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1.0 Learning Outcomes
After studying this unit, you shall be able to
•

Know about the industrial growth of India during various plans since
independence.

•

Learn repairing and rebuilding process of industrial growth

•

Identify the trends of industrial growth

•

Evaluate industrial growth achieved since independence

•

Analyse growth achieved during various plans.
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1.1

Introduction

Industrial sector is one of the very important sectors of an economy. High growth and
development of an economy can be ensured through growth of industrial sector. Indian
industrial sector was quite advance before the British captured India’s economy. India’s
handicraft had good recognition in the world economy. During British rule not only
India’s economy was exploited rather industrial base was also destroyed completely;
especially Indian handicraft was affected very adversely. At the time of independence
or we can say that during the initial years of planning in India there was stagnation in
Indian economy and industrial sector was extremely underdeveloped with very weak
infrastructure. One of the very basic infrastructures for industrialization i. e. power
supply was also not available sufficiently. Even other basic requirements of the
industrialization i.e. technological and industrial skill were very short in supply. There
was predominance of consumer goods industries. The ratio of consumer goods and
capital goods industries was 62:38. Because of all these factors, from the very beginning
of planned India, industrialization remained one of the major concerns.

1.2 Phase I: Repairing of Industrial Base
1.2.1 First Five Year Plan

In the light of above factors i.e. insufficient power supply and lack of technological and
industrial skill phase one was lay down as the foundation for industrial development
for future. In the light of all these factors the first five year plan was started with the
features of underdeveloped economy’s industrial structure. Because most of the
production was taking under the consumer goods industries the major areas were cotton
textile, sugar, salt, soap, leather goods, paper etc. Industries of capital goods were also
established but these were producing below the desired capacity and very low as per to
the requirement of the economy. The key industries like coal, cement, steel, power etc.
were also performing below their capabilities. So we can say that first five year plan
was started in the backward atmosphere of industrial sector where there was a small
beginning for capital goods industries, intermediate industries were not doing well and
to some extent consumer goods industries were established. So the very first plan
started with the objective of industrial planning in India. But still the vision was for the
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establishment of both the sectors i.e. private and public sectors in the economy. That is
why in the very first Industrial Policy Resolution 1948 of independent India, small
number of industries were reserved for public sector. The production and control of atomic
energy and ownership and management of railways were reserved for central government.
While some other key industries like coal, iron and steel, aircraft manufacturing, ship building,
minerals etc. were reserved for either central or state government undertakings. The private
sector also set up a number of industries majority of which were consumer goods sector like
sugar, bicycle, automobiles, cotton textiles etc. also, because first plan was not started with
the vision of large-scale industrialization only 2.8 per cent of total outlay was allocated to
industry and minerals. The development of key industries was always the main objective of
Indian planning because the expansion of such basic industries plays the important role of
support to other sectors of the economy. There was a strong need to develop the industrial
sector of the economy and the scope was so wide that public sector took the major
responsibilities for the development of industries where the private sector is either unwilling
or unable to produce. That is why industries which were supposed to be less risky and more
profitable were left for private sector. The basic aim was to achieve the total production target
of the industrial sector of the economy.

1.3

Phase II: Construction of Strong Industrial Base

1.3.2

Second Five Year Plan

By 1956 attitude towards public sector was changed. Now public sector was not for the
investment where private sector finds it difficult rather it was for explicit preference of
state ownership where commanding heights of the economy could be achieved. So the
second five year plan was started with the top priority for industrialization. The
expenditure on industry and minerals were increased to 20.1 per cent of total outlay.
Second five-year plan was started to implement the recommendation of Industrial
Policy Resolution 1956, which was based on Mahalanobis model. Top priority was
given for the establishment of basic and key industries at large scale to build strong
industrial base for future. Three steel plants were set up in public sector at Bhilai,
Rourkela and Durgapur. To ensure the commendable performance of the industrial
sector private sector expansion and modernization programs were also undertaken.
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1.3.2

Third Five Year Plan

Third five-year plan was started with the aim of self-sustainability for upcoming plans
and growth of the economy. The main focus was on machine building industries. So
the expansion of heavy engineering, casting, iron and steel industries etc. was under
consideration during the plan. The focus was also to increase the production of basic
raw materials like aluminum, minerals, chemicals etc. For Third Five Year Plan the
expenditure on industry and minerals was 20.1 per cent of total outlay. Second and third
five-year plans were highly focused on basic and key industries in the economy. These
industries are mostly heavy capital goods industries. That is why major part of investment was
done in public sector only. As a result, the size of the public sector grew rapidly during this
period. Most of the consumer goods industries were left for the private sector. One of the
main reasons was that the most of the consumer goods industries were of small scale and
profit margins were also supposed to be high in these industries.

1.4

Phase III: Industrial Deceleration

1.4.1 Fourth Five Plan
There was no major change in the industrial policy after third five year plan. So in the
fourth year with the same targets of industrial growth the expenditure on industry and
mineral was 18.2 per cent of total outlay.
1.4.2 Fifth Five Year Plan
Fifth five-year plan was also launched with the same objectives of industrialization. But
the expenditure on public industrial sector was increased slightly from 18.2 per cent in
fourth plan to 22.8 per cent of total outlay. Industrial Growth according to Planning
Commission of India during first three decades of planning period.
First Plan Second
1951-52
Plan 1956to 55-56
57 to 6061
7.3
6.5

Third Plan Annual
1961-62
Plans
to 65- 66
1966-67 to
68- 69
9.0
2.0

Fourth
Plan 196970 to 7374
4.7

Fifth Plan* 1950-51
1974-75
to 1978to 78-79
79
5.9

6.1
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1.5 Phase IV: Industrial Recover
1.5.1 Sixth Five Year Plan
After almost thirty years of planned industrial development in India, industrial
production increased by five folds. Output of almost all the sectors increased remarkably.
It covered consumer goods industries as well as capital goods and intermediate goods
industries. But the industrial development during this period was quantitative only.
Development of industrial sector was not cost effective. Thus, the establishment of
industries was not at optimum allocation, which indicates the underutilization of
capacity. It was also realized that the public sector was not able to generate sufficient
resources for the economy. Also because of the policies of the public sector, regional
disparities were increased by the time. The backward regions of the country could not
enjoy the benefits of industrial development. Industrial expansion as well as the new
industrial set up was taking place only nearby the existing industrial sectors. Most of the
backward areas were remained untouched by industrial development. All these factors
compelled the Planning Commission of India to rethink on the existing policies. So the
sixth five year plan focused on optimum utilization of existing resources to curb the cost,
which could be possible only through enhancement of productivity and special focus,
was given on capital goods industries, electronic industries and improvement in energy
efficiency etc. To achieve the set targets industrial policy was also changed India took a
step ahead to liberalize industrial and trade policies which resulted in high growth of
industrial product and the consumer durables in chemical industries were much ahead of
other sectors in the sixth plan the expenditure on industrial sector was 13.7 per cent of
total outlay.
1.5.2 Seventh Five Year Plan
Seventh plan also experienced the same strategy of industrial policies as was of sixth.
Because the growth rate of industrial sector was approximately 8 per cent during this
period. As it was target to be 8.7 per cent per annum but could be achieved at slightly
low 8.5 per cent per annum. The expenditure on public sector industries was 11.9 per
cent of total outlay. It can be seen that compared to the Sixth Plan, the Seventh Plan
achieved higher annual growth rates in the manufacturing and electricity, sectors.
According to Planning Commission of India growth rate of industrial sector can be
compared with the help of following table.
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CodeGroup

Industry Group

Weight

1.
20-21
22

2.
Food Products
Beverage, Tobacco &
Tobacco Products
Cotton Textiles
Jute, Hemp & Mesta
Textiles
Textile Products (Inc.
Wearing apparel)
Wood
&
Wood
Products & Furniture
& Fixtures
Paper
&
Paper
Products
Manufacture
of
Leather
&
Fur
Products
Manufacture
of
Rubber
Plastic,
Petroleum & Coal
Products
Manufacture of Chem
& Chem Products
Manufacture of Nonmetallic Minerals
Basic Metals & Alloy
Industries
Metal Products & Parts
Machinery, Machine
tools & Parts
Manufacture
of
Electrical Machinery
Manufacture
of
Transport Equipment
& Parts
Miscellaneous
Manufacturing
Industries
Manufacturing
Mining & Quarrying
Electricity
Overall Index

3.
5.327
1.571

% Growth Rate 1990-91
Seventh
Plan
Average
4
5
5.0
12.5
-1.1
1.3

12.309
1.999

1.8
-0.3

14.7
4.4

0.817

11.8

-32.0

0.448

-2.5

12.7

3.235

6.7

9.0

0.489

6.4

3.1

4.000

3.6

-0.1

12.513

11.7

2.7

2.299

6.7

1.7

9.802

6.1

10.8

2.888
6.240

6.3
6.0

0.4
8.4

5.779

25.8

22.4

6.386

6.5

6.3

0.905

23.1

-2.9

77.107
11.464
11.429
100.000

8.9
5.6
9.3
8.5

9.1
4.9
8.7
8.5

23
24
25
26

27
28

29

30
31
32
33
34
35
36

37

2-3
1
4

Seventh Plan. Among the major industry groups, the annual growth rates of textile
products, basic metals and alloys, metal products and parts, electrical machinery and
appliances, and other manufacturing products accelerated during the Seventh Plan
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period, whereas those of beverages, tobacco and tobacco products, wood and wood
products decelerated.

