 5 percent f.0.b.thosewho are
holding SO 9000 series certification.

* Thevolumelimit for advancelicence under production programme basis has been increased from 25%

of average f.o.b. value at exportsto 100% average f.o.b. value of exports.

Thus the new EXIM policy has attracted industry in general and exporters in particular. Because the
simplification of procedures, reduction in duties and incentivesto promote exports etc together hel ped
for the growth of exports.

13.7 SUMMARY :

Thelndia s Foreign Tradeis not anew phase which was back to the age of the Indusvalley civilisation
in India's History. The movement and growth could be identified during the period of Britishersrule. It has
grown remarkably, both interms of value and quantity. The role of India's Foreign trade has placed a vital role
with all other countries in the world. i.e. The Directions of India’ s Imports and exports with other coutries at
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the world made a significant changes in the economic devel opment of the country. India’s Foreign Trade has
got momentum due to changes in India’'s Exim policy since 1950 - 51. The objectives of achieving self -
sufficiency, protecting domestic industry and Bops, problemsand for import control regime through quantitative
and non-quantitative restrictions, particularly, India adopted aradical changesin Exim policy since 1990 - 91
crisis. All these changes have opened up the economy to internatinal competition considerably.

13.8 Key words:

Import substitution: The process of developing Industries to produce indigenous goods instead of
imported goods and to acquire self sufficient technology to produce by own.

Balacneof Trade: It refersto the diference between teh values of exportsand importsin the Interational
trade.

Negative List : refersto list of itemswhose imports are totally banned or stopped.
CIF : Implies cost, insurance and frieght or charged in full.

OGL List: refers open General licence [ OGL] which can be imported without a licence and without
guantitative restrictions, but with the payment of existing customs duties.

F.O.B : implies free on board. A term given to the system of paying for goods shipped from or to
another country when the amount is sufficient only to cover the value of the good and excludes insuracne and
freight.

13. 9 Sdf Assessment Questions:

1 Writetherole and significance of foreign trade for adevel oping economy and analyse the major trends
in the growth of India'sforeign trade ?

2. India’s Import are more critical and indispensable than exporting Do you agree ? Why ?
3. Analysethetrade policy [Exim Policy] reformsimplemented by Indiain the 1990s ?write anew exim
policy briefly ?

4, List out the major changes effected in India’s exim policy in the *90s and its implications ?
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LESSON - 14

INDIA'S BALANCE - OF - PAYMENT

Objectives:
Thislesson familiarises you with the
*  The concept of Balance - of - Payment, Balance - of - Trade, and difference between these two
*  Different elements of balance - of - payment
* dignificance of BOP
*  Analyse the causes for disequilibriumin BOP and correction of disequilibrium
* BoPcrisisinIndiain 1990's
*  ldentifying the ways to have afavourable BOP Position.

STRUCTURE:
14.1  Introduction of Balance- of - Payment
14.2  Componentsof BOP
14.3 Importance and Format of Balance - of - payment
144 KeyindicatorsinIndia'sBOP
145 Disequilibriumin the BOP
14.6  Correction of Disequilibrium of BOP
147 India’sBOP Crisisof 1990 s
148 Summary
149 Keywords
1410 Sef Assessment Questions

14.1 Introduction:

The Balance of Payments (BOP) is a systematic record of all economic transactions between the
residents of acountry and the rest of theworld in aspecific period of time. Generally BOP statement presents
or consists of all receipts on account of goods exported

* servicesrendered and capital received by resident country
* Payments made by the countries on account of goods imported and services received
* Capital transferred to non residents/ foreigners.

Thusthe BoP isawider statistical statement for a given period consists of

* current Account
* capital Account, and
* Cash Account/ official reserve Account.

In this connection we need to have some idea about Balance - of - Trade with reference to Balance of
Payment.-
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TheBalance of Tradeisanarrow termwhich covers/ takesinto account only merchandise exports and
imports, thus BOP considers the visible items of export and import transactions. It means, the Balance - of-
Trade will not covers any invisible items like services of banking sector, transport sector, insurance sector,
tourism Industry including interest payments and receipts etc., But the BOP takesinto account both visible and
invisible items. 1t means, the BOP considered the export and import of goods all kinds, and services like
banking, transport, insurance, tourism, Payment of interest, salaries, dividends, etc.,

Thus, the BOP coverswider areaslike economic and financial transactions of acountry with therest of
the world.

14.2 COMPONENTS OF BOP:
In a BOP statement / table, we can identify the following major parts of BOP transactions. This BoP
statement is the summerise of nation’s transactions with the outside world.

The BOP consists of * Current Account
* Capital Account
* Cash Account/official Reserve ASSET Account

Current Account: - It Consists of visible exports and imports of goods and services and invisible
export and imports. visible / merchandise exports include the sale of goods to foreign countries. likewise,
visible imports include purchase of goods from foreign countries. All merchandised export claims will be
Credit and merchandised import claimswill be Debit. Inthe same manner invisible exportsinclude the sale of
service to the foreigners like insurance, tourism and banking etc., and interest, dividends received from the
foreign countries. Invisible imports include Purchase of services from the foreigners like Insurance, tourism,
transportation, banking and financial servicesetc.,

Generally, the following Debit, Credit examples of BOPwill be presented bel ow.

BALANCE OF PAYMENT
COMPONENTSIN CURRENT ACCOUNT
CREDITS DEBITS
1 Merchandise/visible 1. Merchandise/visible
exports (sale of goods) imports (purchase of goods)
2. Invisible Exports (sale of services) 2. Invisible Imports (purchase of services)

Capital Account: - It consists of the volume of private foreign investment and public grants and loans
from individual nations and multilateral donor agencies such as the IMF and World Bank etc. This private
foreign investment / capital will be classified into two (2) categories, like

* Long-term private foreign capital

* short-term private foreign capital
* Long-term private foreign capital includes Foreign investment-both Direct and Portfolio,
* Long-term loans, Foreign currency, Deposits etc,

* Short-term private foreign capital includes loans investment by foreigners with the maturity Period
of oneyear or less.
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Here the capital outflow from the home country will treated as a“ Debit” item and the inflow capital
fromaforeign country will betreated asa“ Credit” item. These capital inflow and outflow includesboth visible
and invisible payments (or) receipts.

BALANCE - OF -PAYMENT
Components in Capital Account

CREDIT ITEMS DEBIT ITEMS
* Private foreign long-term investment *  Private Long-term

in the home country. investment in foreign/abroad
* Private short-term Foreign

investment in the home country *  Private short-term foreign Investment in abroad
* Unilateral transferslike *  Unilatera Transfers

pension payments, Govt., like pension payment

Grants received from abroad Govt., grantsto abroad,

Official Account: It represents the official sales of foreign currencies and other reserves to foreign
countries or official purchase of foreign currencies or other reserves from foreign countries. ThisAccount is
the balancing item in response to current and Capital Accounts transactions. Thus, the balance on Current
Account plusthe balance on Capital Account must always be offset by the balance on official asset Account

14.3 Importance and Format of BOP:

The BOP [Balance of payment] of any Country reveals various aspects of country’s international
economic position. This BOP Statement shows the country’s Financial position at International level. and it
hel ps the country to take decisions regarding monetary and Fiscal policies. It also promotes external trade of
the country a lot. There are many provisions regarding BOP towards economic development of country as
below:

*  TheBoPshowsthe extent of dependence of the country’seconomic development onthefinancial assistance
by the devel oped countries

*  Thegreatestimportance of BOPliesinits serving asaindicator of changinginternational economic position
of acountry.

*  The BOP is the economic barometer which can be used to appraise a nation’'s short-term international
economic prospects, and

* helps to evaluate the degree of its international solvency, and to determine the appropriateness of the
exchange rate of country’s currency.

However, a country’s favourable BOP cannot be taken as an indicator of economic Prosperity and
unfavourable BoPisnot areflection of bankruptcy. Despite all thesereasons, the significance of BoPliesinthe
fact that it provides vital information to understand a country’s economic dealings with other countries.
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PROFORMA OR FORMAT OF BOPOFA HYPOTHETICAL COUNTRY
)A BOPtablefor a hypothetical country is presented in the following table.)

