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PUBLIC SECTOR REFORMS AND ISSUES IN PRIVATISATION

I.
INTRODUCTION

A substantial programme of economic reforms has been underway in India since 1991. Almost all segments of the economy are being restructured in order to make them more productive and competitive than they have been in the past.  As is true of most economies undergoing such transition, the initial reforms con​sisted of fiscal consolidation accompanied by changes at the policy and regulatory levels in the trade, industrial and finan​cial sectors.  For these macro level reforms to achieve their objective it is necessary for enterprises to restructure in order to bring about higher levels of efficiency and competitiveness.  An important area of policy concern is the establishment of an institutional framework which facilitates the restructuring of enterprises.  This is required for both the public and private sectors: public sector reform is then seen merely as a special subject of the general framework needed for enterprise or corpo​rate restructuring.  Many issues are common, as are laws and regulations which are applicable to both the public and private sectors, but government ownership of productive resources throws up its own set of special issues.


This paper primarily addresses the issue of public sector reform in India, but within the context of the overall programme of economic restructuring.  A wide degree of consensus has been achieved on the need for economic reform, although considerable debate continues on its sequencing, speed of change, and other details in each sector.  In the case of public sector reform, however, there is little consensus on objectives, instruments of change and sequencing.  As might be expected, much of the debate is carried out in ideological terms, which then loses sight of basic objectives and vitiates any approach towards achieving consensus.  Further, decisions with respect to the disposition of government owned resources are much more subject to perception of correct process, as much as that of achieving the desired out​comes.  Thus there is a great need to bring into much greater focus the basic objectives of public sector reform: the infusion of greater competition for achieving greater efficiency and better allocation of the scarce available resources.


This paper attempts to bring together the factual record of the place of the public sector within the Indian economy, documents the broad contours of its performance, reviews the state of policy reform as practised so far, and makes proposals for the direction in which the reform could proceed.  The process of reform is given as much importance as the outcome: greater attention is therefore devoted to understanding the processes of reform as distinguished from prescribing specific outcomes:


Most of the discussion and analysis in this paper is of the public sector enterprises in the manufacturing sector.  The issues concerning the public sector enterprises in non tradable sectors such as power, telecommunications, transport, urban infrastructure and the like are more complex and cannot be ad​dressed adequately here.  Reform in these areas is also critical to the efficient performance of the economy.  But these sectors exhibit greater degrees of monopolistic or oligopolistic market structures and therby require more carefully designed regulatory frameworks.  The tradable sectors are easier to deal with since some of these latter issues do not arise in their case.


The Indian governmental system is a federal system where the constitution assigns certain responsibilities to the central (federal) government and others to state governments.  There are also some overlapping areas of responsibilities.  State govern​ments have their own budgets, revenue resources and expenditure patterns.  There is also an elaborate structure governing the devolution of funds, both for current expenditures and for "plan" expenditures.  State governments also have their own public enterprises in the areas of their responsibility.  Among the more significant of state level enterprises are service enterprises in the power and road transport sectors.  This paper does not ana​lyse the issues related to state level public sector enterprises: information is more difficult to collate and thus they are beyond the scope of this paper.


Before discussing the public sector reform itself, it is necessary to place it in the wider context of overall economic reforms.  This also helps in providing information on the precur​sors of public sector reform at the overall policy level, and to understand the emerging market structure within which the public sector enterprises are now increasingly to operate in.  This discussion also outlines the change in economic environment as it affects public sector enterprises and therefore suggests the obvious imperatives of public sector reform.

 II.
BACKGROUND TO THE ECONOMIC REFORM

After a long history of low growth of 3‑3.5% per annum the Indian economy ascended to a higher growth path during the 1980s. A sustained annual growth rate in GDP of 5.6% was recorded during the Seventh Five Year Plan period (1985‑90) During this period the annual industrial growth was about 8.5%, with the manufacturing sector growing at an annual rate of 8.8%.  This growth was achieved by a sustained level of investment of about 22.7% of GDP, on average, during the period.  Although there was some improvement in the savings rate from about 19.6% of GDP during the Sixth Plan period (1980‑85) to an average of 20.3% during the 7th plan period, this still left a substantial invest​ment savings gap of about 2.4% of GDP over this five year period.  The savings rate of the household and private corporate sector did increase from about 15.9% of GDP during 1980‑85 to 18.0% in 1985‑90.  However, savings of the Government sector turned from a positive 1.2% of GDP during 1980‑85 to register negative savings of 1.6% of GDP during 1985‑90.  The performance of the public corporate sector improved significantly between the early and late 1980s. Its contribution to national savings increased from 2.5% of GDP in 1980‑85 to 3.9% of GDP in 1985‑90.

Fiscal Consolidation

The domestic macro economic imbalance in the late 1980s was manifested in an increasing rate of Government dissavings which reached a little over 2% of GDP in 1989‑90 and rose further to about 2.2% of GDP in 1990‑91.  This deteriorating government savings rate was, over time, caused, in part, by the low returns that the government has received from public sector investments, and increasing levels of subsidies. This domestic macro economic imbalance during the 1980s reflected itself in an increasing current account deficit which averaged about 2.4% of GDP during the late 1980s. Whereas this in itself is not too high a current account deficit by the standard of many countries, it was unsus​tainable because of the low export/GDP ratio in the relatively closed Indian economy.   Hence, although the economy performed better during the whole of the decade of the 1980s than in the previous two decades, the growing macro economic imbalances had become unsustainable by the middle of 1990 and the economy found itself in deep crisis by mid 1991.  The balance of payments situation was precarious with reserves at a level of about US $ 1.3 billion amounting to only about two weeks of imports; infla​tion had reached double digits; a drop in international confi​dence resulted in a sharp decline in capital inflows through commercial borrowings and non residents deposits.  The record of high industrial and GDP growth experienced over the previous six years had begun to turn negative because of the severe import squeeze that had had to be imposed in 1990‑91. (see Ian Little and Vijay Joshi(1994) for a full discussion of the factors lead​ing upto the 1991) 


A programme of fiscal consolidation was started in July 1991 in order to achieve a significant reduction in the fiscal deficit. Some key subsidies have been eliminated such as those for exports, and others, such as those for fertilisers and for the public sector, have been reduced.  A generalised expenditure containment programme was instituted.  Alongwith these measures on the expenditure side corresponding attempts have also been made to improve the quality of taxation. A far reaching tax reform has been attempted in all the three major sources of central government revenues: income tax, excise and customs.  Significant success was achieved in the reduction of the gross fiscal deficit of the central government from a level of about 8.4% of GDP in 1990‑91 to 5.9% in 1991‑92 and 5.7% in 1992‑93.  However the deficit increased once again to 7.3% in 1993‑94 despite the government target of only 4.7% ). This was partly caused by a large shortfall in revenues which itself was because of a slow recovery of the industrial sector.  A fiscal deficit of 6.7% of GDP in 1994‑95 showed some improvement but even this was higher than the targeted 6.0%, despite bouyant revenues.


On the expenditure side an important impact of the sta​bilisation programme is a decreasing proportion of expenditures which are characterised as developmental expenditure.  At the central government level these have reduced from about 57.6% of total government expenditure in 1980‑81 to 54.3% in 1990‑91 to 46.5% as budgeted for 1994‑95.  The corresponding proportions for State Governments are 70.1% in 1980‑81, 68.8% in 1990‑91 and 64.5% in 1994‑95.  Consequently, the government contribution to capital formation in the country has been declining proportion​ately at all levels of the government. For public sector enter​prises the general implication of these stabilisation measures and the budgetary situation in the foreseable future is that budgetary resources both for investment as well as for current expenditure purposes are at a declining trend.  