1.6. Phase V: Rebuilding the Industrial Sector
1.6.1 Eighth Five Year Plan
After experiencing severe balance of payment crisis during seventh five year plan the
new industrial policy was launched on 24 July, 1991 in which the roles of both the sectors
i.e. public and private sectors were drastically changed. Now it was private sector which
had to be at the major responsibilities for industrial growth in the economy especially in
the industries where security and strategic considerations were not important.
Liberalization measures were the main focus of this new industrial policy in the economy.
The public sector was concentrated to basic and core industries only. Because of this new
aspect the total outlay for public sector was reduced to 9.3 per cent of total outlay. Eighth
plan focused less on the quantitative targets, rather emphasized on the growth of different
sectors of the economy through modifications in industrial, trade, fiscal policies and
changes in duties etc. rather than the policy of protectionism. So that economy’s
industrial sector could meet the challenge at international level at the front of price and
quality. The plan targeted the 7.3 per cent per annum growth in manufacturing sector but
the actual rate was little high at 7.4 per cent per annum.
1.6.2 Ninth Five Year Plan
After a satisfactory performance of industrial sector during almost one decade, ninth plan
experienced the deterioration in industrial sector. The effect could also be seen as the
growth rate of industrial sector where the target was of 8.2 per cent per annum it could
be achieved only at5.0 per cent per annum. The expenditure by public sector on industrial
and mineral was just 5 per cent of the total outlay.
1.6.3 Tenth Five Year Plan
The government strategy of liberalization and privatization of industrial sector was
continued in tenth plan also. Because of this reason government reduced allocation to
industrial sector to give more space to private sector for expansion. The plan set the target
of 10 per cent per annum. The responsibility to achieve this target was on private sector
because public sector was stated to decline is size. But India could achieve only 8 per
7

cent growth in industrial sector. The main objective of plan was strengthening the
industrial machinery in the economy. This was the period of peace and harmony in
industrial relations. Industries had to face much stronger competition because now
markets were more open. The main focus was on creating industrial environment in
which private sector as well as public sector companies can become more efficient and
competitive.
1.6.4 Eleventh Five Year Plan
Eleventh five-year plan was started with the targets of high industrial growth of 10
percent but could achieve only 7.2percent. But only few industries could go beyond this.
Only electronics, gas, water supply etc. could grow at the rate of 10.01 percent. 7.5
Twelfth Five Year Plan India has become one of the fastest growing economies in world
over the last two decades. Twelfth five-year plan is also witness of this fact. During this
plan the main focus is on textiles, construction and information technology, tourism and
health care sector.

1.7 Summary
After independence India had great challenge for the upliftment of industrial sector as
during British rule our indigenous industries and artisans were completely destroyed by
the colonial rule for their vested interest. India adopted Five Year Planning system for
India based on the Mahalanobis Model. In the outset emphasis was paid on the consumer
goods such as cotton textiles, sugar, bicycle, automobiles etc. Initially heavy industries
such as power generation, atomic energy, railways etc. were reserved for the public sector
and only low risk and high profitable industries were taken up by the private sector. Till
thirty years of planning in India laying of infrastructure remained a great task. It was in
1991 only when a remarkable change came in our policy in form of Liberalization giving
hope for double digit growth in the economy. Though the results were not optimum best
but still India achieved seven to eight percent growth rate in industrial sector. Even when
the Global recession affected growth adversely worldwide the performance of the Indian
economy remained remarkable keeping growth rate around five and six percent during
this era. Though the impact of Liberalization was too slow and our economy was not
developing as fast as Japan and China the considerable development of few sectors in
industries such as electronics and computers, automobiles etc. played role of a booster
making India one of the fastest emerging economies in the world.
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UNIT-2 INDUSTRIAL POLICY
Structure
2.0 Learning Outcomes
2.1 Introduction
2.2 Industrial Policy 1948
2.3 Industries (Development and Regulation) Act, 1951
2.4 Industrial Policy Resolution 1956
2.5 Industrial Policy Resolution 1977
2.6 Industrial Policy Resolution 1980
2.7 Industrial Policy Resolution 1991
2.8 Conclusion
2.9 Summary

2.0 Learning Outcomes
After studying this module, you shall be able to
•

Appreciate the idea of industrial policy

•

Learn about the objectives of different industrial Policies in India since
independence.

•

Identify the component of different industrial policies in India

•

Understand that the popular characterization of new policy as “LPG” is not
satisfactory.

2.1 Introduction
At the outset it is important to differentiate between strategy and policy to understand
how they are related. This is to facilitate a complete framework and comprehensive
concept of policy. To begin with a strategy has four aspects.
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(a)

The philosophic level, at which objectives as well as weights to different

objectives are determined.

(b)

The level at which choices are spelt out and elements of the strategy are
worked out.

(c)

The policy level, where instruments of control and incentives are conceived.

(d)

The implementation level: where policy instruments are practiced for
achievements of the objectives.

In the light of the above understanding, one may define industrial policy, as instruments
of control and incentives to produce the desired level of industrial development and
growth along the lines of strategy formulated for the overall economy.

In chronological order India launched Industrial policy in 1948, 1956, 1977, 1980, 1991.

2.2 Industrial Policy Resolution 1948

The maiden industrial policy statement was made by the Government of India on April 6,
1948.
Mixed Economy
This policy sought to experiment with the idea of a mixed economy in which there is
existence of both public sector and private sector. Industries were allowed to operate to
public, private or both sectors as under:

Public sector: Industries owned by State comes under this category.

Private sector: Private entrepreneurs are producing in such industries.
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Joint sector: Both private and State ownership is supposed to produce in such industries.

The industries were divided into four categories:

Exclusive Control of Central Government

The manufacturing of arms and ammunitions, atomic energy and railways were
directed to beunder the exclusive control of Government at the Centre.

Mixed Sector

The second category included ship building, iron and steel, coal, aircraft manufacturing,
mineral oils, manufacturing of telephones as well as telegraphs and wireless apparatus
excluding radio receiving sets

Under the Control of Government

The third category contained industries of such basic importance that the Central Govt.
needed to regulate them in the larger interest of the country. It included basic industries
like machine tools, automobiles, salt, prime movers, tractors, heavy machinery, electric
engineering, fertilizers, heavy chemicals, electrochemical industries, non-ferrous
metals, minerals and industries relating to defense. Cotton and woolen textiles, power
and industrial alcohol, sugar, cement, air and sea transport, paper, rubber, and news print.

Open for Private and Co-operatives
A fourth category consisting the rest of the industrial field was left open to the private
enterprises, Individuals and co-operatives. Infancy of Indian industries dictated a
restrictive attitude towards foreign capital. As a rule, the major interest in ownership
and effective control was meant to be in Indian hands. Training of suitable Indian
personnel was insisted for the purpose of eventually replacing foreign experts will be
insisted upon.
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2.3 Industries (Development and Regulation) Act, 1951
In order to control and regulate industrial development in the country, an
Act was passed by the Parliament in October 1951. The Act was operational
on May 8, 1952.

The main objectives of Act were:
•

The regulation of industrial investment and production in accordance
with plan priorities and targets;

•

Insulating small entrepreneurs against competition from large
industries;

•

Prevention of monopoly and concentration of ownership of
industries;

•

Balanced regional development in order to reduce disparities in
development levels ofdifferent regions of the economy

2.4 Industrial Policy Resolution 1956

Industrial Policy Resolution 1956 was conditioned by the Mahalanobis Model of growth,
which suggested that emphasis on heavy industries would lead the economy towards a
long-term higher growth path.

New classification of industries
For the higher growth of the economy a new classification of industries was required. So
all the industries were re-classified under three schedules as under:

Schedule A: Industries with exclusive responsibility of State (17 Industries)
Atomic energy, arms and ammunition, iron and steel heavy casting and forgings of iron
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and steel, heavy machinery required for iron and steel production, for mining, for machine
tools, manufacturing etc, minerals oil, coal, mining of iron ore and other important
minerals like cooper, lead and zinc, air craft, railways, air transport, ship building, heavy
electrical industries, telephone, telegraph and wireless equipment, generation and
distribution of electricity.