Table14.1

(Rs crores)

(1)
ITEMS

2
DEBIT

3)
CREDIT

(+)

(4)
NET BALANCE

I Merchandisetrade
(Visibleitems)
(a) Exports of goods
(b) Imports of goods
BALANCE OF TRADE

(&)-(b)

. Tradeinservices(invisibleitems)
(a) Transportation

(b) Travel.

(c) Investment Income

of Interest & Dividends
BALANCE IN SERVICES

. Unilateral (Unrequired)
Transfers
Private remittances, giftsand
donations

CURRENT ACCOUNT
BALANCE (1) + (1) + (1)

[IV] Long-term foreign capita
@ Direct Investments

(b) Portfolio Capital

(©) Official Capital

BALANCE
(1) + (1) + (1) + (IV)

[V] Official ReservesAssets
& Liabilities

(a) gold foreign exchange

(b) SDR s& GDP s allocated

(c) IMF Funds

Total BoP

10,000

5000
3000

30,000

8000

2000
1000

(+) 20000

4000

(-) 9000

26,000
6,000

37,00

(+) 11000

() 6000

32000

3000

37000

1000

(+) 5000

2000

35,000

3000

38,000

38,000

1000

39,000

(+) 3000

-2000

(+) 1000
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Key Indicatorsin India’'sBoPs:

Indias Balance ... se—

Now, we can observe key indicators of India’s, balance of payments and ratios of selected items of the
balance of payments of India. The mgjor strength of current account of Bop includes two major itemswhich
are merchandise exports, imports and invisible export of imports. Incase of the major strength of capital
Account of Bop includes capital flowsintheform of Direct Foreign Investments. These larger flow of direct
foreign investment helpsis clearing the current Account deficit without imposing an excessive burden on the
external debt management.

Table14 .2 : Indian’s Balance of Payments: Key Indicators
(InUS$ million)

1990-91 1991-92 1992-93  1993-94 199596 1996-97 1997-98
P (P) (P) (P) (P) (P) (P
1. Exports 18477 18266 18869 22683 32311 34133 34849
2. Imports 27915 21064 23237 25069 43670 48948 51126
of which: POL 6028 5364 6100 5754 7526 10036 8217
3. Tradebalance -9438 -2798 -4368 -2386 -11359  -14815  -16277
4. Invisibles (net) -242 1620 842 1228 5460 10321 9804
Non - factor services 980 1207 1129 535 -186 851 1143
Pvt. Transfers 2069 3783 2773 3595 8506 12367 11830
Official Grants 461 460 363 368 345 410 351
5. Current Account Balance -9680 -1178 -3526 -1158 -5899 -4494 -6473
6. Externa Assistance (net) 2210 3037 1859 1901 883 1109 899
7. Commercial Borrowing (net) 2249 1456 -358 607 1275 -975 -618
8. IMF (net) 1214 786 1228 187 -1715 -975 -618
9. NRI deposits (net) 1536 290 2001 1205 1103 3350 1125
10. Repee debt service -1193 -1240 -878 -1953 -952 =127 -767
11. Foreing investment of which: 102 139 555 4235 4604 5838 4993
(i) FDI 97 135 313 586 1943 2526 3165
(i) FlIs 0 0 0 1665 2009 1926 979
(iii) Euro equities and others 5 4 242 1984 6522 1386 849
12. Other flow? 2284 286 -213 2940 -2235 -1131 735
13. Capital account total (net) 8402 4754 4254 10022 2963 10312 10366
(Add61to 12)
14. Foreign Exchange
Reserve use ( - increase)
(5+13) 1278 -3576 -728 -8864 2936 -5818 -3893
Memo Items : As Per cent of GDP
Exports 6.2 7.3 7.8 8.8 89 8.6 8.3
Imports 94 8.3 9.8 9.7 12.0 12.3 12.2
Trade balance -3.2 -1.1 -2.0 -0.9 -3.1 -3.7 -3.9
Invisibles balance -0.1 0.7 0.2 0.5 15 2.6 2.3
Current account balance -3.2 -0.4 -1.8 -0.5 -1.6 -1.1 -1.6
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(P) : Premilinary Actuals

Q. E: Quick Estimates

1. Fguresinclude receipt on account of India Development Bonds in 1991 -92 and related repayments, if
nay, in the subsequent years.

2. Include delayed exports receipts and errors and omissions. For the year 1992 -93, it also includes errors
and omissions arising out of dual exchange rates applicable under the Liberalised Exchange Rate Man-
agement System (LERMS).

Source: Economic Survey, 1998 -99, Quoted in PK. Dhar, pp. 891 - 892.

Table14.3 : Ratiosof Sected Itemsof hte Balance of Payments of India

Item/Years 1980-81 1990-91 1991--92  1992-93 1993-94 1994-95 1995-96 1996-97
1. Exports/Imports (%) 51.8 66.2 86.7 81.2 90.5 84.3 78.4 88.2

Current account deficit 2804 9680 1178 3526 1158 2634 5434 4860

(US$ million)

Current account/GDP (%) -1.6 -3.2 -0.4 -1.8 -0.5 -0.9 -1.7 -1.4

ECB/TC (%) 12.6 26.8 30.6 -8.4 6.1 13.6 21.0 n.a

NRI deposits/ TC (%) 11.3 18.3 6.1 47.0 12.0 10.7 37.6 n.a

External assistance/TC(%) 70.4 26.3 63.9 43.7 19.0 18.9 31.0 n.a
External Debt (End of

period) (US$ million) 23500 83801 85285 90023 92695 99008 921992 n.a
8. Externa Debt/GDP (%) 14.3 30.4 41.0 39.8 35.9 32.7 28.7 n.a
9. Debt services payments 10.2 35.3 30.2 28.6 26.9 275 25.7 25.1

1. Projection : Based on DGCI & Strade datafor APri /- Decemberio6
Notes: (i) TC: Total Capital flows (Net)

(ii) GDP :Gross Deomestic Product at Current Market Prices

(iii) ECD :External Commercia Borrowing.

N o ok~ w

(iv) na: notavailable.

Source : Economic Survey, 1996 -97.

14.5 DISEQUILIBRIUM IN THE BOP:

As already mentioned earlier that, the balance on current and capital Account is negative, it would
represent balance of payments“deficit”. But, if the balance on current and capital accountsispositive, it would
be called abalance of payments*” surplus’. If thereisan overall deficit (payments exceeds recei pts) the country
in question will meet the deficit either by short - term borrowings or gold and foreign exchange movements.
Hence both the surplus and deficit positions represent the disequilibriumin the balance of payments. Inreality,
almost all countries are experiencing the same problem like surplus or deficit BoP. Only few countries experi-
ence equilibrium BoPposition. Thefollowing are some of the factors/ reasonsidentified for disequilibrium of
BoP.
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CAUSESFOR DISEQUILIBRIUM

I | I
Economic political social

Factors Factors Factors
In Economic Factors of disequilibrium, some of sub economic Factors may be classified as
*  Cyclical Disequilibrium,
*  secular Disequilibrium
*  Structural Disequilibrium
*  Fundamental Disequilibrium

i) ECONIMIC FACTORS:

() Cyclical Disequilibrium: - It isconcerned with the fluctuationsin imports and exports due to business
cycles. The cyclical alteration between prosperity and depression will give rise to disequilibriumin
BoP. Basically, these cyclical disequilibrium influenced by

* fluctuationsin thelevel of income
* different income elasticities, and
* different price elasticities.

(i) Secular Disequilibrium: - It refers to secular trends in the economy. Generally, thistype of disequi-
librium occurs due to changes in capital formation., technological changes, growth of population,
extension of Markets etc.,

@iii)  Structural disequilibrium: It refers structural changes in economy is cause for this disequilibrium
like shift from agricultural sector to service sector, development of effective substitute, changes in
transport channels and casts. Generally, this type of disequilibrium enhances the import of capital
goods and consumer goods thus resulting in BoP Deficit.