Monetary policy is also being conducted in a manner consistent with this direction in fiscal policy.  The government has moved to eliminate its automatic access to the Reserve Bank of India (the Central Bank) for funding its budget deficits so that they will not be automatically monetised.  Government bor​rowing has shifted to market related interest rates and 364 day treasury bills have been introduced to facilitate such borrow​ings.  The consequence of all these changes is that the budgetary cost of non tax resources is no longer hidden and will increas​ingly reflect market resource costs.  Thus low cost budgetary resources will no longer be available for investment or for other expenditures in public enterprises.

Structural Reforms

These measures of short term economic management were accompanied by far reaching structural reforms in the area of industrial policy aimed at enhancing productivity and strengthen​ing competitiveness in the industrial sector.   The policy to​wards foreign investment was restructured to attract foreign investment. More recently policy changes have been made to invite foreign investment in core infrastructure areas like power and telecom also, areas which had earlier been the preserve of the public sector.


Much of Indian industry had operated in a protected framework since the 1950s when the broad contrours of the Indian system of command and control was largely put in place(see Mohan and Aggarwal 1990).  Many sectors in manufacturing were reserved for the exclusive operation of public sector enterprises; capaci​ty controls on new entry protected the private sector as well from competition,and extensive trade controls and high tariffs insulated much of the Indian industrial economy from external competition. 


While, over the years, a well‑diversified industrial structure had been established, barriers to entry, and limits on growth in the size of firms, led to a proliferation of licensing arrangements and an increase in the degree of monopoly in many product markets.   There was inadequate emphasis on reduction of costs, upgradation of technology, and improvement of quality standards.  A major deregulation of the domestic industrial sector was therefore introduced by the Industrial Policy State​ment of July 1991.  As a result of this reform programme Indian industry is now substantially deregulated.  Whereas, earlier, entry into most areas of industry was controlled by the Govern​ment through the issuance of capacity based licenses, entry regulations have now been abolished for all projects except for a short list of 16 industries which are mainly related to security, strategic, environmental or social concerns.  Similarly, whereas earlier large firms had to seek additional prior governmental approval for expansion of existing projects and for investment in new projects under the Monopolies and Restrictive Trade Practices Act (MRTP), these regulations have also been abolished.  The system of Phased Manufacturing Programmes, which was earlier designed to enforce progressively higher degrees of local content no longer exists.  Industrial location restrictions, which were earlier widespread now exist to only a limited extent in large cities, and are based on environmental considerations.  Public sector location decisions were particularly affected by non commercial locational considerations.  A significant number of industries had earlier been reserved for the public sector.  Now no manufacturing sector is so reserved except for petroleum and defence equipment.  Consequently, with the abolition of such restrictions, entry into the industrial sector is now substan​tially free including almost all areas in which public sector manufacturing enterprises currently operate.


Alongwith the deregulation of the industrial sector for domestic investment the provisions related to foreign investment have also been substantially liberalised so that there is no bar against foreign investment in any area.  Automatic approval is available for direct investment upto 51% foreign equity ownership in a specified list of high priority industries.  In all other areas discretionary approval is being given on a relatively liberal basis.  Correspondingly, automatic approval is available for foreign technology agreements in all industries but within certain payment guidelines.  Consequently foreign entry has also been substanially deregulated in the manufacturing sector and is taking place at an accelerated rate.  Overall, it is expected that all of these measures put together will provide significant​ly increased competition in all areas of the manufacturing sec​tor, and particularly those that have earlier been reserved exclusively for public sector enterprises.  In fact, over 20,000 industrial investment intentions have been filed since the July 1991 reform: this is about 60 per cent higher, on an annual basis, than the investment intentions exhibited in the 4‑5 years prior to 1991.  The total investment implied by these intentions is over US $ 140 billion in aggregate: a very significant in​crease over earlier periods.  Almost 3000 foreign investment approvals have been given involving total intended foreign equity in these projects of over US $ 7 billion.  The total investment in projects which have foreign equity would constitute about 20‑25 per cent of all industrial investment intentions. It is esti​mated that about 40‑50% per cent of total investment intentions will fructify.  Intentions have been recorded in almost all segments of the manufacturing sector: thus there is substantical evidence that new competition will be evident in most sectors,  including those in which the public sector enterprises currently exist.  There will be few, if any, monopolies once these new industrial projects are implemented 


The programme of deregulation of domestic industry and foreign investment has also been accompanied by substantial changes in the trade and payment system.  The exchange rate has been successively adjusted over the last three years to a new level and is now market determined.  The rupee is now convertible on the current account.  The earlier trade regime had been cha​racterised by widespread quantitative controls on imports and by high tariffs.  Almost all quantitative controls have now been removed except on the imports  of consumer goods.  In particular, whereas earlier most capital goods imports were subjected to strict quantitative controls based on certification of local non availability, and many raw materials and intermediate goods were only importable by specified public sector agencies, these im​ports have now been completely freed.  A substantial tariff reform has also been under way.  Maximum tariffs have been re​duced successively  from over 300% in 1990‑91 to 50% today.  Similarly import duties on capital goods and intermediate products have been reduced from over 85% in 1990‑91 to 25% in 1995.  The most substantial reduction has taken place in the tariffs on capital goods and raw materials.  Thus increasing competition has been introduced in the very products that public sector enterprises manufactured through the opening of imports and substantial reduction in tariffs.


The Indian financial sector is almost entirely government owned.  Prior to 1969 most of the banks were privately owned.  Now all the major banks are owned by the government as are the term lending institutions, the insurance companies and pension and provident funds.  However, major reforms have been introduced in the banking system so as to enhance its effectiveness in the mobilisation and deployment of national savings.  The statutory liquidity ratio is being progressively reduced to provide banks with much greater flexibility in the deployment of their re​sources.  Interest rates have also been deregulated so that bank lending rates will now depend solely on their costs of funds and operating efficiency.  Any channels that may have existed earlier for favourable treatment of the public sector have also been abolished.  The entry of new private banks is being encouraged and some of the term lending institutions have been made effec​tively autonomous with government equity falling below 50 per cent.  But much more remains to be done in this sector.


Significant reforms have been introduced in the capital market.  Earlier, capital issues were controlled by the Ministry of Finance: they decided on when new issues could be made and determined their prices. Now, the issue and prices of new capital offerings have been freed and are being determined by the compa​nies themselves. Firms are now free to raise resources in the capital market. Market forces determine prices and volumes as in most developed capital markets.  Alongwith this deregulation in the domestic capital market, Indian firms now also have access to other channels for raising resources from external sources.  Indian markets are open for direct portfolio investment by for​eign institutional investors; they can also access international capital markets through the floatation of Euro issues by way of foreign currency convertible bonds or ordinary shares through Global Depository Receipts( GDRs).  The consequence of these financial sector and capital market reforms is that it has become feasible for the private sector to raise large volumes of re​sources for investment in large projects that may not have been as easy earlier.


Taken together, the fiscal consolidation programme and the structural reform programme is having substantial impact on the current and future operation of public sector enterprises.