Schedule B: Industries to be progressively owned by State and in which the State would
generally establish new enterprises, while private enterprises would be expected only to
supplement the efforts of State: (12 Industries), Such industries include other mining
industries, aluminum and other non-ferrous metals were excluded from schedule A,
machine tools, Ferro-alloys and tools steel, the chemical industry, antibiotics and other
essential drugs, fertilizers, synthetic rubber, carbonization of coal chemical pulp road
transport and sea transport.

Schedule C: All the other industries and their future development was left to the market,
i.e. initiate and enterprise of the private sector.
Objectives

Major objectives of the policy were as under:
•

To accelerate economic growth and accelerate the process of industrialization as
aprelude to achieve a socialistic pattern of society.

•

Eradication of regional disparities through development of
regions with low industrial base.

•

Enhancement of living standards and working conditions for the common man.

•

Reduction in disparities in income and wealth.

•

To prevent emergence and growth of private monopolies and
concentration of economicpower in different sub-sectors of
industry
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•

To promote mutual dependence of public and private sector

•

Assisting and controlling of private sector in line with national priorities

•

Encouragement of Small scale and Cottage industries

•

Development of technical and managerial personal

•

To promote Industrial Peace and harmony

•

To maintain a restrictive Attitude towards foreign capital

2.5 Industrial Policy 1977
In December, 1977 a new Industrial Policy was announced in order to do away with
these-called shortcomings of Industrial Policy Statement1956;

Major shortcomings were identified as:
•

Increased unemployment,

•

Increased urban rural disparities,

•

Stagnation of Investment,

•

Widespread industrial sickness

So the major fields of concern in this policy were:
•

Promotion of Small scale sector;

•

Ares for Large scale sector;

•

Expanding role of Public sector;

•

Promotion of Technological self-reliance

•

Approach towards foreign collaborations

•

Approach towards sick unit
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2.6 Industrial Policy 1980

Industrial policy 1980 was initiated in with the start of liberalization in India. It marks a
break from earlier industrial policies because of the change in the change in the mindset of
the policymakers toward foreign capital. Main objectives of the policy were as:
•

Correction of regional imbalances.

•

Maximizing production and achieving higher productivity;

•

Greater employment generation

•

Strengthening of agro based industries;

•

Boosting of export-oriented industries

•

Promotion of economic federalism through equitable spread of
investment and dispersal of returns.

•

Ensuring consumer protection against high prices and indifferent quality.

2.7 New Industrial Policy 1991
Earlier, industrial growth was sought to be achieved through state intervention because of
distrust of indigenous and foreign capital. However, the economic philosophy of the
government underwent a major change and the restrictive regime of industrial growth was
sought to be replaced with deregulation, privatization and globalization. In line with the
liberalization measures announced during the 1980s government announced a new
Industrial Policy on July 24, 1991.
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Objectives:
•

To achieve the pace of growth and for certain corrections the main objectives of the
policy were:

•

To build on the gains already made;

•

To correct the weaknesses;

•

To Maintain a sustained growth in productivity and gainful employment; and

•

To attain international competitiveness.

•

The pursuit of these objectives will be conditioned by the need to preserve the
environment

•

And ensure the most optimal use of available resources.

•

All sector of industry whether small, medium or large, belonging to the public,
private or cooperative sector will be encouraged to grow and improve on their past
performance.

Major Initiatives

In pursuit of the above objectives, Government decided to take a series of initiatives in
respect of the policies relating to the following areas:
•

Industrial Licensing.

•

Foreign Investment

•

Foreign Technology Agreements

•

Rationalization of Public Sector

Decisions of the Government

In view of the considerations outlined above the Government decided to take a series of
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measures to unshackle the Indian industrial economy from the cobwebs of unnecessary
bureaucratic control. These measures complement the other series of measures being taken
by Government in the areas of trade policy, exchange rate management, fiscal policy,
financial sector reform and overall macroeconomic management.

Industrial Licensing Policy

Industrial licensing was eliminated for projects excepting a few industries. The reasons are
multifold extending from social factors to environmental hazards. The status quo for
Industries meant for the small scale sector did not change. Same was true for areas where
paramount security and strategic concerns. Automatic clearance was given in projects
needing imported capital goods. In cases where foreign exchange availability is ensured
through foreign equity or if the CIF value of required import of capital goods is lower than
25% of total value (net of taxes) of plant and equipment, foreign exchange up to a
maximum value of Rs. 2 crore was available. In view of the then difficult foreign exchange
scenario, it was stated that this scheme would come into force from April, 1992 .In other
cases, imports of capital goods would need to obtain clearance from the Secretariat for
Industrial Approvals (SIA) in the Department of Industrial Development, in accordance
with the availability of foreign exchange resources.

In locations other than cities of more than 1 million populations, requirement of obtaining
industrial approvals from the Central Government was waived, except for industries subject
to compulsory licensing. For cities with population more than 1 million, industries apart
from those of a non-polluting nature such as computer software and printing, electronics
will be located outside 25 kms. of the peripheral area, excepting prior designated industrial
areas. A flexible location policy would need to be adopted in respect of such cities which
requiring industrial re-generation.
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Foreign Investment

Approval is provided for direct foreign investment up to 51 percent foreign equity in
industries with high priority. No bottlenecks of any kind would be there in this process.
However, such clearance is available only when foreign equity is adequate to cover the
foreign exchange requirement for imported capital goods. It was also added that
Consequential amendments to the Foreign Exchange Regulation Act (1973) would be
carried out. While the import of components, raw materials and intermediate goods, and
payment of knowhow fees and royalties will be dictated by the general policy applicable
to other domestic units. However, dividends payments would be monitored through the
Reserve Bank of India, in order to ensure that outflows, due to dividend payments, are
covered by export earnings, over a period of time.

Foreign Technology Agreement

Automatic permission is provided to foreign technology agreements in industries with high
priority up to a lump sum payment of Rs. 1 crore, 5 percent royalty for domestic sales and
8percent for exports. This remained subject to aggregate payment of 8% of sales over
a 10 year period from date of agreement or 7 years from date of commencement of
production. Automatic permission is provided subject to the same guidelines as above if
no free foreign exchange is needed for any payments.

Public Sector

It was decided to critically review portfolio of public sector investments with a view to
focus the public sector on strategic, high-tech and essential infrastructure. While an element
of reservation for the public sector is being retained, there would be no restriction for
areas of exclusivity to be selectively opened up to the private sector. On the other hand,
the public sector will also be allowed entry in areas not reserved for it.
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Chronically sick public sector enterprises, unlikely to be turned around for the
formulation of revival/rehabilitation schemes, would be referred to the Board for
Industrial and Financial Reconstruction (BIFR), or other similar high level
institutions created for the purpose. A social security mechanism would also be
created for protection of the interests of workers likely to be affected by such
rehabilitation packages.

The MRTP Act would be amended to eliminate the threshold limits of assets with
regard to MRTP companies & dominant undertakings. This, in turn, eliminates the
requirement of prior approval of Central Government for establishment of new
undertakings, expansion of undertakings, merger, amalgamation and takeover and
appointment of Directors under certain circumstances. Emphasis will be placed on
controlling and regulating monopolistic, restrictive and unfair trade practices.
Simultaneously, the newly empowered MRTP Commission will be empowered to
begin investigations suo moto or on complaints received from individual consumers
or classes of consumers with regard to monopolistic, restrictive & unfair trade
practices. .Requisite and comprehensive amendments will be made in the MRTP Act
in this respect & for enabling the MRTP Commission to exercise punitive &
compensatory powers.

Environmental Clearance

Statutory clearances concerning to Pollution Control and Environment needed to be
acquired by entrepreneurs for setting up an industrial project. A Notification (SO
60(E) dated 27.1.94), issued under The Environment Protection Act 1986 ,has
mentioned 29 projects, in respect of which environmental clearance is required to be
obtained from the Ministry of Environment, Government of India. This list
comprises industries like paper, petroleum refineries, thermal power plants,
fertilizers, bulk drugs, dyes, petro-chemical complexes, cement etc. Such clearance
is not necessary, if the volume of investment is lower than Rs. 500 million, such an
advantage is not applicable to a number of industries. They include foundries and
19

electroplating industries, dyes, .distilleries, tarred roads in Himalayan areas,
tourism projects of certain parameters, mining projects, integrated paint complexes,
asbestos & asbestos products, bulk drugs and pharmaceuticals, pesticides.

2.8 Conclusions
It was public sector which was given the responsibility of making heavy investment
for the development of the industrial sector. Private sector was supposed to invest
only in the industries where higher returns were expected. To protect the private
sector, there was reservation of small scale industries. A number of controls were
introduced to regulate investment in the private sector. And this policy of
protectionism remained for a very long time in India. Such a policy resulted to slow
industrial growth, creation and perpetuation of monopolistic tendencies, inefficiency,
corruption and poor export performance. Such dismal performance forced the ruling
elite to change their economic philosophy leading to outline of new industrial strategy
involving a new industrial policy.
The New Economic Policy 1991 has changed the role of state at vast. Now the state
is no more a major producer or investor rather it is more liberal towards private
sector as well as foreign sector. The popular characterization of new liberal regime
in terms of Liberalization Privatization and Globalization has been questioned as
“misleading” by Balakrishnan(2010) . He argued that relationship of India’s
political class to Indian public sector is independent of political ideology, the
reason lying in reluctance to shed significant power. If privatization featured
prominently in policy announcements in the early 1990s, it was dropped as soon
as the crisis of 1991 had passed and the economy had stabilized.
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2.9 Summary
1. Industrial policy, may be defined as instruments of control and incentives to

produce the desired level of industrial development and growth along the lines of
strategy formulated for the overall economy.