Table-14.4
Sructural changesVIS-A-VISNew changesin imports of India
(Amount in US$ million)

1999-2000 2000-01

Particulars of Goods weights (during April-Oct.) (during April-Oct.)
1 Petroleum, oil and Lubricants (POL) 32.8 5637.4 9771.6
2. Electronic Goods 6.9 1463.6 2046.8
3. Dying, Tanning, Colouring Meterials 0.5 109.9 147.9
4, Textilesyaru/Fibricsetc., 11 266.2 3375
5. Fertilizer crude 05 120.0 144.6
6. Coal coke etc. 2.2 550.7 650.9
7. Menufectures of Metals 0.8 208.2 2255
8. Paper boards, of News pirnt 0.9 248.3 265.5
9. Electrical Machinery 0.8 234.0 248.2
10. Cashew Nuts 05 140.8 148.6
11.  Professional Instruments Optical goodsetc., 1.6 473.2 489.7
12, Ironand Steel 15 445.7 455.4

Source : DGCI, Kolkata and the Economic Survey, Government of India.
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Thegrowth of POL importsincreased from US$5637.4 millionin 1989-2000 to US$ 9771.6 millionin
2000-21 due to the structural chengesin India. At the same time, import of electronic goods increased from
US$ 1469.6 millian in 1999-2000 to US$ 2046.8 million in 2000-2001. Inceseet import at textile yaru, Febrics
etc., increased from US$ 266.2 in 1999-2000 to US$ 337.5 million in 2000-2001. If we abserve the major
weightage of imports, thefirst place goesto POL imports, (32.8%) and followed by electronic goods (6.9%).
Others imports at coal also changed significantly. Imports of these items contributed to the positian of 2.2%.
These are the changed structure of imports include : Electrical Machinery, Paper and electronic goods, etc.,
When imports of these products increased contributed to the deficit in India's Balance of payment.

(iv) Fundamental disequilibrium: It implies any disequilibrium creates deficit in BoP for long - time
continuously. Thereisno clear definition regarding this Fundamental Disequilibrium. Though, there
isadevaluation prescribed as aremedy for this disequilibrium.

() Palitical Factors. Generally political instability, internal disturbances due political changes, Govt.,
policiesdueto political parties changein positions create a big problem of BoP disequilibriumin any
country. Hence, thesefactorsinfluence towardsthe outflow of capital, declinein domestic production
and import of goods. for instance, developing countries like Srilanka, India, Pakistan and Etheopia
suffers from these factors.

(1) Social Factors: Generally, cultural changes, consumer tastes, fashions and preferrence of any country
will influence the BoP disequilibrium. These factors increases in imports and deficit in BoP of the
country.

14.5 CORRECTIONSOF DISEQUILIBRIUM OF BOP:

Generally, positive (surplus) disequilibrium BoP of any country will enjoysthe position asit would be
most desirable. But, If negative (deficit) disequilibrium occurs, the country suffersfrom this situation nation-
aly and internationally. To avoid this problem some measures to be considered by taking Automatic Correc-
tions and Deliberate Corrections.

Correction of BoP Diseequilibrium

| 1
Automatic Ddliberate

Correction Correction
Trade Monetary Miscellaneous
M easures Measures M easures

Automatic corrections: When deficit BoPexistsin any economy indicate that the demand for foreign
exchangeis higher than that of supply for the same. These demand for and supply factorsresult in devaluation
of the domestic currency in terms of foreign currencies. The increased exchange rate makes the imports
costlier and exports cheeper. Therefore, the country reduces imports and increases exports, which inturn in-
creases foreign exchange reserves and restores equilibrium position.

DeliberateMeasures:
Generally, govt,. takes certain measures deliberately to control deficit BoP position. These measures
may be classified into
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(@
(b)
(©)

*
*

*

Monetary measures

Trade measures and
Miscellaneous measures

The Monetary measures includes,
Reduction in money supply
Devaluation

Exchange control

The Trade measure includes,

*

*

Export promotional measures
Import Control measures

The miscellaneous Measuresincludes,

*

*

*

*

Loansinforeign currencies
Attracting foreign investments
Attracting NRI Deposits, and
devel opment of tourism etc.,

14.6 India'sBOPcrisisin 1990's :

In 1990, the Gulf crisisled to asharp in oil prices. Thisled to an increase in the import bill of PoL

[Petroleum, oil and lubricants]. Thus Indiasuffered from deficit balance both in trade balance and net invisibles
in 1990-91 and consequently India suffered from the highest deficit amount of the BoP (Rs. 17,369 crores)
during the period 1951-52 to 1994-95. The main reasonsfor the BoP crisis of 1990 include the economic and
import liberalisations announced by Rajiv Gandhi.

heavy imports,
devauation of rupee
Gulf War
high price of PoL imports, and
declining balances of invisible accounts etc.
In this situation, the Government of India has taken some measures to manage the BoP crisis, which

areinclude,

Indiataken Import control to stop theimport of good gleins, edibleoils, iron & stedl, paper, fertilizersetc.,
India has taken export promotion measures to encourage exports of engineering goods, processed foods,
fruits, handicrafts etc.

Attraction of NRI Deposits, loans and advances to the home country

Introduced liberalised Exchange Rate Management system which enables 40% current account transac-

tions are conducted at the official exchange rate determined by the RBI and the remaining 60% at the
market determined rate.

Current Account Convertibility by which the elimination of restrictions on payments relating to Current
Account.
Liberalised export policy to encourage and boost exports.
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14.7 SUMMARY:

BOP is adouble entry system of all economic transactions between the residents of Country and the
rest of theworld carried out in aspecific period time. Components of BOPincludes Current Account, Capital
Account and official reserve Account. India continuously experienced deficit position in its current Account
dueto deficit in trade balance. However, the some of BOP Disequilibrium measures were taken to make BOP
into surplus position. Indiafaced severe BOP crisisin 1990. Steps taken by the Government to manage this
crisis include import control, export promation, liberalized exchange rate management system, and current
Account Convertibility.

14.8 Key words:

Balanceof Trade: relatesto difference between merchandise exports and imports between two countries
at aparticular period.

Balance of payment: isadoubleentry system of record of all economic transactions between the residents
of acountry and the rest of the world.

Current Account: It includes visible exports and imports and invisible items.

Capital Account : It shows the volume of private foreign investment and public grants and loans from
individual nation and mutual donors such as IMF and World Bank etc.,

14.9 Self Assessment Questions
1) what is BOP? what isits significance in Indian Economy? Discuss its composition.

2) Describethetrendsof India's Bop during 90's? Analyseits features?
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LESSON - 15

FOREIGN CAPITAL AND COLLABORATION

OBJECTIVES: -
The main purpose of thislesson isto familiarise you with,

*  To know the need of foreign investment and Technol ogy.

*  Toidentify the various forms of Foreign Capital inflows.

*  ToAssessthe policies towards Foreign Investment/ Capital during different periods.
*  To evaluate the Govt., policy towards Foreign Investment.

*  ToAnaysethe composition, direction and magnitude of foreign Investment including Direct and Portfolio
investment.

STRUCTURE: -
15.1 Introduction of Foreign Investment / Capital.
15.2 Different kindsof Foreign capital.
15.3 Meritsof Foreign capital.
154 Foreign Investment position in Global Scenario
15,5 Foreign Investment policy in India - An overview.
15.6 Foreigninvestment Flowsinto India.
157 Summary
15.8 Keywords.
15.9 Sdf Assessment Questions.

15.1 INTRODUCTION: -

The globalisation of domestic markets in the developing countries has necessitated the need for
raising foreign capital to make up the deficiency of internal savings and investments, as the high rates of
investmentsin physical and human capital arethe prerequisitesto achievefaster growth. ThusForeign capital
has been widely recognised as a herbinger of a country’s economic growth in recent years. Several countries
have taken appropriate measuresto welcome foreign investment. In such circumstances, Foreign assistancein
the form of investment or technical collaborationsisapivotal role in economic development of any country.

In India, private foreign investments and technical collaborations have been playing predominant
role in economy of a country. Though, the Government policy towards foreign investment has undergone
remarkable changes from timeto time.

15.2 KINDS OF FOREIGN CAPITAL:-

Foreign capital includes official financing and private financing. Official Development finance
(ODF) comes in the form of Grant and loans from individual Government or international agencies like the
World Bank and International Monetary Fund [IMF].
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Private foreign capital isinthe form of loans or investment. The loans component consists of lending
by commercial banks and bonds issue by companies. The investment component is also of two kinds.