Impact of Economic Reforms on Public Sector Enterprises

The opening of new entry both by domestic private firms and by foreign firms has injected substantial new competition in all the areas where manufacturing public sector enterprises exist.  In the earlier situation, many areas were reserved for the public sector and therefore PSEs had monopoly presence in many sectors.  It was therefore feasible for them to operate even within the operational constraints that are typically posed by public sector ownership.  Decision making governed by rules, regulations, procedures etc. that are characteristic of govern​mental operation did not handicap the operations of commercial enterprises in the absence of competition.  Cost plus pricing and administered pricing regimes were also feasible in that environ​ment.  Moreover, many commodities produced by the public sector such as steel, non‑ferrous metals, and  coal, among others, were governed by price and distribution controls.  Since imports were restricted in most capital goods industry, intermediate goods, and raw materials, public sector enterprises in these areas had a captive domestic market while facing no competition from imports either.  Pressures for continued investment in modernisation and technology upgradation were also non existent.


The situation has now been completely changed as a conse​quence of domestic and external deregulation encouraging new entry and providing free imports.  Public sector enterprises now have to compete in the market with private enterprises: they have to compete for resources, for markets, for personnel, and for technology.  The addition of new communication technologies has made the need for fast and flexible commercial decision making much more important than the public enterprises have been accus​tomed to in the past.  Overall, the impact of the economic reform on public enterprises requires much greater operational autonomy than exists at present, or it requires privatisation.


Another characteristic of the public sector enterprises (PSEs) in India in the planning system was the existence of a closed circle in the heavy industry sector within public sector enterprises.  In the steel sector, for example, the PSEs sourced their inputs such as coal and iron ore either from their own capitive mines or other PSEs. As part of the steel industry programme, other PSEs such as the Heavy Engineering  Corporation (HEC) were also created to supply capital equipment required for the steel making enterprises.   Similarly other equipment manu​facturing enterprises were expected to source their steel re​quirements from the public sector steel enterprises.  Captive engineering consultancy organisations were also created for providing the design back up for PSE projects. The PSEs were expected, in general, to provide a preference to other PSEs for sourcing their raw materials, intermediate goods and capital goods from their PSEs.  In all cases, in the absence of competing private enterprises in these sectors and in the absence of im​ports, there was little choice.  With PSEs now being permitted to source their inputs freely including imports, this itself adds to the new competition being faced by PSEs.  Corresponding changes in policy which give them greater freedom for deciding on their sourcing and output composition are therefore required. 


Budget constraints are becoming evident.  The PSEs are        facing increasing difficulty in finding adequate resources for making new capital expenditure and for the provision of subsidies required by non profit making PSEs.  In addition, capital expend​iture decisions of public enterprises are also subject to de​tailed governmental budgetary procedures which are in essence unavoidable.


The decision to make new capital investments in public enterprises has to be subjected to public scrutiny through both 

planning and budgetary processes.  Thus the managements of PSEs have limited control on the future strategy for their enter​prises.  Moreover, the application of public resources for capi​tal investment by PSEs has necessarily to be scrutinised careful​ly.  This inevitably leads to substantial delays in decision making, actual allocation,  and implementation.  With greater fiscal restraints this process is likely to become even more difficult than it has been in the past.  At the same time, the constraints that existed earlier for private companies on the resource side have now been removed.  There is also much greater freedom in making technology choice.  Earlier, it was probably easier for public sector enterprises to obtain large volumes of resources through the plan process, than it was for private enterprises.  With the onset of budgetary restraints and opening of capital markets the situation has become reversed and private sector companies can now find large volumes of resources both more easily and quickly.


In summary, therefore, the market structure is in the process of becoming much more competitive than it has been in the past.  The added competition provided by new foreign investment and by imports makes for a completely changed environment for public sector enterprises.  The economic environment is no longer characterised by commands and controls: free prices and markets are increasingly the order of the day.  Consequently, public sector  enterprises are likely to be more handicapped than before in comparison with competing private enterprises in making deci​sions for new capital expenditure, for making new technology choices and for introducing flexibility in product composition.  With the introduction of new competition on the product side this will make their task availability to compete even more difficult.

 II.
A PROFILE OF PUBLIC SECTOR ENTERPRISES IN INDIA

The public sector in India is composed of a number of segments.  The first is government itself, the central govern​ment, state governments and local governments; the second catego​ry is that of "departmental enterprises" which are run directly by government departments and are not separately incorporated.  This category includes enterprises such as the railways, the post office and the telecommunication system.  The third category is of "non‑departmental enterprises" which are separately incorpo​rated and run as independent companies.  This category includes both manufacturing and non‑manufacturing enterprises. 


Some idea of the expanding role of the public sector can be gained from Tables 1 and 2.  The public sector as a whole has increased its share in GDP from about 8 percent in 1960‑61 to about 26 percent  in 1991‑92.  The increase in share has been continuous over this whole period.  However, various features can be noted.  First, the agriculture sector has remained substan​tially in private hands as has the trading sector.  The national​isation of the coal mining industries in the early 1970s in​creased the government share to 100 percent  and it has remained so ever since.  It is only now that almost all mining, except for coal, has been freed from public sector reservation.  The key change in the structure of ownership in the manufacturing sector took place during the 1950s and 1960s.  Similar is the case for utilities.  The increased public sector share in construction in the 1980s is probably a consequence of better implementation of public sector infrastructure investment during the 6th and 7th five year plan periods alongwith the spread of public sector housing construction through the spread of housing boards in different states.  The declining share in transport and communi​cation may be attributed to the absence of the public sector in the transport of goods by road.  The share of road haulage has been increasing consistently with respect to the railways.  In the case of banking and insurance the bank nationalisation car​ried out in 1969 and further in the 1970s is reflected in the increasing share of the public sector in the 1970s and stability thereafter.


Within the public sector it is also possible to observe the changing share of central public sector enterprises during the 1980s (See Table 2).  The only significant change that took place in this share was in communications where a part of the telecommunications government monopoly was corporatised in 1986‑87.   The telephone services in Bombay and New Delhi were sepa​rated into a separate public sector enterprise called Mahanagar Telephone Nigam Limited (MTNL).  Otherwise there was no signifi​cant increase in the presence of public sector enterprises in the overall production structure in the country during the 1980s.


The productivity of public sector investment may be seen by comparing tables 3 and 4 with table 1 and 2. Whereas gross domestic capital formation varied from 40% to 50% as a share of the total between 1960‑61 and 1991‑92,  the share of the public sector in GDP ranged from only 8% to 26%.  The difference in these shares is most evident in the manufacturing sector where the public sector share of gross domestic capital formation ranged between about 25% and 40% of the total while its share in GDP was between 5% and 17% only.  This reflects the heavy indus​try strategy pursued by the government and the particular presence of public sector enterprises in capital intensive sec​tors. In addition to the original PSEs, the government acquired a large number of enterprises which were earlier owned by the private sector but were approaching bankruptcy.  A comparison of tables 2 and 4 serves to underscore this point where the data have been provided for the 1980s.  


The accumulation of financing problems in the public sector towards the late 1980s is illustrated by Table 5 which displays the rapidly changing financing structure of central public enterprises between 1985‑86 and 1994‑95. Whereas at the beginning of the period, budgetary resources were being provided for investment in public enterprises for almost 50% of their investment requirements.  This share has fallen less than 20% in the mid 1990s.  Correspondingly, internal and external budgetary resources increased from about 50% to over 80% of total resources required for investment by the PSEs over the same period.  The share of direct borrowing within that increased from about 15% to about 25%.  These data illustrate the impact of the deteriorating fiscal situation on the resources requirement of public sector enterprise.  The government can simply not afford to play an active role as an owner in sustaining these enterprises in the industrial sector in the medium term future without being ex​tremely selective.   The increasing exposure of PSEs to both domestic and external debt may also lead to problems of sickness in the future.  If the government as the owner is no longer able to supply adequate volumes of equity in support of the financing requirements for new investment there is little alternative to the sharing of equity outside the government. Therefore the need for different degrees of disinvestment or privatisation are indicated by these data.