2. The first Industrial Policy was announced in 1948 and have been revised from time to time.

3. The first two industrial policies relating to 1948 and 1956 did not produce right

results. They were based on philosophy of control of market for state for
achievement of the desired goals.

3. As a result, significant change was first visible in industrial policy from 1980

onwards. It had a greater tilt towards market.

4. A major shift occurred in industrial policy 1991. It involved a greater play of market forces.

5. A popular characterization of current industrial regime in terms of “LPG” does

not appear tobe satisfactory.
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UNIT-3 FERA AND FEMA
Structure
3.0
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8

Learning Outcomes
Introduction
Objectives of FERA and its implementation
Evaluation of FERA
Need to switch from FERA to FEMA
Major Provisions of FEMA\
Change over from FERA to FEMA: Has it achieved the objectives of policymakers?
FEMA: A Step towards Capital Account Convertibility
Summary

3.0 Learning Outcomes

After studying this module, you shall be able to
•
•
•
•
•

Familiarize with the concept and rationale of FERA.
Figure out the objectives of FERA and its implementation.
Understand an evaluation of FERA.
Understand the need to switch from FERA to FEMA.
Know major provisions of FEMA.

3.1 Introduction
Concept of FERA
The term “FERA” represents an act to modify the law concerning certain restrictions
regarding different types of payments, transactions in foreign exchange and securities
andcertain dealings that incidentally influenced the foreign exchange and import-export
of a currency. The purpose of this modification is to sustain the foreign exchange
resources of the country and its procurement and utilization which are considered
22

essential for the economic development of the country.
It has been witnessed earlier that Reserve Bank of India (RBI) forced American
Transnational Corporations, Coca-Cola and IBM to cease their functions in India which
are renowned in their respective areas for not complying with the provisions of the
Foreign Exchange Regulation Act (FERA) Act, 1973. Besides these, there were other
fifty-two firms which also wound up their operations in India. This obviate the
likelihoodof any alteration in FERA which puts focus on “self-reliance” rather than
fascinating foreign capital and giving them permission to exploit the country. There
was another declaration exhibiting the determination of government to implement
FERA indicating that they were against any liberal policy towards foreign capital.
Foreign Exchange Regulation Act (FERA) was constituted as legislation passed by the
Indian Parliament in 1973 by the government of Indira Gandhi. This act is applicable
to the whole of India which means it also relates to citizens of India residing outside
India and to various branches and agencies outside India of companies or bodies
corporate, registered or incorporated in India.
Rationale of FERA
It was felt to introduce FERA by the government when India was facing crisis and
foreign exchange reserves of the country were insufficient. As it is known that human
wants are unlimited but country did not enough foreign exchange reserves to meet their
demands. Thus, it arises a situation to execute FERA on the supposition that
whatever
foreign exchange earned by the Indian residents would correspond to the Indian
government. This would further be collected by Reserve Bank of India (RBI).
Therefore, the rationale lying behind FERA was to assist Reserve Bank of India (RBI)
in preserving exchange rate stability, to maintain foreign exchange reserves and to
administer foreign business in India.
3.2 Objectives of FERA and its Implementation
The objective of FERA is not only about regulation but mainly about preservation of
foreign exchange reserves and their proper utilization. It may be said that regulation of
foreign capital is also one of the major objectives of FERA. Supportive evidence has
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been presented before the Joint Parliamentary Committee by the officials of Ministry
of Finance regarding the replacement of the earlier FERA Act, 1947 by the new one.
This has been carried out to deal properly with three main facets:

To regulate foreign capital in India

To regulate employment of foreigners
in India

To enforce provisions regarding
foreign exchange leakages making it
stringent
For the purpose of regulating foreign capital, there is need to understand foreign
corporate sector in India which consists of branches of companies incorporated abroad
and companies incorporated in India but controlled by foreigners. In order to separately
regulate the foreign companies, proper distinction should be made signifying the

distinctive features of both Indian companies and foreign companies. This would imply
another objective of FERA in regulating foreign companies.
FERA consists of total 81 sections out of which Section 29 is considered relevant. This
section requires all non-banking foreign branch companies and rupee companies with
40 percent equity to take permission of RBI so as to carry out their operations. These
operations signify either purchase shares or takeover fully or partly any undertaking
engaged in performing functions whether of trading, commercial or industrial nature.
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Implementation of FERA:
Foreign Exchange Regulation Act (FERA) finally came into existence on 1st January,
1974. As per this Act, total 881 foreign branch companies and rupee companies have
got RBI approval to continue with their business in India. Dilution of foreign equity
was a major issue under this act. It was mentioned in Annual Report, 1977-78 that
dilution of foreign equity is not necessary in 321 cases. 68 companies were already
earmarked with foreign equity. Some companies were directed at diluting their foreign
equity to 74 percent, 50 percent or 41 percent depending on the nature of activities they
performed. Initial performance was not satisfactory and after that FERA has been
accelerated. Afterwards RBI invited proposals for equity dilution from 1975 after
accepting applications. Then, RBI took one step forward in investigating these
applications and from 1976 onwards initiated giving permissions. Thereafter, cases
were referred by the FERA committee consisting of secretaries of the five government
departments- economic affairs, industrial development, commerce, science and
technology and company affairs. This procedure of inviting applications, investigating
and further reviewed by the FERA committee was a time-consuming process. As RBI
permission is requisite but sometimes RBI showed its failure to take action instantly
especially in cases where TNCs were involved. RBI usually go through a long
procedure in finalizing the cases and does not remit the latest order unless notified by
higher political authorities.
IBM is an important instance. Initial proposal of IBM was submitted in June 1974 and
its transformation took place in April 1976. FERA committee then took action for not
allowing IBM any exemption with regard to dilution of equity in September, 1976.
However, the company is driven by powerful lobbies to discuss various other proposals
with the government. The final decision was taken only after September 1977 and that
too required a categorical directive from Prime Minister.
The most influential factor that was responsible for the slow implementation of FERA
might be the poor response of the companies. They indulged in some sluggish tricks so
asto obtain advantages in the circumstances emerging out of FERA. It was often felt
that certain companies offended the RBI directives. Therefore, RBI further instructed
companies to state and submit their dilution plans within three months in July, 1976 but
few companies replied. It was reported that more than hundred companies had not
diluted their foreign equity within the two-year period as directed by RBI. Though RBI
has the legal power to take action against these companies but it could not take any
decision regarding this matter.
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3.3 Evaluation of FERA
An evaluation of FERA was to examine whether the strong hold of foreign capital is
presumably to fall over the corporate sector.
FERA was implemented in such a way that it assured wider circulation of shares of the
companies. There were certain cases where there was less demand for shares in the
market; companies were asked to look for the shares through the public issue of shares.
Sometimes, it was felt that over-subscription was a major problem faced by companies.
There are various instances of companies whose shares were widely dispersed. For
instance: Hindustan Unilever Limited ended up with 95,000 shareholders who is only
largest joint stock company in India.
It is known that the procedure of diluting foreign equity is commonly known as
“Indianisation” of the foreign companies. One of the representatives of the Bengal
Chamber of Commerce and Industry, Calcutta provided supportive evidence before the
Joint Parliamentary Committee on the Foreign Exchange Regulation Bill that 40 percent
was an arbitrary percentage for governing foreign control. This would not result in the
Indianisation of the foreign companies. However, RBI who was also responsible for the
implementation of the FERA suggested that a company is said to be foreign controlled
if 25 percent or more of the shares were held by the foreign company. However, it has
been noticed that rupee companies whose foreign equity was more than 50 percent was
declining overtime. When FERA was not into existence, many foreign companies were
inthe process of diluting foreign equity thereby issuing shares to the Indian public. They
were doing this so as to get some benefit out of this.
The crucial factor that explained the trend of increasing Indian equity participation in
foreign companies was the government policy. This policy adopted by the government
asked the foreign companies to dilute their foreign equity as a condition for granting
industrial licenses. The worst part of diluting foreign equity was the major role of
government in permitting the transnational corporations to impinge on those fields
where small units can manufacture without the assistance of any foreign technology. It
was further predicted that small units might terminate their operations. This would lead
to the exploitation in the growth of large number of other firms. Therefore, some kind
of deindustrialization is required to make room for foreign capital in the name of FERA.
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3.4

Switch from FERA to FEMA

FERA has become the major obstacle in India’s efforts to become global. Therefore, it
was abolished on 1st June, 2000. All transactions of Indian foreign exchange were
directed under the FERA until June, 2000. This was the legislative law which actually
passed in 1973 when special importance was given to foreign exchange because of its
scarcity. By the end of nineties, it was felt that FERA was not successful in regulating
foreign exchange transactions and became a hindrance in India’s endeavour to compete
with other developing countries. Therefore, FEMA took the place of FERA thereby
aiming at relaxation of controls over foreign exchange transactions. The launch of
FEMAin place of FERA was validated thereby witnessing improvement in the external
paymentposition of the country since the amendment of the FERA brought up in 1993.
This was exhibited in the expansion of foreign exchange reserves and the assertiveness
of the country in moving towards the external sector.
The task of FEMA lies in diluting existing restrictions on foreign exchange dealings by
taking significant steps. Initially, the provisions of FERA were diluted. In the first
provision, unlike FERA, the violations of the FEMA would not attract criminal
proceedings. In the second provision, any contravention of the act would lead to a
penalty after the process of verdict, up to twice the amount involved in such
contravention. However, the penalty might be up to rupees one lakhs if the amount was
not measurable. This made a shift from FERA to FEMA where the penalty in
contravention was five times the amount and simultaneous initiation of criminal
proceedings.