* Foreign Direct Investment [FDI]
* Foreign Portfolio Investment [FPI]

Foreign Direct Investment (FDI) is defined as investment made by Transnational Corporation or by a
non- resident in an enterprise of host (recipient) countriesin order to earn private return.

Foreign Portfolio Investment (FPI) is defined as indirect inflow of capital into stock and shares. It
includesforeign purchase of securitiesi.e., sharesin the companieslocated in host country either from domestic
or global markets. However, foreign purchases from the secondary market do not directly resultinrea investment
in the economy.

Since the 1990s, there has been a shift from debt to equity financing and from bank to non- banking
financing, like that FDI is favoured because of it relative permanancy in the host country. But FPI wouldn't
result directly in real investment in the economy.

153 MERITSOF FOREIGN CAPITAL:-

In devel oping countrieslike India, domesti ¢ resources areinadequate to meet the financial requirements
of economic development. Hence, the foreign capital is the means of acceleration of growth mechanismsin
developing countries. The inflow of foreign capital provides the recipient country with means for importing
necessary material and equipment directly needed for developing projects. The widely hoped for gains of
foreign capital asfollows.

* Foreign Investment resol vestheforeign exchange constraint i.e,. enhance the available foreign exchange.

* Foreign capital / Investment fill the resource gapsi.e., between desired investment and locally mobilised
savings

* Foreign Investment will transfer technology.

* Foreign Investment provides tax based and revenue to the government.

* Foreign Investment will promote employment opportunity and wage levels.

* Foreign Investment will secure external economies likely organisational expertise, entrepreneurship
and skilled labour.

15.4 FOREIGN INVESTMENT POSITION IN GLOBAL SCENARIO:

World Financial markets today show a much higher degree of integration with large amounts of capital
flowing across borders to take advantage of the slightest perceived financial or diversification benefit. Much
of thiscross - border flow has been in the form of easily tradable securities, bonds, equities or other negotiable
instruments. All this has happened against the background of inrecreased liberalisation of domestic financial
markets and an opening - up marketsto foreigners. All capital Controlsand other barriers have been removed
especially in developing countries.

Some 25 countries are classified as emerging markets by the International Finance corporation, Washing-
ton DC. Thegroup companies seven Latin American marketsincluding Mexico and Brazil, ten Asian Market,
including India, China, Malaysia and Pakistan, and eight European middle eastern and African nations.
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At the global level aggregate private capital flowsto emerging markets are now placed at around us $ 90
billion ayear, against US$ 20 billion adecade ago. So for, Asian and Latin American countries have absorbed
most of the equity flow. Africa, middle east and other areasremain largely ignored. The emerging markets of
Asiaattracted almost all the private equity investment from japan and half the equity dollarsinvested in devel-
oping countries by the USin 1998. Within regions, there are also big difference. Hang kong attracted more us
equity investment than other emerging Asian countries combined. In Latin America, most of the funds have
goneto Argentina, Brazil and Mexico . Countries such as Singapore, Taiwan, Maaysia and Indonesia, which
have reformed their markets well, attracted greater of global attention than India.

All over world, FDI is seen asan important source of non - debtsinflowsand isincreasingly being sought
as a vehicle for technology flows and as a means of building interrfirm linkage in aworld in which multina-
tional corporations (MNCs) are primarily operating on the basis of network of global interconnections.

Since the beginning of 80is, capital flows to devel oping regions have started gaining momentum and bx
the end of 80is, There had been an enormous increase in the volume of capital flows to developing regions.
Large private capita flowsto emerging countries area phenomenon of the 90is. Prior to the 90is, devel oping
countriesreceived capital flows primarily through official aid. In 1990, official creditorsaccounted for 50% of
the total net capital flowsto the emerging markets. In the 80is they accounted for even a much larger shere.

In table 15.1, the net capital flowsto emerging countries is general, flows i.e, private capital flows and
official flows in a private capital flows, three types of capital flows are witnessed. Viz, direct investment,
portfolio investment and other investments. According to this table, the total net private capital inflows to
emerging marketsincreased from US$ 113 billionin 1992 to US $ 216 billionin 1996. But during this period
net official capital inflowsto emerging countries come down from US $ 21 billionin 1992 to negligible figure
(US$0.40hillion) in 1996. Sincethen, the overall level of net private capital inflowsinto emerging countries
have remained positive but at levelsfar lower than reached in 1996.

Looking at the composition of the capital flows, net foreign investment represented the larger share of
private capital flowsto emerging countries. Net FDI flows increased from US $ 35 hillion (31%) of total net
private flowsin 1992 to US $ 113 billion (52%) in 1996 and further to US $ 139 billion (94%) in 1997. But
during the same period, net private flowsin 1992 to US $ 77.8 billion (36%) in 1996 and further to US$ 52.9
billion (36%0) in 1997. Here, net Portfolio investment and even a so an important source of financeto emerging
countries, though these flowswere morevolatile after 1994. However, Portfolio flowsincreased againin 1996
(US $ billion) and decreased by US $ 53 billion (32%) in 1997, because of the Asian places.

Banking flow, formed a major component of private flows until 1996. In addition to syndicated lending,
inter - bank loans have accounted for an important share of bank lending to emerging markets, particularly
Asia. These flows have also remained volatile.

To Sum - up, the nineties until 1997 market - shift in the composition of capital flows to emerging
countries, with a significant increase in net private capital inflows to emerging markets and a decline in the
shareof official flows. FDI wasthe most stable component of privateflows. Both net Portfolio investment and
banking flows, were volatile and the period witnessed magjor reversals in both, one following the Mexican
crisis of 1994 and the other following the Asian crisis of 1997.
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Table15.1
Net Capital Flows To Emerging Markets (in US $ billion)

Year (A) Net private capital (B) Net Official Tota

Flows Flows (A) +(B)

NID I NIPI OII\I I TO'II'A L
1 2 3 4 5 6 7

1992 354 56.1 21.0 112.6(84) 21.2(16) 133.8
1993 59.4 844 28.3 172.1(91) 17.2(9) 189.3
1994 84.0 109.6 -57.3 136.3(98) 3.4(2) 139.7
1995 92.6 36.9 97.4 226.9(96) 11.7(4) 238.6
1996 113.2 77.8 24.9 215.9(99.8) 0.4(0.2) 216.3
1997 138.6 529 -43.9 147.6(87) 23.5(13) 1711
1998 143.3 85 76.7 75.1(63) 44.7(37) 119.8
1999 149.8 23.3 -92.5 80.5(96) 3.0(4) 835

Note : Figuresin Parenthesisindicate percentage to total

NDI : Net Direct Investment

ONI : Other Net Investment

NPI : Net Portfolio Investment

Source : World Economic Out look, International Monetary, Fond (IMF), May 2000

15.5 Foreign Investment Policy in India:-
An overview: - Foreign Investment Policy in India ca be studied in two (2) phases, which are

- Foreign Investment Policy Since early independence to 199.
- Foreign investment Policy Since 1991 onwards.

Sinceearly independenceto 1991: - Thegovt., policy towardsforeign investment in Indiaisdivided
into three- (3) periodsi.e.,

* During 1948 to 1967
* During 1968 to 1979
* During 1980 to 1991

During 194810 1967: - Indiagot political freedomin 1947. The Govt., Since then, has been trying tO
develop agricultureand industrial Sectorsin order to eliminate poverty and achieve self-reliancein the economy.
In this period, Indiatried on a strategy of impact substituting of local capability in heavy industriesincluding
the machinary manufacturing of sector. The attitude towards Foreign Investment wasincreasing receptive due
to MNC's started showing real interest in India..
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During 1968 to 1979: - The government policy during 1968 - 1979 has followed restrictive attitude
towards Foreign Investment to protect the domestic base created assets. Locally available skillsand capabilities
needed some sort of internal industry protection, asthese were not ableto face competition from more established
industrialised country sources. All these factorstogether prompted the government to streamlinethe procedure,
for foreign collabration approval s and adopt more restrictive attitude towardsforeign Investment. 1n 1973, the
Govt., revised Industrial Policy, identifying priority sector whereforeign companieswere permitted. A regulatory
framework the Foreign Exchange Regulation Act (FERA) waspromulgated. For the development of International
trade, import technology, and policy of the govt., towards the scope of foreign companiesin India.