Industrial Structure of Public Sector Enterprises

It has already been shown that the total share of central public sector enterprises in manufacturing is of the order of 14% to 15% in total manufacturing  output (both organised and unorga​nised).  The  public sector had originally been designed to accelerate the diversification of Indian industry and deepening of the  industrial structure towards heavy industry (the capital goods and intermediate goods sectors). Consequently the share of the public sector in sectors such as basic metals and   machinery is still over 25%.  In other sectors such as chemicals and trans​port equipment, this share is 15% to 20% (See Table 6).  Despite the large number of enterprises in light industry sectors the share in output of the public sector in textiles and consumer goods is much less than 5%.  In areas such as the energy and the non ferrous metals sectors the public sector has been dominant with almost 100% share at present.  The other leading areas for public sector presence are steel and fertilisers (see Table 7).  Thus, of the total investment in the central public sector, about 60% is in areas of steel, minerals and metals, coal and lignite, and power and petroleum.  These are exactly the sectors which can be regarded as the commanding heights of the economy which were originally identified for investment by the public sector.  As may be seen from Table 8, while public sector presence has de​clined over the last 20‑25 years in other heavy industry areas such as engineering and transport equipment, and in fertilisers, chemicals, and pharmaceuticals, it has increased in light manu​facturing areas and in non manufacturing activities.  Although the share of public enterprises in the total output for these areas is not high,  there are more than 100 enterprises in these latter two categories where public enterprises were not original​ly intended to exist (See Table 9).  Thus there has been an increasing proliferation of public sector enterprises in what might be termed as low priority sectors of the economy where there is significant competitive presence of the private sector. To the extent that management resources are scarce, this prolif​eration must inflict a significant drag on the ability of the government  to manage the other enterprises whose share in in​vestment is much greater.

Performance of PSEs

The performance evaluation of PSEs is a complex exercise.  This has been reflected in the performance criteria used in the system of memoranda of understanding (MOUs) where financial parameters constitute only 60% of the weight in the total per​formance evaluation system.  However, for the purpose of under​standing the fiscal drag imposed by public sector enterprises on the public finance system of India,  it is adequate to look only at different profitability ratios.  Even here it is difficult to find a relevant basis for comparison.  What would be the relevant counter factual for evaluating the profitability ratios of PSEs?


Tables 10, 11, and 12 display various profitability ratios for the central public sector enterprises as a whole,  the petroleum sector, and the public sector excluding the petroleum sector.  For the central public sector enterprises as a whole, gross profit to capital employed has been between about 4.0% and 12% from the 1960s until now.   A clear improvement took place after the mid 1980s.  The impact of significant debt service payments can be seen in the much lower figures for the ratio of pre tax profit to capital employed.  Finally, the ratio of profit after tax to net worth was negligible until the mid 1980s.  It is only since then that it has been between 3 and 4 per cent. 


This overall performance of the public sector is mislead​ing because of the very significant contributions of the petrole​um sector to total profitability in the Indian public sector (see table 11).  The performance of the central Indian public sector excluding petroleum is indeed quite poor.  During the 1980s and early 1990s the ratio of gross profit to capital employed ranged between 7.5% and 9.7%; and the ratio of profit after tax to net worth was generally negative (see Table 12).  The improvement in performance of the public sector as a whole after the mid 1980s can be attributed mainly to the performance of the petroleum sector.  In comparison, results from the Indian private corporate sector (as compiled by the Centre for Monitoring the Indian Economy, CMIE) show the first ratio to range between 12.5% and 19%, and the second ratio is  between 4.5% and 14% since the early 1980s(Table 13).  Earlier data are not easily available.

 
These comparisons may not be absolutely valid since the public sector data comprise of the universe of central public sector enterprises whereas the data for the Indian private corpo​rate sector are not comprehensive. However, similar estimates are available in Vijay Joshi and Ian Little's (1994) recent work.  They calculate rates of return to total public sector investment at 4.0 per cent in the period 1960 to 1975, and about 3.3 per cent during 1976‑1987.  For investment in public sector manufac​turing the corresponding estimates are 0.1% per cent in the earlier period and 3.1 per cent in the latter period. The com​parable returns to investment in private sector manufacturing were 7.7 per cent during 1960‑1975 and 16.7 per cent in 1976‑1987. These estimates were made from the national accounts esti​mates for value added, labour input and gross capital formation, in each of the categories, and thus constritute comparable and comprehensive estimates.  


These estimates provide an indication of the resource losses that the whole economy has suffered from the low returns achieved from investments made in public sector enterprises.  There is little doubt then that quite significant burdens have been imposed on the central budget as a consequence of insignifi​cant returns accruing from investment in central public sector enterprises. 


It may be mentioned in parenthesis that this may not necessarily be a loss to the country as a whole.  If, for exam​ple, the prices of the output of Indian public sector are admin​istratively determined and if they are lower than market deter​mined prices, they would constitute an effective subsidy to the rest of the economy. The profitability ratios of the private sector would then be inflated correspondingly.  The lower returns in the earlier period could partially be explained by this phe​nomenon: prices of basic materials were lower than international prices in the 1960s and 1970s.  However, in the 1980s and 1990s these prices were generally substantively higher than interna​tional prices. A comprehensive evaluation of this issue needs a correspondingly comprehensive analysis which is not attempted here.


Many of the public sector enterprises have successfully expanded production, opened up new areas of technology and built up a reserve of technical competence.  However, after the initial concentration of public sector investment in key infrastructure areas, public enterprises began to spread into all areas of the economy including non infrastructure and non core areas.


A number of distortions have occurred such as excessive diversification both within and across enterprises, monopoly presence in  many areas leading to inefficiency and high costs of production and service delivery, poor performance leading to drain of resources and low accountability.  The public sector has had almost exclusive responsibility for the provision of goods and services in the key infrastructure areas and core sectors.  The management of some public sector enterprises may have been unsatisfactory but the causes of poor performance probably lie in the management environment created by the laws, rules, regula​tions, procedures and scrutiny system applicable to PSEs.  This has resulted in poor general overall performance of the public sector which has manifested itself in low or negative returns to public investment.  The effect on Government resources has been serious with increasing budget deficits and lack of resources for investment in other critical areas particularly related to human resource development.

 IV.POLICY REFORM IN PUBLIC ENTERPRISES
Statement on Industrial Policy 1991

The Statement on Industrial Policy, of July 24, 1991, recognised the many problems that have manifested themselves in many of the public enterprises and sought to rectify these prob​lems.  It noted that many public enterprises have become a burden rather than being an asset to the Government.  The statement proposed "it is time therefore that the Government adopt a new approach to public enterprises".  It was decided that Government would review the existing portfolio of public investments with greater realism.  This review was to be in respect of industries based on low technology, small scale and non strategic areas, inefficient and unproductive areas, areas with low and nil social considerations or public purposes and areas where the private sector has developed sufficient expertise and resources.  It was also proposed that there must be a greater commitment to the support of public enterprises which are essential for the opera​tion of the industrial economy.  Measures must be taken to make these enterprises more growth oriented and technologically dynam​ic.  Units which may be faltering at present but are potentialy viable must be restructured and given a new lease of life.  The areas reserved for the public sector were reduced drastically from 17 to 8( and later to 6). In manufacturing, the only areas which continue to be reserved for the public sector are those related to defence, strategic concerns and petroleum.  Even, here there is no bar to the Government inviting the private sector to participate. 
Specific attention was given to the issue of industrial sickness in public enterprises and a commitment was made to refer all sick public enterprises to the Board of Industrial and Finan​cial Reconstruction (BIFR) or similar body so that appropriate decisions could be taken on the rehabilitation of these enter​prises after examination on a case by case basis.  It was also proposed that a social security mechanism would be created to protect the interest of workers likely to be affected by such rehabilitation packages.  A commitment was made to provide great​er autonomy to remaining public enterprises through the strength​ening of the MOU (Memorandum of Understanding) system and by providing greater professional expertise in the Boards of these enterprises.  The idea was for the government to establish trans​parent memoranda of understanding with PSEs which establish clear performance targets on a mutual agreement basis.  The decision to dis‑invest equity in the public sector enterprises was also announced in the Statement on Industrial Policy.