3.5

Major Provisions of FEMA

The main objective of FEMA was to enhance and revise the law concerning about
foreignexchange with the aim of facilitating external trade and payments. This act also
performed the task of promoting the development and upliftment of foreign exchange
market in India. FEMA also applied to whole of India that is to all branches, offices
and agencies outside India owned or controlled by a person who is a resident of India.
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Major provisions of FEMA are as follows:
Without the approval of the RBI, no person can:
1. Transfer any foreign exchange to any person not being an authorized person.
2. Make any payment to any person resident outside India.
3. Impose restrictions on current account transactions.
4. No restriction would be imposed by the Reserve Bank of India on the drawing of
foreign exchange for payments due on account of amortization of loans or
depreciation of direct investments in the ordinary course of business.
5. A person resident in India is not allowed to transfer or issue any security unless an
exemption has been provided in the act or regulations made under the permission
of the Reserve Bank of India. This Act defines a person resident in India. A person
residing in India for more than 182 days qualifies to be a resident.
6. A person residing outside India or a branch, office or agency in India of a person
outside India is not allowed to transfer or issue any foreign security unless directed
bythe Reserve Bank of India.
7. The RBI can restrict any borrowing or lending or deposits in foreign exchange in
whatever form called between a person resident in India and a person resident
outsideIndia.
8. Restriction has also been imposed on export, import or holding of currency or
currency notes.
9. There is prohibition by the RBI on transfer of immovable property outside India,
other than a lease not exceeding five years, by a person resident in India.
10. Reserve Bank of India also put restrictions on the acquisition or transfer of
immovable property in India other than a lease not exceeding five years, by a person
resident outside India.
11. Export proceeds relating to goods and services are expected to be realized within a
period of six months from the shipment date. However, in the case of proceeds
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relating to warehouse established abroad are required to be realized within 15
months from the shipment date with the approval of the Reserve Bank of India.

3.6 Change over from FERA to FEMA: Has it achieved the objectives
ofPolicymakers?
The scrap of FERA showed an important change in the behaviour of government
towardsforeign capital. FERA was the means for the government to regulate foreign
capital for the development of the country. However, FERA was declared fragile due
to dilution of equity. The dilution of foreign equity did not imply diminishing the
control of the foreigninvestor over an enterprise. The reality was that even with a less
than majority stake in the holding, the foreign investor was successful in controlling the
enterprise because of wide dispersion of number of shareholders. This purpose of the
foreign investors was proclaimed validly in US Department of Commerce documented
before the establishmentof FERA. Some rule had come up stating that some foreign
firms found corporate control as an important condition to get entry in the Indian
market. In certain cases, they acquire 40 percent of shares in the joint ventures.
Realizing the objective of regulating foreign capital by reserving its sovereign rights in
the absence of FERA revealed the rationale of FEMA.
Though the introduction of Foreign Exchange Management Act (FEMA) signified its
importance to facilitate trade and payments, but its relevance has been questioned
interms of improved condition of the external account mainly for two reasons. The first
reason was stated as whatever claims that external payment situation was sufficient to
benefit such relaxation of controls did not stand close scrutiny. Secondly, global
financial markets had experienced chaos due to which the imposition of exchange
controls was in favour of policymakers in some of the distressed countries.
Thus, it can be concluded that the timing of FEMA was not considered advantageous
either in terms of relaxation of control over foreign exchange transactions or in
regulatingforeign investment.

3.7 FEMA : A Step towards Capital Account Convertibility
Capital Account Convertibility refers to the freedom of transforming local financial
assets into foreign financial assets and vice-versa at market determined rates of
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exchange.Section 6 of Foreign Exchange Management Act describes some components
of capital account convertibility. It is explained in such a way, specifying that RBI has
the right to specify certain capital account transactions for which the foreign exchange
is freely available.
Sub-Section 2 of Section 6 states that “Provided that the Reserve Bank shall not impose
any restriction on the drawl of foreign exchange for payments due to account of
amortization of loans or for depreciation of direct investments in the ordinary course of
business.”
There are certain points to be kept in mind:
•

•

There must be an assurance that the interests of the international investors will be
protected. This is the matter of importance stating that the current state of
multilateralnegotiations aimed at deregulating foreign investment.
The scope of convertibility will be widened if it is found that the loans are fungible.

It is also known that proposed amendment has come up in the definition of a person
resident in India. The person residing in India for more than 182 days would qualify to
bea resident. This relaxation of controls that a class of residents would enjoy represents
a definite step towards broadening the scope of capital account convertibility in the
country. However, the Tarapore Committee stated in its report that mostly restrictions
on capital account transactions were imposed on the residents prohibiting them for
utilizing domestic savings to invest in financial assets abroad. India’s foreign
investment policy basically focuses on minimizing restrictions on non-resident
investment which has been provided as an added dose of transparency by the policy of
economic reforms initiated in 1991. It implies that there is no obstacle on the investment
by non-residents in carrying out certain outflows. Significant progress has been
witnessed at the country level becauseof FEMA’s initial step towards capital account
convertibility. This is reflected in the following points:
•
•
•

Capital Account liberalization played a significant role in curbing the balance of
payment crisis.
The liberalization of capital account assisted in recovering shortage of foreign
exchange reserves in the country.
Capital Account Convertibility brought efficiency in the financial system. It is
knownthat capital account convertibility is imperfect without fiscal policies and
financial prudence. However, RBI and Government both have been very
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•
•

conservative during the whole process of liberalization. This, in turn, improves the
efficiency in the financial system.
This will further enhance the development of securities market.
A new management regime has come up by the FEMA consistent with the emerging
framework of WTO. Thus, global presence of the country and its relations with
trading counterparts are also on the progress.

3.8
•

•

•
•
•
•

•
•

•

Summary

FERA referred to as Foreign Exchange Regulation Act, was enacted in 1973 and
finally came into existence on 1st January, 1974. It is regarded as the scarce
commodity due to scarcity of foreign exchange reserves.
The purpose of FERA was to regulate certain payments, dealings in certain foreign
exchange and securities, transactions indirectly affecting foreign exchange reserves
and the import and export of a currency for the preservation of foreign reserves in
the country.
FERA was implemented in such a way that it assured wider circulation of shares of
the companies.
FERA has become the major obstacle in India’s efforts to become global.
Therefore,it was abolished on 1st June, 2000.
Foreign Exchange Management Act (FEMA) replaced FERA and was passed by
the parliament in 1999.
Certain provisions of FEMA were defined which focuses on the objective to
facilitateexternal trade and payments and to promote the development of foreign
exchange market.
Realizing the objective of regulating foreign capital by reserving its sovereign rights
in the absence of FERA revealed the rationale of FEMA.
The timing of FEMA was not considered advantageous either in terms of
relaxation of control over foreign exchange transactions or in regulating foreign
investment.
FEMA has also stepped towards widening the scope of current account
convertibility in India.
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UNIT-4 PROBLEM OF SICK INDUSTRIES
Structure
4.0
4.1
4.2
4.3
4.4
4.5

Learning Outcomes
Conceptual Framework of Industrial Sickness
Causes behind industrial sickness
Government measures to deal with industrial sickness
Industrial sickness: a multi-faced problem to orderly industrial growth
Summary and Conclusions

4.0 Learning Outcomes

After studying this module, you shall be able to:
•
•
•
•
•

Understand the conceptual framework of industrial sickness
Learn the legal concept of sickness
Appreciate various reasons behind sickness
Critically analyse the functioning of. BIFR, a government agency to deal with
industrial sickness.
Appreciation of the fact industrial sickness has emerged as a serious issue for
industrial growth in view a slow process of state intervention and lack of an exit
policy.