During 1980t01991: - During 1980s, some changesinindustrial trade policies were promulgated to
encourage the inflow of foreign technology, promotion of exports and competition hither/ to much protected
domestic market. Some relaxation were make in FERA to argument funds from NRIsincluding permission of
foreign Investment in priority industries under 74%. Scheme.

Since 1991 onwards: - To overcome al economic, social and political crisis Indiaintroduced new
industrial policy in 1991 for attracting more foreign funds. In this connection, the Govt., has changed various
existing economic policesVIZ., foreign Investment policy, taxation and financial policy and NRIsinvestment
policy. These changesensure aliberal FDI policy. Some of the salient features are:

*  Therearetwo typesof FDI approvals: oneisautomatic Approval by RBI., and other is approved by Govt.,
through the FIPB.

*  Foreign collaboration upto 51% equity participation would be automatically approved and equity
participation above 51% in foreign collaborations are al so permitted subject to approval of FIPB.

*  Theforeign technology agreements for high priority industries are automatically approved.

* NRIs and Overseas Corporate Bodies (OCBs) are allowed for investment upto 100% equity in high
technology Industries.

*  TheForeign Investment Promotion Board (FIPB) was revamped for making rules and regulating to make
foreign Investment more transparent.

15,5 Foreign Investment Flowsinto India:-

The foreign Investment flows to India registered its growth momentum. Particularly, the foreign
Investment in theform of FDI has changedits dimension. There are certain flows occurred in the wake of
the reform of the foreign Investment regulation, the companies have increased their equity stake by these
inflows.

The unprecedented liberalisation of the foreign investment policy in Indiain the 90's (through the
dilutionof FERA, 1973) hasgiven an alltogether new image to the country regarding theinvestment destination
for foreign Investments. Here we can observe the. Foreign Investment flows into India since 1990s with
different segments, which are

*  Overall Foreign Investment Flows
*  Overall value of FDI approvalsin India
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*  Sector- wise FDI approvals.

*  Country - wise FDI approvals
*  FDI Flowsto Asian CountriesVis-a-vis India

Overall Foreign I nvestment Flowsinto India: - The Foreign Investment Flowsto Indiathrough FDI
and FPI are presented in the following table. It is evident that Foreign Investment in the form of FDI has
changed itsdimension. Thetotal Foreign Investment inflows was US$ 28897 million during the period 1990-
91 to 1998- 99 of which FDI US$ 13425 million with 46.46 percent and Foreign portfolio Investment (FPI)
was US$ 15472 million with 53.54 Percent. But portfolio Investment becoming more prone to fluctuations
haveimported volatility inthetotal flows. FDI isrelatively lessvolatile and there by creates confidence among
foreign Investors.

TABLE 152

Foreign Investment Flowsto India.
[Direct Investment & Portfolio Investment]

Year (A) Direct I nvestment (B) Portfolio I nvestment Total (A) +(B)
US $millions US $ millions US $ millions
1990- 91 97 6 103
1991- 92 129 4 133
1992- 93 315 244 559
1993- 94 586 3567 4153
1994- 95 1314 3824 5138
1995- 96 2144 2748 4892
1996- 97 2821 3321 6133
1997- 98 3557 1828 5385
1998- 99. 2462 (-)61 2401
Total 13425(46.6%) 15472 (53.34%) 28897(100%)

Source: RBI (1999), Hand book of Statistics Indian Economy, Mumbai,

Overall Value of FDI Approvalsin India: The datarelating to the amount of FDI approvalsreveals
that there has been continuous increase in the amount of FDI approvals from Rs 534 in crore 1990- 91to Rs.
54891 croreby 1996-97. The years 1997-98 and 1998-1999 witnessed as owdown in the amount of FDI approvals
into Indian Economy due to Pokhran and Kargil war. In aggregate terms atotal of Rs 2,09, 759 crore were
received through FDI approvals.
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TABLE 15.3

FDI Approvalsin India

Year Amount of Approvals Amount in per cent (%)
(Ps, crore)

1990- 91 534 0.25
91- 92 3888 1.85
92- 93 8659 4.22
93-94 14187 6.76
94- 95 32072 15.3
95- 96 36142 17.23
96- 97 54891 26.17
97- 98 30814 14.7
98- 99 28367 13.52

Total 2,09,759 100.00

Source: Gol, Ministry of Commerce & Industry, Dept., of Industrial Policy and Promotion and Dept., of
Industrial Development (2000) New Delhi.

Sector - wise FDI Approvals:-

The sector wise Financial and Technical collaboration Approvals in India have been changing its
scenario since 1990s, share the relatives have of financial collaborations were dominating the technical
collaborationsfor electrical equipment, chemical and food processing Industries. The Technical Approvalsare
more only inthe case of metallurgical and servicelndustries. Industrial policy changes, especialy with regard
to public sector led to dramatic upsurge in approvals for new projects in power, oil and telecommunication.
Nearly half of the total approved foreign investment was proposed in these sectors.
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TABLE - 154
SECTOR - WISE CUMULATIVE FDI APPROVALSIN INDIA
(Number of approvals during 1990 - 99)

Share of
Name of the Industry Number of Approvals Financia
Collaborations
as% of total
Tota Technical Financial
Power 248 23 225 90.73
2. Telecommunications 586 113 473 80.72
(Radio Paging, cellular,
Mobile/Basic Telephone services)
Oil Refinery 425 192 233 54.82
4.  Transport Industry 1112 498 614 55.21
(Including Automobile)
5. Service Sector 726 42 684 94.22
(Financial, Non Financial,
Banking & Other Service)
6. Maetdlurgical Industries 595 320 275 46.22
7. Chemicals (Other than 1489 736 753 50.57
Fertilizers)
8.  Electrical Equipment 2957 1052 1905 64.42
(Computer Software &
Electronics)
9. Food Praocessing 749 138 611 81.58
Industries
10. Hotel & Tourism 395 135 260 65.82
Others 7172 2967 4205 58.63
Total 16454 6216 10238 62.22

Source: Government of India, Ministry of Commerce and industry,
Department of Industrial policy and promotion and, Department
of Industrial Department (2000), Annual Report 1999 - 2000, New Delhi

FDI FlowstoAsian countriesvis avisIndia:

Capita inflows are generally welcome in a developing economy. Of late, there has been an increase
pick upinvest of FDI. Asper FDI FlowstoAsian CountriesVis- a- visIndia, it iscleared that the FDI inflows
to Chinaranked first followed by Hong Kong, Singapore, Malaysia, Republic of Korea, Thailand, India, Indo-
nesiaand so an, where Indiaranked at the 7th position. During 1994 - 99, Chinareceived US $ 238 billion of
direct investment, while the total FDI over the entire 90’sin India has been of the order of US$ 15 billion, the
inflow into Chinain 1994 alone has been US $ 33.8 billion. In comparison the inflow into India pales into
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insignificance. The share of Indiain all Asian countrieswas 1.51% in 1994, which roseto 3.92% in 1997 and
again decreased t0 2.32%in 1999. To avoid these problem, Indiaas a country must take full advantage of the
global changesin capital flowsand attract not only more but also high fuality investment which has strong link
to the domestic economy, export orientation and advanced technology.