In summary, the intention behind the announcements made in the Statement of Industrial Policy was to undertake a wide ranging public sector reform.  The objective was to induce great​er efficiency, productivity and competitiveness in the public sector.  The enterprises currently in the public sector were to be strengthened so that they are enabled to participate profita​bly in the new competitive environment that now exists in both the domestic and international economy.  If this involves disin​vestment or privatisation, it must be accomplished purposively and quickly.

What Has Been Done So Far

The Statement on Industrial Policy provides an adequate basis for a wide ranging public sector reform.  A number of decisions have been implemented and the current status of govern​ment decisions is given below:  

(i)
De‑reservation of the Public Sector and De‑licensing

In the manufacturing sector, the reserved areas for the public sector now only include defence production and mineral oils.   In the case of mineral oils (petroleum exploration, petroleum refining, etc.), however, private investment including foreign investment is being actively invited , but on a discre​tionary basis.  The other reserved areas are in respect of atomic energy, minerals related to atomic energy, coal and lignite, and railway transport. Mining of iron ore, manganese ore, chrome ore, etc., and mining of non‑ferrous metals, which was earlier re​served for the public sector was further dereserved in 1993.  Thus, from the original list of 17 (see Annex III) now only 6 areas still remain reserved for the public sector.  In fact all of the manufacturing areas which were earlier reserved for the public sector have also been exempted from industrial licensing.  Consequently public sector enterprises are now open to competi​tion from new entry in all areas of manufacturing except in defence production.  The indications are that new entry is indeed taking place in most of the areas reserved hitherto for public sector enterprises.

(ii)
Referral of Sick PSEs to BIFR

The Sick Industrial Companies Act (SICA) has been amended to make mandatory the referral of sick public sector enterprises to the BIFR.  Hence, all sick (bankrupt) public sector industrial firms now have to be restructured through revival, rehabilita​tion, or closure if found to be unviable.  Once the bankrupt public sector firms are referred to the BIFR, the government has, by necessity, to make decisions that result from the orders of this Board.  According to the most recent information available 53 public sector enterprises defined as sick have already been referred to the BIFR(See Table 14 ).  This process has been underway since mid 1992.  The cases of these enterprises are at different stages of the BIFR process.  This process is generally quite time consuming (as it is for the private sector), and can take anything from one to three or more years. 


After referral to the BIFR the Board first has to decide whether a firm has been correctly referred to them in terms of the definition of sickness( a firm is defined as sick if its net worth has been totally eroded, if it has made losses for two consecutive years and if it has been in existence for more than five years).  Once a firm is accepted by the Board for further enquiry, the firm itself is usually asked to put forward its own proposal for a restructuring programme.  If this is not found to be satisfactory an operating agency (OA) is usually appointed in order to examine its viability or otherwise.  So far, it is only the national term lending industrial financial institutions which have been appointed as the OAs.  After the operating agency submits its report recommending restructuring or closure, hear​ings are held involving all the interested  creditors, owners and labour.  A decision is given after all interested parties  have been heard.  An appeal procedure is also prescribed wherein any of the interested parties can appeal the decision given.  Even after an appeal has been taken care of the issue can still be taken to court.  


For the public sector firms that are referred to the BIFR, the government as the owner is forced to provide its views to the BIFR concerning the future of the public enterprises.  Since this was a new activity for the administrative ministries  to which the PSEs are responsible, it took some time for the government to devise a procedure for arriving at its own views which have to be transmitted to the BIFR in each case.  There is now a reasonably systematic procedure whereby a ministerial group headed by the Finance Minister decides what view to present to the BIFR in each case.  A good number of these referrals to the BIFR have now reached their final stages.  Relatively clear options are being presented to the government in each case.  Where the option of revival is proposed, the fiscal cost of such a revival is made traansparent, so that appropriate decisions may be taken.  The BIFR has indeed recommended closure or outright sale in a good number of cases, and the government has also concurred with most such recommendations.  However, no closure has yet taken place as further legal appeal procedures have yet to be gone through.  In this respect, the problems of actual liquidation are beset with various dilatory legal procedures which are not too different from those faced by similar private sector enterprises.  


In summary, this particular policy action has set in motion a process which is now generally accepted and which will take its own course through the Indian institutional system between the government, the BIFR and the courts.


(iii)
The National Renewal Fund (NRF)

The National Renewal Fund was established in 1992 to provide a social safety net for workers affected by industrial restructuring.  As various enterprises (in both the public and private sectors) undertake a restructuring process, workers would need focussed assistance for re‑training, re‑deployment, skill upgradation and other kinds of employment counselling.  The public sector enterprises classified as sick employ about 400,000 workers out of a total of about 2.15 million employees in central public sector enterprises.   In addition another half million are in other loss making enterprises which are not yet classified as sick.  As they go through the restructuring process some enter​prises would have to be closed down whereas others would need to shed excess labour in order to become viable in future.  Accord​ing to the original intention of the NRF it was essentially designed as an interim measure as a social safety net in lieu of social security.  The intention behind the NRF was i) to provide compensation to workers who would be affected by industrial restructuring; (ii) to assist such workers in re‑training and re‑deployment; (iii) and to provide resources for employment genera​tion in areas affected by industrial restructuring.  It also had provision for compensating workers who opt to take voluntary retirement from existing public sector enterprises.  


Since the BIFR process has not yet yielded final deci​sions on closure or restructuring, the issue of compensating workers being rendered jobless because of restructuring or clo​sure has not yet arisen in the public sector.  However, as the process unfolds it is quite likely that the NRF would indeed have to provide such compensation.  A number of enterprises have taken advantage of the voluntary retirement option under the NRF and a little over 70,000 workers have retired voluntarily. Pilot schemes have also been started for retraining and redeployment in some of the centres most affected by industrial unemployment.  However these are still in the experimental stage since there is no good past experience available in this area in India. 

(iv)
Dis‑investment of Equity

About Rs. 95 billion (U.S. $ 3.2 billion) have been raised so far from the dis‑investment of equity in 34 profit making public sector enterprises (see Table 15).  These companies were selected on an exclusion basis so that only profit making units are offered for sale.   Among profit making enterprises those were excluded where it was felt that Government should continue holding 100 per cent equity.  In the first round of dis‑investment it was decided to (a) offer a randomly structured portfolio of shares each with notional reserve price based on a complex valuation procedure and (b) to off‑load the shares to institutional investors as a buffer between the Government and the stock market. Financial institutions and mutual funds were offered the opportunity to bid for the bundles.  Later, the bidding process was opened up to foreign institutional investors and to the public at large with the stipulation of a certain minimum bid.   Almost all the bidding so far has been done by financial institutions or mutual funds.