4.1

Conceptual Framework of Industrial Sickness

Market economy and sickness
If we accept market and competition to be natural concomitants of each other,
industrial sickness appears to be a concomitant of a market economy 1. Competitive
forces cannot work without entry and exit taking place simultaneously. While lure of
making supernormal profit leads to entry, loss must induce exit. It is inevitable that
outdated technologies and products which can no longer serve a market must perish.

1

It is only in case of a monopoly, market works without competition. But a caveat of the
sentence exists because paradoxically, an enterprise may fall sick even when it is the lone producer
in the industry.
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This phenomenon has been conceptualized by Schumpeter (1942) in terms of a very
well-known term called creative destruction.
Different concepts of sickness
However, one needs to appreciate that all sickness do not necessarily lead to death and
hence all sick enterprises do not need to exit the market. Human sickness, properly
treated may restore the sufferer to normal health leading to his resumption of economic
activity, preventing loss of output to the economy and consequent loss of income for
him2. The same should hold good for a sick enterprise, in particular for developing
economies like ours, characterized by existence of a vulnerable working population,
not protected by a social security scheme in face of unemployment. Clearly, while
Schumpeter is talking about a notion of permanent sickness brought about natural
operation of market forces in pursuit of efficiency, as opposed to a notion of temporary
sickness. On the other hand, every attempt should be made to revive a sick unit when
it is possible resorted to only when it is wholly unviable, i.e. permanently sick3. If such
a wholly unviable unit is not allowed to die, we encounter two more kinds of sickness:
primary and secondary sickness, as pointed out by Parsell (1989). To quote, “The
subsidising and continued production of marginal firms which would normally leave
the industry ('primary sickness') further depresses price and leads to losses and the
subsidising of a further set of firms ('secondary sickness') which would have been
profitable had the first set been allowed to leave. “Change in technology and taste may
lead to permanent sickness leading to exit of the producing unit. But if reasons lie
elsewhere and the malaise is treated immediately, it is mild sickness. Thus, it may be
important to distinguish between temporary and permanent sickness.
Legal definition of sickness
Before proceeding, one now needs to provide the statutory definition of industrial
sickness.
According to Companies (Second Amendment) Act, 2002

"'Sick Industrial Company' means an industrial company which has

2
3

However, cost of revival is as much as issue for a human being as it is for an enterprise.
The distinction between the concepts of temporary and permanent sickness is made by Singh(2011).
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i)

The Accumulated losses in any financial year equal to 50 per cent or more
of its average net worth during four years immediately preceding such
financial year; or

ii)

Failed to repay its debts within any three consecutive quarters on demand
made in writing for its repayment by a creditors or creditors of such company.

4.2

Causes Leading to Industrial Sickness

A few things need to be remembered before making an attempt to understand the causes
behind industrial sickness. Sickness is an organic process in the life of industrial units. The
reason behind sickness may be found within the organic process, or it may lie elsewhere,
having a significant bearing on the working of the firm. In fact, reasons behind sickness may
include both internal and external reasons. Narayanan (1994) pointed out that most of the
causes are interlinked. This leads us to propose a concept of vicious cycle of sickness. A
cost-overrun leads to diversion of funds, leading to inadequate working capital, leading to
low capacity utilization, poor sales, inability to pay dues (including wages) on time, leading
to labour unrest, production becoming even lower, working capital becoming more scarce
and a vicious cycle of sickness sets in. An analysis of the cases finally disposed of by the
BIFR up to December 31, 1991 led Narayanan to comment that even though, one cause may
be singled out as a major reason for the sickness of a particular unit, it should not be assumed
that it is the sole cause. Further, in many cases, there are two or three major causes. However,
in a general treatment like ours, we are forced to refer to different reasons as distinct reasons,
each one capable of leading to sickness on its own. But our presentation will appear less
mechanical, if we are able to relate the discussion to the organic process of working of an
enterprise In an interesting study, Singh (2011) distinguished internal and external reasons
of sickness, originating at different points over the life cycle of the firm. The merit of the
study is that it differentiates among firms with sickness on the basis of both difference in
time of origin of the reason behind sickness as well as the nature of reasons leading to
sickness. Two kinds of reasons are distinguished in the literature: internal or external (Singh,
2011). The external factors usually affect all the units of the same industrial group
simultaneously and are likely beyond the control of the management. On the other hand, the
internal factors may affect a particular unit only and mostly are within control of
management. Singh (2011) distinguishes among three distinct scenarios: born sick, become
sick and made sick.
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Enterprises born sick
It needs to be appreciated that sickness is not always a post-implementation feature. Some
industrial projects are born sick from the very starting point itself. The reasons include illconceived projects, planning without insight and poor appraisal, incorrect choice of location
and product selection. Inadequate market surveys, incorrect fixed investment. It is interesting
to note that intervention by the state, in the form of entry of government owned business
units under social welfare scheme mostly come in this category. Start-ups also fail because
of disarray within founding teams, lack of propervision in entrepreneurs and poor execution4.
Clearly, the reasons behind sickness appear to be internal. However, the reasons leading to
enterprises born sick may be external as well. This is discovered in a survey of cases finally
disposed of by the BIFR up to December 31, 1991, conducted by Narayanan (2014).

Enterprises becoming Sick
Some industrial projects may develop sickness due to internal causes. In such a
situation, sickness starts at the last stage of project implementation. This occurs as a
result of poor management and deliberate diversion of funds. The reasons also include
wrong recruitment and faulty management policies are responsible for this. It appears
that these reasons leading to sickness of the firm relate to conduct of the firm itself.
However, not all enterprises develop sickness due to their conduct. If they conduct
themselves in the best interest of the shareholders and generate profit for them, new
entrants may enter their business in search of super normal profit and incumbents may
face losses as a result. With innovative change in management style, the firm may
survive with or without being taken over. Otherwise, more symptoms of sickness
develop and the enterprise becomes permanently sick and ultimately exit the industry.
Such a process of deterioration has been very aptly analyzed by Singh (2011).
However, recession and competition are common enough reasons behind industrial
sickness and hence are not specifically attended to in a discussion of industrial
sickness.
Enterprise Made Sick
Here, sickness is imposed upon the business units due to external causes beyond the
control of the management. They are mostly attributed to environmental factors such
as sudden changes in government policies, technological changes, and macro –
political, social and economic problems. A few of the reasons are clubbed in an
earlier section as originating from “change in basic conditions”.

4

This idea has been borrowed from Economic Times, 26th December, 2014, pp.14
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After an analytical discussion of the reasons leading to sickness, we refer to an
analysis of the cases finally disposed of by the BIFR up to December 31, 1991,
conducted by Narayanan (2014). The study divides major causes under four heads.

Time and cost over-runs
This is the major cause in the newer units, many of which are sick from the very
beginning. According to Narayanan (2014), cost and time overruns figure as a major
cause of sickness in 69 of the 472 cases. This constitutes 14.62 percent of total cases
surveyed. Time and cost overrun leads to sickness is of various kinds. They include a
huge dependence on borrowed funds (carry interest from the moment of borrowal and
reluctance to use one's own funds) procedural delays by various authorities in granting
licences (as compared to other countries), and infrastructural facilities (leading to delay
in the commencement of commercial production). Reliance on imported machinery is
another issue. There occur delays on the part of the foreign supplier in sending the
machinery, as well as helping to install it. At times, a defective equipment is supplied
as well. The state financial institutions, followed by all-India financial institutions
delay in the sanction as well as release of funds. Some of the state financial' institutions
do not conduct proper appraisal to see whether the amounts asked for or sanctioned
will be adequate to keep the unit going till commercial production at least is expected
to start. The mismatch between outflow of funds from the firm to the lender (in the
form of accrual of interest from day one) and inflow of funds taking only after goods
are produced and sold is not factored in by the lender. To sum up, reluctance of the
borrowers to minimise use their own funds leading to dependence of state owned
lenders and consequent failure of these institutions on multiple counts leads to time
and cost over-runs, a prominent factor behind industrial sickness. Thus factors behind
emergence of “enterprises born sick” need not be internal alone, as discussed by Singh
(2011).
Government Policy
This is the second major cause of industrial sickness, (covering a little over 24% of
the total cases) which may be divided into several sub-categories. The most
prominent category relates to delays. It includes delays in giving power connections,
delays in payment of subsidies and so on. The second category relate to power cuts,
power failures, 'trippings', etc, The third type leading to industrial sickness relates to
sudden, illconceived changes in import or export policies, drastic changes in customs
or excise duties and so on. Another reason belonging to this category relates to
failure to provide infrastructural facilities in backward areas.
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Labour problems
As opposed to popular notion, labour problems did not appear to be a major cause in
ushering of industrial sickness. It only covered 11% of the total cases surveyed by
Narayanan (1994). There have been certain areas and s industries where it has emerged
as a major cause, but they constitute very few. Cases. The study conducted by
Narayanan (1994) observed that sometimes unrealistic demands are put forward to
show militancy and wean away support from rival unions. But it hastens to add that
labour trouble is not a major cause of sickness, barring a few cases. Labour unrest plays
a role in all cases, but this is not a cause, but a consequence of industrial sickness.
When wage payments get delayed or are stopped altogether, when bonuses are not
declared, labour tends to become restive, and this happened in almost all companies
which start becoming sick. A number of these cases relate to inter-union rivalry, while
some relate to a wooden attitude on the part of the management. Although labour
troubles as the sole reason behind industrial sickness is not widespread, there may be
sporadic instances of collusion between management and trade union, leading to
mutual gain at the cost of ordinary workers. Ganguly(1989) provides a very interesting
case study of Aluminium Manufacturing Company, where owners and unions
colluded behind the backs of the workers to liquidate a 'sick' industrial unit, in the
process contravening the Calcutta High Court's explicit directives and argued that
political economy aspect of industrial sickness should not lost sight of.
Mismanagement of the enterprise
This constituted the most significant reason behind industrial sickness, covering more
than 50% cases surveyed by Narayanan (1994). The first type of mismanagement
includes cases of deliberate mismanagement such as siphoning away funds, either to
associate concerns or for personal purposes; deliberate purchase of sub-standard or
defective equipment; fraud on the banks and institutions, etc5. . The second category
of mismanagement is that due to incompetence or neglect such as failing to do a market
survey before starting a project; not making sure of the source of raw material; bad
financial planning; deciding on an un-economic size and so on. The third category of
mismanagement, the most prominent in some of the older industries (for example,
textiles or jute) is the failure to move with the times-to modernize equipment, to update technology, etc. The fourth type of mismanagement has been that of diversion of
working capital for expansion, for the acquisition of fixed assets, etc, not in line with
prudent business practice. Another type of mismanagement is that caused by internal