TABLE - 155
FDI inflowstoAsian countries (South, East and South - East Asia of Which)
(InUS $ million)
REGION
ECONOMY 1994 1995 1996 1997 1998 1999 TOTAL
(1994 - 99)

Bangladesh 1 2 14 141 308 150 626
Brunei 6 13 11 5 4 5 44
Darussalam
Cambodia 69 151 294 168 121 135 938
China 3378 3584 4018 4423 4375 40400 238203

7 9 0 6 1
Hong Kong 7828 6213 1046 1136 1477 23068 73713
China 0 8 6
India 973 2144 2426 3577 2635 2168 13923
Indonesia 2109 4346 6194 4677 -356 -3270 13700
Korea, Republic 991 1357 2308 3088 5215 10340 23299
Maaysia 4581 5816 7296 6513 2700 3532 30438
Maldives 9 7 9 11 12 10 58
Myanmar 126 277 310 387 315 300 1715
Nepal 7 8 19 23 12 132 201
Pakistan 419 719 918 713 507 531 3807
Philippine 1591 1459 1520 1249 1752 732 8308
Singapore 8550 7206 8984 8085 5493 6984 45302
Srilanka 166 65 133 435 206 202 1207
Tailand 1343 2000 2405 3732 7449 6078 23007
Vietnam 1936 2349 2455 2745 1972 1609 13066
All Asian 6450 6998 8593 9115 8687 93111 491555
Countries 2 1 6 3 2
Shareof Indiain
Asian 151 3.06 2.82 3.92 3.03 2.33 2.83

SOURCE : World Investment Report 2000.
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Country - wise FDI Approvals:

As per the country - wise FDI approvals, the US topsin the list of country- wise FDI approvals from
1990- 91to 1998-99. The second position is occupied by Mauritius. Generally, Speaking Mauritius based
investments are nothing but US investments re- routed through Mauritius for Tex benefits. Among other
leading FDI partners are U.K., United Korea, Japan, Germany, Australia, Malaysia, Netherlands and others.
The contribution of NRIsto FDI in Indiain also observed to be high (5.33%.) Hence efforts should be directed
to attract NRI funds for improving investment prospectus for the country.

Table 15.6
Country - wise FDI Approvalsin India

Name of the country Amount of Approvals % share
(Rs, crore)

USA 46,185 31.12
MAURITIUS 22,198 15.00
UK 15,977 10.77
KOREA (UNITED) 9690 6.53
JAPAN 9,108 6.14
GERMANY 7903 5.33
AUSTRALIA 6555 4.42
MALAY SIA 5561 3.75
NETHERLANDS 4696 3.16
ITALY 4448 3.00
ISRAEL 4235 2.85
SINGAPORE 3919 2.64
NRIs 7916 5.33
TOTAL 2,09,664 100.00

Source: Gol, Ministry of Commerce & Industry, Annual Report 1999- 2000,New Delhi,

157 SUMMARY : -

India is a country with abundant diversified potential natural as well as human resources. Since
Independence, policy makers have been striving to utilize the available abundant natural resources at optimum
level. Economic reforms have played acrucial role in the performance of the Indian Economy since 1991. In
this situation, Foreign capital has been widely recognised as a harbinger of economic upliftment of a country.
Foreign private Capital to any country takestheform of Foreign Direct Investment (FDI) and Foreign Portfolio
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Investment (FPI). The performance evaluation of FDI inflowsto India since initiation of economic reforms
from 1991 witnessed a growth momentum in the history.

15.8 Key Words:
Foreign Direct Investment [FDI]: - The Investment made by a company in new manufacturing and on
marketing facilitiesin aforeign country isreferred as FDI

Foreign Institutional Investment [FII]: - It means investment made any foreign institutions such as
pensions funds, mutual funds, investment trusts and other Assets.

Global Depository Receipts (GDRs): - It indicates that the depository receipts are marketed globally
rather than in any specific country or market.

Dividend Balancing: - The outflow of foreign exchange due to dividend payments is matched by
inflow of foreign exchange due to export earnings.

15.9 Sdf Assissment Questions:-

1) Describe the need for foreign capital for a developing country like India.

2) Doyou on subscribeto theview that liberal foreign Investment Policy isindispensablefor globalisation?
Why?

3) Explain the concept of Foreign Investment and describe the advantages and govt. Policy towards

foreign Investment in India briefly?

4) How do you describe the FDI is more favourable then FPI in Foreign Investment trends?
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LESSON - 16

MULITINATIONAL CORPORATIONS

OBJECTIVES: -
Thislesson helps you to understand and femiliarise with :

*  What isMulti National Corporation [MNC]

*  Differences among various related concepts of MNCs.
*  Benefits and Demerits of MNCs.

* Roleof MNCsin India

*  Impact of MNC

STRUCTURE: -
16.1 Introduction
16.2 Different Concepts Of MNCs.
16.3 Merits& Demerits Of MNCs.
16.4 Organisational operationsof MNCs
16.5 Different Structuresof MNCs
16.6 Reasonsfor the Growth of MNCs
16.7 Role Of MNCsIn India.
16.8 Impact of MNCs
16.9 Recent TrendsIn MNCs.
16.10 Summary
16.11 Key Words.
16.12 Self Assessment Questions:

16.1 Introduction :

The MNC isnot arecent creation. Major companies of colonical power extended their operationsin
occupied countries. Most of the MNCsin Indiahad originally entered the Indian Market during the col onical
era. For ex: the East India Company, which was established in 1600, was given trade with the East Indiesand
India. Although MNCs existed as for as early civilisation, a new breed of dynamic and aggressive MNCs
emerged only over thelast four decades. During the past independence era, the actual no of MNCs entered was
small. The entry was generally made through collebration with Indian Big businesses. Thus, these MNCshave
been contributing to the growth of the devel oping countries presently, Multinational business enterprises have
been followed by financial institutions, insurance companies and accounting firms.

Thereisno universally accepted definition of the term Multinational corporation. ThoughAsper ILO
report, “the essential nature of the multinational enterprisesliesin thefact that its managerial headquartersare
located in one country (referred to for convenience as the “home Country”) while the enterprise carries out
operations in anumber of other countriesaswell (*“host countries’) obviously, what ismeant isa corporation
that controls production facilities in more than one country, such facilities having been acqurired through the
process of foreign Direct investment.”
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According to Jame. C. Baker defines
The MNC as a company

- Which has adirect investment base in severa countries; and

- Which generally derives from 20% to 50% or more of its net profits from foreign capital; and

- Whose management makes policy decisions based on the alternative avail able anywhere in the world”
Large corporations having investment and business in ano., of countries, known by various names

such as Multinational Corporations, International Corporations and Global Corporations have become avery
powerful driving force in the world’s economy.

16.2 Different Related Concepts of MNC:-
Aswediscussed earlier MNC has different folds by its Nature. But, In practice each and every activity
of MNC can be considered as a separate organi sations, such as,

* Multinational Corporation.
* Transnational Corporation
* |nternational Corporation.
* Global corporation/ Multinations.

I nternational Cor poration: - A company with manufacturinginvestment or service operation in atleast
one foreign country may considered asinternational corporation.

Multinational Corporation: - It is much wider its operation when compared to International
corporation. It must have direct investment in several countries and a considerable share of the total business
being in foreign countries. A Multination Corporation is an international corporation. Both have a national
headquarters from which international control is exercised.

Transnational Cor poration: - ItisMultinational inwhich both ownership and control are so dispersed
internationally, for eg., Uniliver and P& G. 1t means ho one central source of power against their subsidiaries
on host countries.

Global Corporation: - A Global Corporation is one which views the entire world as a single,
homogeneous, market which should be catered by globally standerdised Products. Hence, it is often used to
mean more of |ess the something as the Transnational Corporation.

16.3 Meritsand Demerits of MNCs:-
For every concepts of business organisation some merits and demerits are inevitable. Like that,
MNCs also have some merits and demerits as follows.

Merits: - Advantages to the Home Countries :

- MNCs will provide the facility of marketing the products of home country throughout the world.

- Industrial Activity of employment opportunities will increasein Home Country of MNC.

- MNCA will enhance/increase the Foreign exchange there by balance of payment (BoP) of the Home
Country also strengthen.

- Advantages to the Host countries:

- The investment level, income level and employment level of host countries will certainly improved
some extent by entry of MNCs.

- devel oping countrieswill have some source of transfer of knowledge and managerial expertisethrough
MNCsarrival.
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- Host countries can improve their expert strategies (or) supplies and can decrease their imports by the
welcoming of MNCs.

- Thecost of production factor for entire globle will be equalise
- Host country can utilise al their material and human resources with the entry of MNCs.

- MNCscan provide cheaper and Qualitative goodsto customersin the host country and avoid monopolistic
nature of business activities.

- Demerits:- However, MNCs al so suffering with some criticisms, which are mentioned bel ow:

- MNCscaninfluence the policies of host govt., and can control the operations of economy.

- Entry of MNCsin host country can leads to unfavourabl e effect on BoP (Balance-of Payment)

- MNCsmay kill the domestic industry by monopolising the host country’s market.

- Another problem is depletion of natural resourcesin host country by over utilisation of MNCs.

- Some extent the MNCs can influence the political parties and it leads to changes in policies of govt., to
favour MNCs.