There has been a good deal of innovation in this disin​vestment process.  Compared to many other countries, the disin​vestment or privatisation has been a relatively orderly process.  There have been the inevitable controversies about the prices at which some of the initial shares were sold,  even though all the disinvestment has been done through an auction process.  The Government has decided to permit up to 49% disinvestment of equity so that the government would continue to hold 51%.  A firm is legally regarded as a public sector firm in India if the Government holds more than 50% of equity.  A company so classi​fied is then subject to all the rules, regulations, procedures etc. connected with government ownership.  Thus a firm in which government ownership goes below 50% can be effectively regarded as being in the private sector even if the government has a domi​nant share holding.  


One criticism of this disinvestment process has been that it has essentially been seen as resource raising exercise by the government.  It has been argued that the adoption of such a procedure, where disinvestment has generally been done in a wholesale manner in a large number of enterprises,  the interest of the enterprises is not well looked after.  It is often sug​gested that it would be much better if disinvestment was done on an individual firm basis with appropriate consideration being given to the specific needs of each firm.  In some cases this has indeed been done (e.g. Indian Petrochemicals Limited, IPCL) where the equity base has been expanded and the firm thereby allowed to raise resources through a capital issue which then effectively reduces the government share holding.  The resources so raised are then available for the firm's own purposes, particularly investment for expansion and technology upgradation.  


A second and, perhaps, more valid criticism is that the valuation of shares is affected by the decision not to reduce government holdings to less than 51 per cent.  With the continu​ing majority ownership of the government the disinvested public enterprises would continue to operate within the constraints of the public sector.  Thus, there is a lack of clarity on future corporate plans and prospects of these enterprises.  Consequent​ly, it is expected that share bids would be lower than they would otherwise be if there was a clear announcement of eventual disin​vestment of greater than 51 per cent.  The implication is also that if and when such a decision is taken the original buyers would receive a windfall.  In principle, the bid being received through the auction procedure should discount the probability of such an event taking place in the future, and the undervaluation would be consequently reduced.

(v)
Greater Autonomy to Public Enterprises

In the statement on Industrial Policy a  commitment     had been made to provide greater autonomy to  remaining     public enterprises through the strengthening of the Memorandum of Understanding (MOU) system and by providing greater professional expertise in the boards of these enterprises. Although the MOU system has been expanded so that it now covers  105 enterprises,  the view of most observers would be that this system has not in fact provided any more autonomy than has existed in the past.  The expansion of this system has undoubtedly improved corporate planning within enterprises. It has also provided for some objec​tive basis for evaluation by the administrative ministries on a regular basis.  This Indian version of what was originally a French practice involves the setting of relatively detailed performance targets through mutual discussions between the PSE, the administrative ministry and professional consultants on an annual basis.   In 1993‑94, of 101 PSEs rated through the MOU process 44 were rated as "excellent", 29 as "very good", 13 as "good", 7 as "fair" and only 6 as "poor". Among the performance targets used 60 per cent of the weight is being given to finan​cial parameters.  Thus there seems to be some evidence of grade inflation.


It would be difficult to argue that this process has provided for greater autonomy for the boards of these enter​prises. A limit of two has been placed on the number of official members who can be nominated on the boards of PSEs.   Attempts are also being made to nominate professional experts on the boards, but, once again, conspicuous success has not been achieved on this account. 

Constraints on Public Sector Reforms

Whereas this is an encouraging beginning to the whole process of public sector reforms, much remains to be done.  The experience that has already been gained has thrown up a number of problems related to both the dis‑investment process as well as the restructuring of existing enterprises.  Most of the problems that arise result from a lack of clarity regarding the objective of public sector reforms.  Consequently a consensus on the proc​ess of such reform is yet to emerge. Without the existence of such clarity, or consensus, it is easy for the various vested interests and interest groups to assert their views and power.


Before such a consensus can emerge there is a critical requirement for the analysis of performance of public sector enterprises and of their place within the industrial economy.  The original rationale for their introduction in the 1950s was based, on the one hand, on the infant industry argument, and on other on ideological views on the appropriate distribution of the owernship of capital.  Subsidiary concensus were the then lack of resources available to the private sector, and absence of a developed enough capital market; and the low level of technical competence and resources within the private sector.  It was also thought that the private  sector was inefficient and that a more efficient public sector investing in basic raw materials, in​termediate goods and capital goods would provide inputs at low cost for promoting efficiency and competitiveness in the rest of the economy.

 
Over time, other concerns got included in the rationale for promoting public enterprises within the tradable sectors, although these have been less clearly articulated.  Balanced regional development and promotion of industrial employment are among such concensus.  Locational decisions for some enterprises have therefore been based more on political concerns than econom​ic.  Employment promotion has been interpreted to include employ​ment protection leading to the government takeover  of bankrupt private enterprises: thereby turning private sector inefficiency into public sector malaise and fiscal burden.  Employment promo​tion has inevitably led to patronage and feather bedding as well.


Analysis of all these issues is essential for deriving a well thought out strategy for reform: such a strategy must ad​dress the genuine public concerns outlined above.  The sketchy analysis offered in this paper suggests that the performance of public sector enterprises has been clearly much worse than that of the private sector as a whole.  Much more detailed analysis is needed, along with estimates of opportunity cost losses.  It is imperative that policy makers, politicians, and the public at large appreciate the magnitude of resource loss that the country has suffered from public sector enterprises.  Moreover, micro level understanding is needed for linking the poor performance results with management systems, etc.  that exist in the public sector.  Given the formal systems and impersonal screening proce​dures used in public sector recruitment, it is probably the case that human resources are of a higher quality, on average, than in the private sector.  But their utilisation is clearly far below their capacity.


The strategy for reform also needs to address issues concerning the distribution of ownership of wealth.  I discuss some of the problems of corporate governance arising from the existing structure of the Indian financial sector in the next section.  If public enterprises are to be privatised, what would be the effect on wealth and income distribution.  Should the new owners be the existing large private conglomerates?  Conversely, should the privatised public enterprises be widely held by the public? If the latter, how is management control to be exercised? Should there be restrictions on foreign ownership? All of these issues need to be posed and discussed widely.  Although a great deal of international experience is available, there are few clear cut guidelines.


In the absence of such clarity of thinking, a number of immediate problems have arisen. Moreover, there are large dark areas in which there is little policy guidance available at present.  Whereas there is a clear decision to allow dis‑invest​ment of upto 49 per cent shares in selected profit making enter​prises and there is a decision to refer the sick public sector enterprises to the BIFR, there is little guidance available for the restructuring of the approximately 150 enterprises which fall in between these two categories.  Some of these enterprises are loss making but have not yet been classified as sick.  Others are profitable but need strengthening and restructuring before any disinvestment can take place.


Designing the reform of public sector enterprises in a large democractic polity that is India is a very complex process.  As in many other countries which have significant public sector presence in tradable goods and in other commercial sectors, the governmental structure in India also has a proliferation of administrative ministries which have arisen as representatives of the owner, that is the government.  This is also a reflection of the ultimate responsibility of parliament that exists in a par​liamentary democracy.  The parliamentary oversight of PSEs re​quires a governmental intermediary, or buffer to perform that function.  Thus, as the  number of public sector enterprises grew in different areas so did government departments and ministries.  Thus separate ministries or departments exists for areas such as steel, coal, mines, textiles, electronics, petrochemicals, petro​leum, food products and the like.  One consequence of this is the creation of vested interests in the form of these departments and ministries which are often loath to give up sources of power and patronage which arise from public ownership of enterprises.  The defused ownership through ministries also means that it is diffi​cult to take organised decisions and actions on a wide ranging basis with respect to PSEs.  Thus, in addition to the problems of building consensus for significant reform outside the government, this gives rise to the complexity of forming a consensus within the government.  