5

Obviously, these are very difficult to establish, but this does not mean, that such cases are only a
few. it only means that adequate evidence has not been forth-coming in other cases.
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dissensions in the management, whether the management is in the hands of one family
or two or three groups. Ghosh (1979) provides an interesting case study relating to
mismanagement.

4.3 Measures taken up by the Government
The Board for Industrial and Financial Reconstruction (BIFR) was established for
the timely detection of industrial sickness and speedy determination of both
preventive and remedial measures. “The kind of viability envisaged here is that of a
unit which can make its net-worth positive and meet its liabilities within a reasonable
time, given assistance in the shape of concessions and reliefs from governments,
banks, institutions, other creditors and labour, and infusion of interest-free funds by
the management”(Narayanan, 1994). It is with this objective that the BIER was set
up and its performance has been adjudged good, despite various constraints under
which it has been functioning. This brings us to an analysis of constraints faced by
the BIFR and the delays caused by these constraints. One major problem is that the
powers of the BIFR are purely persuasive and nonmandatory, as far as governments,
banks and institutions are concerned. . While it does not appear feasible to give
mandatory powers to the BIER, creation of the of a new super institution is not
desirable. Nevertheless, a few changes may be in order. These changes are intended
to take care of delays occurring at different stages of revival of sick units.
The Reserve Bank of India issued guidelines to be observed by banks in respect of
sick industries. But, the banks take their own time to react, despite the fact that the
concessions and reliefs envisaged by the BIFR in a particular case are included
within
these guidelines. It is suggested in the literature (Narayanan, 1994) that in all cases
where the reliefs, concessions and assistance sought from the banks are within the
Reserve Bank guidelines, their acceptance should be automatic. The same principle
should apply in the case of the institutions, both at the state level and the all-India
ones, though the guidelines are not binding on them. It is only in cases where the
draft scheme wants to go beyond the guidelines (this happens very rarely) that a
longer period for discussions should be allowed, though even here it is necessary to
have a time limit say, of 90 days. The state governments emerged as the worst
offenders so far as delay is concerned. Most of them have now issued policy
packages for sick industries and hence there is no justification for their insistence on
considering each case separately. The committees set up for the purpose are in most
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cases manned by over-worked officials, who are not endowed with requisite
experience. Thus, there is no reason to assume that their judgment will be sounder
than that of an expert quasi-judicial body like the BIFR. It seems fair that that
wherever the concessions and reliefs sought from the state governments are covered
by their policy packages, their consent should be automatically assumed. The only
limitation to this will come to the fore if they object in writing with specific reasons
within 30 days of the circulation of the draft scheme. It is only when the reliefs sought
go beyond the policy package that a longer time limit of 90 days should be allowed.
If no reply is received within 90 days, it should be assume that they are not agreeable
and the 'other measures ' visualized by the act should be resorted to.
The other major delay occurs in the preparation and submission of the report by the
operating agency, which could be either a All-India institution or a bank. The delay
may occur due to non-cooperation on the part of the management, which has already
been taken care of by the BIFR through its orders by fixing the time limits. Where
the operating agency' is a bank, delay occurs more frequently than All India
institutions. This is because many of them do not possess a proper set-up for the
purpose of preparing rehabilitation schemes. It is suggested that all the notified banks
need to create units immediately with this objective in view. However, it needs to
keep in mind that persons in these units should remain there undisturbed for some
time. At present four benches have been constituted, but vacancies have not been
filled up. With the public sector companies also coming within the purview of SICA,
it is essential to provide more members and necessary supporting staff. The above
suggestions, if implemented, will go a long way in eliminating the delay in the
investigation into sickness and in the preparation and sanctioning of rehabilitation
schemes.
In case it is found that revival of the company is an impracticable proposition, by
means of any of the measures contemplated by the Act, steps need to be taken to
wind it up under section 20(1). In this matter, literature has lauded BIFR, as it had
proceeded with cautious steps. In most cases of winding up, delay is due to state
governments, who are keen to drag on the matter, for political reasons. It appears
that imposing of a time limit of three months should take care of this problem. Either
they should suggest means of revival within that period, or withdraw their objections
to the company being wound up. But lack of clarity on 'exit policy’ acts as a
bottleneck to a logical and fair solution of the problem.
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4.4 Industrial sickness: a multi-faced problem to orderly industrial

growth
Market succeeds by eliminating the permanently sick firms. However, if the sickness
is temporary, and the state has already enacted laws to deal with the problem, there
are several implementation failures. Even when there are provisions in the law to
look after the process towards wounding up a firm, which cannot be revived, lack of
a clear exit policy acts as a dampener to a smooth process of exit. This is not in tune
with a market economy. If we say that we need a market economy with safeguards,
then the nature of the safeguards and how do they will operate should be spelt out
clearly. Let us look at the gainers and losers at various stages. Beginning from
inception of the firm to rehabilitation or winding up of the firm. Paradoxically, given
our institutional set up, the only section, which benefits in all situations are
management of enterprises. They gain while starting the business as they bring little
own capital and use borrowed money they gain again, by defaulting wilfully, when
their make profit using borrowed money. They gain once more, while their firms are
being rehabilitated with borrowed money and we do not have data on results of such
rehabilitation attempts. Enterprises come into being using public money provided by
depositors and tax payers through banks and financial institutions loan and. While
the case of tax payers did receive some attention in the literature on industrial
sickness, it is apparent that the case of depositors remain unattended. When a firm
with borrowed money falls sick, financing agents loses. In such case, banks build up
NPAs and development financial institutions face a battle for existence. In India, it
is no coincidence that we have rampant problem of industrial sickness along with
massive generation of NPA by public sector banks leading to their re-capitalisation
again using public money on the one hand and exit of development financial
institutions on the other. It is interesting to note the working labourers benefit only
one stage, where the firm with borrowed money operates profitably. One needs to
wonder whether they deserve the tag of “champions of industry”,6 the author is not
going to mince words for ruling political parties controlling government agencies for
the villainous role in Indian episode of industrial sickness and bleeding the economy
for narrow sectarian gains. While we should castigate government institutions, which
complicate an already complicated problem by moving at snail’s pace and the
government itself, as it does put new institutions like an exit policy in place, let us
not even excuse instances (even when they may be sporadic) of collusion between
management and trade unions for having defied solution to the problem.