- Mgjority of host country culture can influence of favour of change with the entry of MNCs.

16.4 Organisational Operationsof MNCs:

Organisations are economic and social entities in which a number of persons Perform various activi-
tiesto attain overall organisation objectives. Inthiscannection, MNCsalso performtheir activitiesin different
countries subject to legal requirements, and international agreements. These operationsto MNCs can be find
in thefollowing five (5) aternatives.

which are * Branches
* Subsidicries
* Joint Venture Companies
* Franchiese Hold Type Companies
* Turn - Key Projects.

Branches: Oneof theway to extend organisation operation of MNC is Branch oriented organi sation.
Though the branches are working in outside country of parental MNC country, total independent entity is
linked up to parent company. As per Indian companiesAct 1956, all those companies which are incorporated
outside India and have sepup their businessin India as Foreign companies.

Subsidiaries: Another way of operations of MNC isin the form of subsidiary Firm. This form of
subsidiary, company will enjoy the laws of that subsidiary country and take advantage of the financial, mana-
gerial skill of the holding company. This subsidiery organisation has separate entity and also benefit by the
international reputation.

Joint Venture Companies: The MNCs can enter their operationsin the form of Joint Venture Com-
pany. Two or morefirmsjoin together to create anew business entity that islegally separate and distinct from
its parents. Joint Ventures are established as corporations and owned by the funding partnersin the predeter-
mined proportions. Under this form of organisation the MNC makes available machinery, capital goods and
technological expertiseto theindigenousfirmfor instance Suzuki corporation entered into ajoint venture with
Maruti Udyog Ltd., to enter into Indian market by producing cars and other vehicles.
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Franchies Hold Type Company : In thisform of organisation. The MNC and affiliate firm come
under licence agreement. Asper this licence contract,. Affiliate firm produces or markets the produce of a
multinational firm. Generally the MNC (Franchisor) can exercise (franchiisee). Under this agreement the
franchisee pay afeeto thefranchisor. Generally thefollowing facilities provided by franchiser to franchiesee.
Which are

--- Trade Mark usage facility
--- operating system.

--- Product reputations.

--- Continuous support system

This Franchising is more popular in USA. Mostly Fast food companieslike Mc Donalds, Pizza Hut,
and Dairy Queen have franchised restarent as Franchisee world wide.

Turn - Key Projects: Asper thisform of projects, the MNC undertakes, to complete the project from
scratch to the operationa stage. Hence, A Turn - key project is a contract under which afirm agrees to fully
design, construct and equip a manufacturing, business/ service when it is ready for operation for aremunera-
tion. The forms of remuneration includes :

--- afixed price
--- payment on cost plus basis.

Freguently undeveloped countries invite tenders for construction of certain projects requiring high
technical skill. With their huge resources and managerial and technical expertise the MNCs are most suited to
carry out thisjob. Mostly, International turn-key projectsinclude nuclear and railway linesetc... To complete
these turnkey project by MNCs, normally the host country’s Governments approach the international Finance
Corporation or EXIM (Export _ Import Bank) Bank of USA for financial assistance.

16.5 Different Sructures Of MNCs

Any organisation, whether it isnational and international, must work isany form of business structure.
In case of MNCsalso should work in different forms/ structures. Thefollowing aretheidentified structures of
MNCs

* Product type of structure

* Geographical type of structure
* Decentralised organisation

* Strategic business units, and

* Matrix type of structure.

16.5.1 Product typeof structure: Thistype of organisation activities are divided based o individual
products, and product line. Here each department of the organisation performs al important activities like
marketing, finance, production and human resources. This type of organisation structure overcome all the
problems of functional organisation structure. Now we can observe the product type of organisation structure
as below.
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CEO/MD

Head office support Dept;

PRODUCT DIVISIONS

PRODUCT PRODUCT PRODUCT PRODUCT

“A” “B” “c “D”

-~ Modé of Product organisation structure

Thistype of organisation structure have some advantages and disadvantages as below.

Advantages:

*

*

Thistype of structure is more appropriate than functional organisation structure.

Each department in the organisation will performs all activities like marketing, distribution and
product design etc.,

Here each depatment isan individual centre, so that they can take independent decision without
consulting of top management and can avoid delays in decision making.

Whenever the each department takeindividual decisions, automatically the successor failurecan
be clearly attributed to the concerned departments.

Disadvantages:

*

Here, each department will have production, finance, marketing and human resources. Assuch
specialised personnel and equipment cannot be produced.

Due to common resources and overhead expenses in the organisation struture lead to Inter -
departmental conflicts.

There was aloss of specialisation due to duplication of equipment and personnel among various
departments.

16.5.2 Geogr aphical type of structure:

Here the organisation activities are grouped in each department based a geographical regions. Each
Geographical areaperformsall required functions of organisation like proudce and market the products. Mostly
MNCswill perform their operations based on the geographical structure. Generally this structureis also used
by chain stores, power companies, dairy products, banking companies and restaurant chains.
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CEO/MD

Chief Heads of Production, Marketing,
Finance & Human Resources of

Head Quarters
I I |

Asa North South Africa

Region America America Region
Region Region
I
[ |
Production Sales
Advantages:
* Required products and services of each region will be provided through this type of organisation
structure.

*  Thistype of organisation structure built on responsibility of profits or losses.

*  Technical development and innovations are improved by the needs of different international ar-
eas.

* Following different legal systems depends on different geographical areas.

Disadvantages::
*  Co-ordination of all the activities of the entire company would be difficult.

* It isdifficult to maintain consistent component image or reputation.
*  Therewould be a problem of imposing degree of uniformity.

16.5.3. Decentralised organisation :

In the Golobalised scenario, the decentralised organisaions are playing a vital role in Internationa
Trade. In adeversified firm, the basic organisational building blocks are its business units, each businessis
operated asastand - along profit centre. The main purpose of welcoming the decentralised type of orgaisation
isto get quality of production and earn more profits. Thisis acomplex oriented structure compare to other
product and geographical structures.
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CEO/MD
Chiefsfo Different Departments
at Head quarters
[ I
Chief Manager Chief Manager Chief Manager
Business- A Business- B Business-C
PRODUCT - X PRODUCT - Y PRODUCT -Z
DIVISION DIVISION DIVISION
[
I | I I
Production Marketing Finance Research &
Manager Manager Manager Devel opment

Manager

Decentralised Business Structure :

Advantages:
*  Authority and responsibility will be delegated to take decisions independently

* Each business unit operates as an individual profit centre.

* Entrepreneurially oriented general manager will manage these businessunitsand hewill delegete
authority and formul ate business plans.

Disadvantages :
* There is an absence of mechanism in co - ordination of related activities across business units.

16.5.4 Strategic business unit :

A strategic business unit is a grouping of business subsidiaries based on some inportant strategic ele-
ments common to each. Generally, a single executive cannot control a number of decentralised units of a
broadly diversfied company. Hence, the business can be effectively controlled by implementing strategic
business structure. In means all the related businesses are grouped into strategic units and the efficient senior
executive is delegated with the authority and responsibility for its management. Here, we can observe the
business model under this structure.
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MD/CEO
Chief officers
At Head quarter
I I |
Group Manager Group Manger Group Manager
for for for
Strategic business Strategic business Strategic business
Unit | Unit 11 Unit I

Model of strategic business unit.

Advantages:

*  The main advanteged of this structure is better co - ordination among different divisions with
similar missions, products, markets and technologies.

*  Another advantage is to control of all the general managers of the strategic business units by
chief executive of Head quarter.

* Al grouped units will work on the strategically relevant method.

* It helpsto allocate corporate resources to areas with greatest opportunities.

Disadvantages:

*  This structure may cause of conflicts between or among strategic business unit managers for
greater share of corporate resources can become dysfunctional.

16.5.5 Matrix type of organisation :

All the observed organisation structures previously possessed asingle chain of command. It meansthe
employees should report to only one manager in earlier structures. But, here adual chain of command exists.
i.e, both the functioal and project managers exercise over organisational activites. Thistype of organisations
are called as Matrix type of units. Thistwo (2) type of personnel i.e., a Project Manger and the manager of the
functional department at head quarterswill perform their respective functions to devel op the organisation.