The issue of parliamentary oversight is of great impor​tance for the extent of autonomy that a public sector enterprises can realistically have.  It is difficult in practice to design institutional forms within a parliamentary system which allow for the level of autonomy that is required for commercial decision making in a competitive and open economy.  In this context, it was a rational system in which public sector enterprises were generally in areas reserved for the public sector.  The intrinsic handicaps in commercial decision making that result from govern​mental and parliamentary oversight makes it difficult for govern​ment owned enterprises to compete with the private sector which is not so encumbered.  The key issue that exists today is whether it is feasible to have public sector enterprises in commercial sectors which are open to competition and to trade. 

 V.
DIRECTIONS FOR FUTURE POLICY CHANGE
Need for a Strategic Approach

It is essential that the Government re‑examines the rationale for running public enterprises, particularly in the tradable sectors.  The overall economic reforms that have been implemented have exposed most public enterprises to competitive pressure.  These pressures will increase in the future.  This is the key impact of the economic reform on the functioning of public sector enterprises.  A strategic approach to restructuring of public enterprises must be based on this fundamental change in the economic  environment.  The objective must be to ensure the competitive enterprises, which are currently in the public sec​tor, must be strengthened to enable them compete in the future.   The focus of policy should shift from the issue of "Public Sector Reform" to "Public Sector Enterprise  Restructuring". So far, the terms of the debate are often on ideological lines concentrating on the pros and cons of public ownership; whether the public sector as a whole needs change; whether the public sector as a whole performs well or not; and the like.  Much better results are likely to be achieved if the issue for discussion is trans​formed to a focus on the health of the industrial sector as a whole and how enterprises which are currently in the public sector fit in this structure; and how existing public sector enterprises should be transformed in the interest of industrial growth and industrial development.  Whether they continue under government ownership or are privatised should be a secondary issue. 


If, in the new competitive environment, it is not feasi​ble for these enterprises to compete within the confines of the rules, regulations and constraints that are intrinsic to the public sector, then decisions to privatise them must inevitably follow.  Conversely, if measures can be identified which enable enterprises to become competitive within the public sector, these measures must be implemented.  Similarly, if public ownership is important in the country's strategic interest this should be identified and those PSEs which fall in this category would need strengthening.  This includes the funding of new investment and modernization where necessary.


The objectives for restructuring of public sector enter​prises should be:


*    Faster industrial growth


*
Improvement in productivity


*    Deepening of Indian technological capability


*
Development of the Indian corporate sector          


*
Further development of the Indian capital market.

        *
Fiscal restructuring

        *
Freeing public resources for investment in public              goods such as basic health and education.


The means of achieving these objectives involve consider​ations such as the injection of greater competition into the industrial economy in order to foster a healthier market struc​ture.  As has been outlined earlier, the overall reform process has provided for free entry into almost all sectors in manufac​turing from both domestic and foreign investors, and is progre​sively opening up the economy to freer external trade with the elimination of trade restrictions and reduction in tariffs.  There is, as yet, little explicit consideration being given to the active practice of competition policy: the assumption being that more open trade will perform this function effectively, along with the freer entry.


This paper is concerned primarily with the public sector enterprises in the manufacturing sector.  However, the Indian public sector has dominant presence in non tradable sectors such as telecom, power, railways, and the like.  This is not too different from other countries, both developed or developing.  However, the dominant public sector presence in the financial sector provides cause for concern with respect to the ownership structure of the corporate sector as a whole, the evolving disin​vestment process, and the need for efficiency in public enter​prise transactions.  The approach of the government to all these sectors will have great impact on the future course of the econo​my as a whole, and on the health of specific enterprises. 


A comprehensive review of the existing portfolio of public enterprises should be carried out with these objectives in view.  So far the disinvestment of equity has been largely done to meet revenue requirements.  The disinvestment of equity of less than 49% is unlikely to promote autonomy of management and therefore efficiency of public sector enterprises since the enterprise remains a public sector company and continues to be subject to all the laws, rules, regulations and procedures that govern a public sector company.  Once a comprehensive review has been carried out and some clarity achieved on the different levels of desirable governmental holding in different classes of enterprises, ranging from zero to full ownership.  the new strategy should include an enterprise specific programme for restructuring.  Within this enterprise specific programme for restructuring, all options need to be considered ranging from 100% ownership, less than 50% disinvestment, more than 50% disin​vestment and full privatisation.  It should also include the possibility of restructuring prior to disinvestment or privatisa​tion; the possibility of forming joint ventures, both with local or foreign partners; and finally, particularly for sick enter​prises, the option of closure must also be considered.  The important point here is that each of these decisions should be based on a futuristic view of Indian industry and the place of the specific enterprise within it. 


As shown earlier, of this paper, the stringent fiscal constraints that have emerged, and the stabilisation programme that is being followed, implies that little budgetary support will be available for the growth and strengthening of existing public enterprises. Many of these enterprises are in essential industrial infrastructure areas such as steel, power equipment, power genration, transport equipment, energy related areas and the like.  The continued industrial health of the country re​quires that these enterprises be enabled to grow in a healthy manner and to compete successfully internationally.  It is there​fore of the utmost importance that their future be clarified immediately so that appropriate corporate plans can be made.  If they are to be privatised fully or partially this should be done quickly so that the options are clear for appropriate corporate planning.  The manufacturing and technical capability developed with great difficulty in the public sector must be given opportu​nities for strengthening even if it means privatisation.  If, for whatever reason  certain enterprises are to remain in the public sector, adequate funding arrangements must be made.

Development of the Indian Corporate Sector

One objective that should be given considerable impor​tance is the healthy development of the Indian corporate sector.  So far, the private sector has been dominated by certain large industrial houses which are, in some ways, an extension of the old management agency system.  A relatively small number of well known entrepreneurial and industrial families have acted as promoters of a large number of enterprises and have been financed by large scale lending from public financial institutions, as well as by large equity holdings also held (as silent partners) by  public  sector  financial  institutions  such  as  the Life 

Insurance Corporation, General Insurance Corporation, Unit Trust of India, and the like.


This structure has a number of consequences.  First, many large Indian industrial firms are managed by the promoter fami​lies who hold relatively small equity shares ranging from shares as low as 5% but not often much greater than 25%.   The top management in these companies is usually taken from members of the extended family of the promoter.  Thus there is little sepa​ration between management and ownership.  Among many other rea​sons, this is one reason why restructuring does not take place in Indian firms at the correct time and firms go sick because of such inaction.  If there was adequate separation of management from ownership, it would be easier for owners to change manage​ment when firms perform badly.  Second, large blocks of equity are held by nationalised financial instituitions.  It is diffi​cult for these institutions to participate actively as owners since, being government owned institutions, that would inevitably lead to allegations of political interference.  The largest equity holders therefore generally give unstinted support to the promoters.  This situation is somewhat different from the kind of role that German Banks are reported to perform in the firms where they hold substantial equity.  Third, with large portions of equity being held by the financial institutions, the remaining public holdings of such equity are often very thin.  The capital market is then unable to influence significantly the performance of large Indian industrial firms.  This situation is in the process of changing as the Indian capital market is expanding rapidly, subsequent to the policy reforms since 1991. This proc​ess of change in the capital market needs to be strengthened by further actions to promote healthy development of the Indian corporate sector.