6

Such a question is already raised by the current governor of RBI
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4.5 Summary and Conclusions
1. There are different concepts of industrial sickness, apart from a mere legal
concept. 2. The reasons behind sickness may include both internal and external
reasons.
3. The major causes behind industrial sickness appear to be time and cost over-runs,
government policy.
4. However, the reasons may be inter-related and the political economy aspect of
industrial sickness should not be lost sight of.
5. There are severe problems relating to BIFR, a government agency with regard to
rehabilitation of a sick firm. In particular, lack of a clear-cut exit policy is one of
them.
6. Lastly and very significantly, industrial sickness has emerged as a multi-faced
problem to orderly industrial growth defying immediate solution
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UNIT-5 MICRO, SMALL AND MEDIUM ENTERPRISE
IN INDIA
Structure
5.0
5.1
5.2
5.3
5.4
5.5
5.6
5.7

Learning Outcomes
Introduction
The New Definitions
The Case for Small Scale Industries
Contribution of Micro, Small and Medium Enterprises
Problems Faced and Policies to Remains the Problems
Small Scale Industries: The way forward
Summary

5.0 Learning Outcomes
After studying this module, you shall be able to
• Know about the back bone of Indian Industry
• Learn about the role of small industry
• Understand the problems faced by the small industries
• Analyse the policies made to solve the problems
• Learn about the Small-Scale Industries: The way forward

5.1 Introduction
Small industries have always had an important place in the overall planning framework in India.
In the industrial policy resolutions the small sector was given special role for creating
employment with low capital investment. The small industries contributed to overall growth
and have provided employment to the relatively unskilled, has educated and vulnerable sections
of the society. The small scale industries were earlier known as village and small enterprises,
but in 2006, a new legislation Micro, Small and Medium Enterprises Development Act was
enacted which defined Micro, Small and Medium enterprises. The medium enterprises were
introduced for the first time in 2006.
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5.2 The New Definitions
Manufacturing Enterprises:
After MSMED Act 2006, new definitions were given to all these industries.
Micro enterprise: Enterprises where the investment in the plant and machinery does not
exceed Rs.25 lacs;
Small enterprise: Enterprises where the investment in the plant and machinery is more than
Rs.25 lacs but does not exceed Rs.5 crore;
Medium Enterprise: Enterprises where the investment in the plant and machinery is more
than Rs.5 crore but does not exceed Rs.10 crores.
Service Enterprise:
As the service sector has a lower investment requirement, it has a different classification
criterion.
Micro Enterprise: Enterprises where the investment in equipment does not exceed Rs.10 lacs;
Small Enterprise: Enterprises where the investment in equipment is more than Rs.10 lacs but
does not exceed Rs.2 crores; and
Medium Enterprise: Enterprise where the investment in equipment is more than Rs.2 crores
but does not exceed Rs.5 crore

5. 3 The Case for Small Scale Industries
The Industrial Policy Resolution of 1956 states that “They (S.S.I.’s) provide immediate
large-scale employment; they offer a method of ensuring a more equitable distribution
of the national income and they facilitate an effective mobilisation of resources of
capital and skill which might otherwise remain unutilised. “thus alcoholism according
to the resolution there are following four arguments in favour of small enterprises.
The employment argument
According to Karve Committee 1955 – “The Principle of self-employment is atleast as
important to a successful democracy as that of self-government.” It is assumed here
that small enterprises are more labour intensive. And this they create more employment
per unit of capital used. The view is also inferred from the following table (Table 1):
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Table 1: Productive Capital, Employment and Value added in Industries (1994-95)
Gross Value of
Plant
&
Machinery
1
2
3

Productive Capital V. added per unit
per employee (K/L) of
employment
(d/L)
Tiny Units 9upto Rs. 5 33,020
25,683
Lacs)
Small-Scale Units
1,04,826
64,148
(Upto Rs. 50 lacs)
Large unit (Rs. 50 Lacs 5,89,523
1,61,371
and above

Value
Added per
unit
of
capital D/K
0.78
0.61
0.27

Source: Annual Survey of Industries, 1994-95.
Equality Argument
It suggests that the small enterprises are more dispersed in the country, and hence the
income generated by them is dispersed more widely in the community than the income
generated in a few large enterprises. This implies that income benefit of small enterprise
is derived by a large population whereas the large enterprises encourage more
concentration of economic growth.
The Latent Resources Argument
This argument is based on the assumption that the small enterprises are able to “use”
the otherwise unutilised resources. The unutilised resources can be the small hoarded
wealth, small entrepreneurial activity, etc. This way the small enterprises are
encouraged. And this introduces a dynamic element in the economy.
The Decentralised Argument It is generally argued that the small enterprises are based
in small towns and in the countryside. Whereas, the large enterprises are mostly located
in metropolitan cities. This being the case, the small enterprises bring about the regional
balances in the country.
Hence, on the basis of above arguments, the small enterprises need to be developed
alongwith large enterprises
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5.4 Contribution of Micro, Small and Medium Enterprises
The MSME’s play an important role in the economic and social development of a
country. One can see its contribution to the Indian economy in the following aspects
viz. Employment, output and exports which are summarised below.
(i)
The total number of small scale industries increased from 79.6 lakhs in 199495 to 133.68 lakhs in 2007-08 – implying an annual average growth rate of
4.1%;
(ii)
The total production in terms of Rs. crores increased from Rs.2,98,886 in
1994-95 to Rs.6,95,126 in 2007-08;
(iii)

The total employment increased from 146.56 lakhs in 1994-95 to 322.28 lakhs;
and exports increased from Rs.29,068 crores to Rs.1,77,600 crores in 2006-07.
Since 2006-07, the small scale industries have been changed to names the
micro, small and medium enterprises (MSMEs). These have been recognized
as engines of economic growth.

5.5 Problems Faced and Policies to Remains the Problems
As stated in the Report of the Second All – India Census of Small Scale Industrial Units,
the problems faced by these small industries were – Financial, Marketing, raw material,
disputes, natural calamity, labour problem, etc. The major one being the Financial
problems constituting 35%. In light of these problems, Govt. of India announced small
sector industrial policy in 1991. The main features of the policy were one the
investment limits in the small sector enterprises were increased. Second, there were
many measures participation by other industrial units; to set up the “factoring” services
through the set up of small industries development bank of India (SIDBI). Third, the
infrastructural facilities were increased by setting up of a Technology Development
Cell (TDC). Fourth, the marketing and exports would be encouraged. And, fifth, the
modernisation, technological and quality upgradation would be encouraged. Thus, here
the emphasis was on deregulation and debureaucratization of this sector. And therefore
instead of reservation the emphasis was on competition. Hence, the growth of small
sector in terms of units, employment, output and exports came down. So, in 1999 a
study group on development of small enterprises was set up. It recommended that – (a)
the medium scale units were recognized and defined for the first time; (b) setting up of
a new cell in the office of small scale industries for matters relating to W.T.O.; (a) there
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was a need for a single law for S.S.I.; (d) setting up of Incubation Centre; (e)
recommended enactment of a limited partnership act to bring in more risk capital in SSI
sector., etc.

5.6 Small Scale Industries: The way forward

• Given that the agriculture sector in still largely dependent on Monsoon and rain fed
irrigation; Micro, Small and Medium enterprises (MSMEs) provides for a huge potential
in output generation and export promotion.
• To reap the benefits of demographic dividend, the younger population in India must be
provided with decent and productive employment opportunities and as MSMEs are
generally labour-intensive, they have the capability to create more jobs to cater to a young
population in India.
• Along with supply-side efforts undertaken by the government and the RBI to encourage
MSMEs, there is a need to generate demand-side requirement from the general public to
set up MSMEs. This calls for training of young entrepreneurs, in addition to skill
development of youth which would also provide a boost to ‘Make in India’.
• In the case of existing as well as potential MSMEs, financial constraints faced by the
entrepreneurs continues to be one of the most important problem in this sector and often
the resources allocated by the government and non-governmental organisations for
MSMEs do not reach the targeted audience. The successful launch of the Jan Dhan Yojana
(JDY) could be used to direct financial resources to targeted MSMEs and given the limited
reach of formal institutional finance, there is a need to consider various alternative sources
of finance. For example moneylenders could be brought under regulation and an interest
cap be imposed for lending to MSMEs.
• Focussed coordination of activities among different government authorities would also
help to encourage MSMEs. For example maintaining a database and repository information
on a shareable basis, would help to measure levels of productivity for different product
groups, and identify products in need of research and development.
In addition to various ad hoc initiatives undertaken regularly, the government needs to
prepare a roadmap for the MSME sector. It needs to delineate proper objectives, vision and
a mission and to inspire confidence, the government needs to strengthen the legal structure
and establish a credible redressal mechanism. In the preparation of vision document and an
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achievable roadmap for MSMEs, the government should engage researchers, industry
groups and various stakeholders.

5.7 Summary
In pre-East India Company regime cottage and small industries were the backbone, Indian
economy. With the political domination of East India Company, our cottage industries were
destroyed overtime. In the post-independence era, the cottage and small scale industries have
been developed. And, as a part of that, they have been encouraged to increase their participation
in the development in terms of output, employment and exports. With the globalization process,
they have been given the important role. But, overtime, after 1991, competition has made their
contribution lesser than before. It must be remembered that no country has graduated from a
developing country to an advanced economy without industry contributing significantly in
output. Indian economy has transformed itself from an agrarian economy to an economy led by
service sector bypassing the industrial sector without creating a sustainable and well diversified
industrial base. Strengthening of MSMEs would go a long way in creating a robust
manufacturing sector in India and thus, there is need for small scale industries to increase their
role in terms of output; employment and exports.
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