Generally, thistype of structure will be useful to the organisation under these circumstances

*  When Management concentrate on two (2) key objectives / issues forex : consumer needs and
functional effeciency.

*  When problem solving is complex

*  When lartge scale of diverse information needed.
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Board of
Directors
CEO/ Managing
Director
General Manager
|
I 1 1
Chief Manager Chief Manager Chief Manager
HRM FINANCE PRODUCTION
Project
|| Manager HR FINANCE PRODUCTION
for Region “X” specialist specidist speciaist
Project
| Manager HR FINANCE PRODUCTION
for Region“Y” specialist specialist specialist
Project
Manager HR FINANCE PRODUCTION
for Region“Z” specialist speciadist speciaist
MATRIX MODEL BUSINESS UNIT
Advantages:

*  Theorganisation can havethe advantages of both project type and functional type of organisational
sturctures.

*  Theflexibility ismorein thistype of structure compare to other structures.

* Here each manager is incharge of unit. Therefore, he can be developed as a general manager
through performing general management functions.

*  Thelower level of functiona employeesare highly motivated and satisfied with their jobs asthey
are involved in decision - making.
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16.6 REASONSFOR THE GROWTH OF MNCs:

Multinational Corporations undoubtedly, carryout business with the ultimate goal of a profit making

like any other domestic business. According to the ILO Report “for some, the multinational companiesare on
invaluable dynamic force and instrument for wider distribution of capital, technology and employment; for
others they are monsters which our present institutions, national or international cannot adequately control, a
law to themselves with no reasonabl e concept, the public interest or social policy can accept.” There are few
reasons for the growth of multinational corporations are menifold, the important on Cs being asfollows:

1

Expansion of Mark places activities: Asthe countryis GDP and per capital income increase auto-
matically, the large organisations expand its national and international market activities in different
territories. In this connection, MNCs also increased their activities / expands beyond the physical
boundaries of the country.

Marketing superiorities: Alongwith the expansion of market territories of MNC another marketing
superiorities aso helping the growth of MNCs alot. These superiorities can be summerised as below

*  Availability of more funds and reliable up-to-date information
*  No problem of marketing of its products over the countries.
*  effective advertising and sales promotion techniques help the growth of MNCs.

*  MNC will have market reputation and quick transportation, warehousing facilities.

Financial superiorities: Generally, MNC will have morefinancial superioritiescompareto National
Level Companies. The following are mostly influence the MNC as financia superiorities which are
Availabhility of huge resources and by which MNCs can change the environment and circumstancesin
their favour. and excellent utilisation of funds / resources in one country for the requirements of an-
other country.

*  MNC can easily get finance from international reputed financial institutions.

Technological Superiorities: Mostly the underdevel oped countries suffer from unquailability of
technological superioties compare to MNCs. Hence, these devel oping and underdevel oped counties
invite MNC for technological support / assistance. Generally, thefollowing areidentified technologi-
cal superioritieswill cause for the growth of MNCs.

*  Industrialisation is one of the cause for devel oping and under devel oped country’s growth. This
will be possible only through the transfer technology from MNC of devel oped countries.

*  Generaly, developing countries good at mineral and natural resources but unable to utilise re-
sources dueto lac of technology.

*  Unavailability of managerial expertise with technical skillsin developing countries. Thisisthe
cause for importing these expertises form MNCs of devel oped countries.

Product innovation : One of the mgjor strength of MNC is product devel opment and innovation due
to more research and devel opment progremmes adopted. Assthey are lack in under developed coun-
tries. These things will be provided by MNCs to the developing funder developed countries. So,
MNCs collect information regarding customers taste and preferences to make product devel opment
and innovations.
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16.7 ROLE OF MNCs IN INDIA:-

MNCs have been playing asignificant rolein theinternational economy in creating a“global shopping
centre’ Many of the sophisticated and Qualitative goods have cometo the door steps even the remotest places.
Thus, theliberlisation of policies, besides other things, have given rise to boosting effect on MNCs operations
inlndia. That tothereisno distinction between an MNC and adomestic company inIndia. Particularly, MNCs
are covered under Foreign Exchange Management Act [FEMA] Playing MNCsinIndia pivota rolein economy.
Hence, the role of MNC can be discussed wit the following heads.

* MNCs major objective is profit maximisation by selling more and more goods & services in host
country likein India.

* Indiawill be getting more foreign exchange with the operations of MNC in host country.

* Majority of MNCs are concentrating on consumer products rather than capital goodsin Indiato make
more profits.

* Particularly MNC will diversify one industry to another industry like ITC entered into Hotel Industry
inIndia

MNCs contributes to some extent for the growth of Indian economy, Industry and business.

16.8 IMPACT of MNCs: -

In the post - independence period, multinationals from different countries of the world, entered into
foreign collaborationsin different formsinto India. There are at present 300MNCcs, are operating in a country.
Particularly, After liberlisation of foreign direct investment and removal of FERA restriction in India, alarge
no, of MNCshave hiked their equity staketo 51% and acquired majority control intheir Indian enterprises. We
can mentioned some of the important factors which are mostly influence the Indian economy like follows.

- Out of Il subsidiaries of MNCs 116 had parent companiesin USA and 25in U.K.

- With the liberalisation policy of 1991, In Indian economy changed with merger and acquisition in
order to build up big mean’ positions in various business areas. These mergers and acquisition could
achieve amarket capitalisation of over Rs 30,000 crores per Annumin India.

- Due to entry of MNC in Fast Moving Consumers Goods Market (like icecreams,  cooking oils,
grosseries, kitchen-wares, pickles & cosmetics) of India, the medium size manufacturers of the country
faced athreat to survival.

- By the observation of MNCs on India population and potentiality, they are making in roads to enter
into every sector of the economy like autos, electronics and fast foods etc.,

- Undoubtedly the forei gn companies have made contribution to the devel opment of our economy. Over
the year MNCs have perfected not only their products and services but also their management and
marketing techniques, into India.

We can observe the top MNCs operations in India and their country of origin from the following list.
Thislist will provide total top 500 MNCs operating in India.
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Top 500 MNCs Operating in India and their origins

Name of the country No. of MNCs
USA 157
Japan 119
UK 43
Germany 33
France 32
Sweden 14
South Korea 13
Switzerland 10
Canada 9
Italy 7
Netheralands 7
India 6
Finland 6
Belgium 4
South Africa 4
Spain 4
Norway 3
Turkey 3
Mexico 2
Britain/ Netheralands 2
Others 13
Total 500

16.9 RECENT TRENDS:-

Dueto Globalisation, Liberalisation and Privatisation, there is a considerable change in the attitude
of Indian business towards MNCs. Even Communist Countries in the world opened their economic policy

doors to the MNCs.

* Many more nations are now competing with US multinational sin setting up foreign activitiesfor ex.,
Japanese and European firm accounted significantly among new multinationals.

* Devel oping countries themselves are now establishing MNCs.

* Now MNC are entering more into service sector other than traditional sectors.

For ex: banks, retailers, BoPs, consulting firms and trading companies etc.,

* Regional economic integration, which has involved both the worldis largest economies as well as

selected developing countries like India.
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16.10 SUMMARY :

Multinational Corporation refers produces, markets, invests and operates acrossthe world, particularly,
Developing countries allow the MNCs into their countries due to the technological, financial and managerial
superiority, MNCs have been increasing their operationsin Indiaparticularly since economic liberlisational of
1991 policy. However, some countries control the operations of MNCsin their country due to negative impact
of MNCs. Finally regional economies integration, which has involved both the word’s largest economies as
well as selected devel oping countries.

16.11 KEYWORDS:
Fully owned subsidiary: - A company incorporated in India under the Indian companies Act, 1956.
But having 100% equity holding by a single foreign company.

International Corporation: - It conducts the operations in one or more foreign countries, but with
domestic orientation. i.e., it extends the domestic products, domestic price, promotions and business policies
to the foreign markets.

16.12 SELFASSESSMENT :

1) What is MNC? How do you differentiate among MNC, International Corporation transnational
Coporation & Global corporations?

2) Explain therole of MNC in India? and describe itsimpact on economy of country.

3) How do you say MNC are playing a vital role in Global economy and describe the recent trends of
MNC in Indi
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