It may therefore be advisable to conduct a parallel process of disinvestment of the holdings of financial institu​tions in private sector firms, along with the disinvestment of public sector enterprises.  Indeed, the resources raised by the  financial institutions from disinvestment in the private corpo​rate sector could be used to finance their purchase of government equity that is disinvested from PSEs.  This parallel process could contribute significantly to the development of the Indian corporate sector.


As the disinvestment  of government equity in public sector enterprises progresses it can be expected that larger portions of equity in these enterprises could then be held by the public at large.  In the initial stages of disinvestment that has so far been undertaken, almost all the equity disinvested has been picked up by mutual funds and by financial institutions.  If a decision is indeed taken to reduce government holding in these enterprises to below 50%, these enterprises would become private sector corporations, not dominated by any particular families.  Given the professional nature of management that exists in PSEs it would be possible to further strengthen these managements on a professional basis.  The result would be the development of large corporate enterprises being run by professional management, being owned by the public at large, and providing new competition to the existing private corporate sector.  Such enterprises may be expected to be more technologically dynamic. This would be a step forward in the industrial and corporate development of the coun​try.  However, this kind of development will not take place unless there is strategic thinking behind the restructuring of public sector enterprises.


A related issue is the strategy to be followed with respect to the financial sector.  At present, 90 percent of commercial bank assets are in public sector banks.  All life insurance, general insurance, and provident and pension funds are also government owned entities.  Similarly, the term lending financial institutions are government dominated, though two of them are now autonomous in the sense that direct government holdings have fallen below 50 per cent.  Thus there is effective absence of competition in the financial sectr.  This structure has two consequences of note for the corporate structure as a whole, and for the strategy of public sector reform.


First, the number of prospective substantial buyers of public sector disinvested equity gets limited.  Just as the equity in the Indian private sector is concentrated in government owned financial institutions, so will the disinvested equity of the currently government owned enterprises.  Whereas there is some competition between these government owned financial insti​tutions, they often act in concert on important issues that arise in corporate management: what is needed is greater competition and more diversified strategic thinking among substantial equity holdings.  With institutions like the Life Insurance Corporation of India, the Unit Trust of India, and the General Insurance Corporation, holding large chunks of equity in a very large number of companies in India, the top management of these insti​tutions cannot really be expected to devote substantial portions of their time to issues related to the management of companies where they have substantial holdings.  With such a structure, it would be difficult to obtain all the gains that may be expected from potential privatisation of public sector enterprises.


The second consequence is the possibility of inadequate competition in the bidding for the shares being disinvested.  Similarly, for the reasons cited above, detailed research and knowledge about each PSE that is being disinvested may not be deployed in the bids made, except perhaps for the largest enter​prises.  If the number of financial institutions involved is larger, presumably different institution would specialise in bidding for shares of different kinds of enterprises, and thus there would be greater likelihood of better research and informa​tion being generated for each enterprise. 


A beginning has been made in the financial sector as well with the introduction of new private sector banks, partial disin​vestment from the largest bank, the State Bank of India,   and the new autonomy of two term lending financial institutions. However the strategy related to the insurance sector is still being formulated.  In any case, even if clear decisions are taken with regard to the financial sector, it would take quite some time before effective competition emerges.

Basis of Portfolio Review

The Department of Public Enterprises has carried out performance analysis of the PSEs based on three criteria viz. the type of market situation, levels of social obligations and the level of efficiency.  The performance of 131 profit making PSEs and 98 loss making PSEs has been examined on this basis(see Table     16).  This evaluation throws up 8 categories of PSEs.  Four of the eight categories are good performers and the remaining four poor.  On the basis of this analysis, it is quite feasible to conduct a full portfolio review and emerge with the following categories of public sector enterprises:

(a)
Profit Making Enterprises 

*
Enterprises where the Government must continue majority ownership.

*
Enterprises to be privatised.

(b)
Non Profit Making Non Sick Enterprises
*
Enterprises in priority areas where the State must con​tinue to have 100% ownership.

*
Enterprises where the government must continue majority ownership but no restructuring before disinvestment.

*
Enterprises which need to be reorganised before disin​vestment/ privatisation.

*
Enterprises which can be disinvested/privatised without reorganisation.

(c)
Sick Enterprises
*
Enterprises which serve some national interest and there​fore need to be retained with 100 per cent Government ownership.

*
Enterprises which can be re‑organised and become viable; of these some could be privatised and others restruc​tured.  

*
Enterprises which are unviable and must be closed down.


It is essential that this kind of restructuring be done after a portfolio review so that clear decisions may emerge on the kind of public enterprise reform that is desirable in the national interest.  Regardless of whether a company is retained with the Government with full or partial ownership or whether it is privatised, it is essential that strategic decisions are taken to enable national assets that have been created to function in a competitive manner. 

Disinvestment and Privatisation

Any process of disinvestment and privatisation requires the utmost transparency and consistency of purpose and speed of implementation.  If a clear decision is taken on the privatisa​tion of certain enterprises , it could have a tangible effect on valuation of their shares.  Moreover, decisions could then also be taken to invite a bidding process for the outright sale of those companies where this is decided.  Second, it could also be necessary to identify those companies where the disinvestment is done by expansion of equity through issue of new shares rather than sale of existing equity.  Third, in the case of various competitive public enterprises, decisions would also be needed to go in for strategic alliances with large international firms.  This would result in the kind of synergy necessary for the con​tinuation of Indian firms in essential industrial infrastructure areas within the country and in the further development of capa​bility for industrial competence which is vital for the industri​al future of the country.  Fourth, as experience is gained in the dis‑investment of equity on a minority basis as has ben done so far, this process could itself be strengthened in the interest of the enterprises concerned.  Fifth, other options such as Manage​ment Buy In (MBI) and Management Buy Out (MBO) could also be considered, particularly in smaller companies and in the various consulting companies.


In each of these cases there is also the issue of se​quencing and strategic timing.  This will also depend on an assessment of the state of the capital market so that disinvest​ment from public sector enterprises does not have the effect of crowding out new investment in new industrial ventures.  In order to obtain appropriate prices for any disinvestment or privatisa​tion, appropriate sequencing would be of the essence.  It is of the utmost importance that well functioning and potentially competitive enterprises are strengthened, both with the infusion of new resources and with the granting of greater autonomy, to enable them to compete in the future.


A crucial issue is the choice between restructuring within the public sector, outright privatisation, or privatisa​tion within a regulatory framework.  Clearly, enterprises which are within highly competitive product market structures are the easiest to privatise.  Those that have been monopolies in the past but are now beginning to face competition could be allowed to adjust to this competition, and restructured, before privati​sation.  Presumably, many enterprises would improve their effi​ciency and performance, under competitive pressure, and would therefore fetch better prices later.  Restructuring could also be beneficial in some enterprises which have grown to encompass disparate and unrelated activity.


This brief review illustrates the many options that are available for public sector disinvestment, privatisation, and restructuring and which need to be pursued in a systematic and strategic fashion in order to strengthen the enterprises which are included in such a programme.  The identification of all these options requires a great amount of technical, financial and other expertise which is not available readily within the exist​ing governmental structure.  As already mentioned it is also relevant to consider disinvestment of holdings of the financial institutions in private sector enterprises in order to make them more widely held.  The resources thus raised could be used for the disinvestment of public sector companies.

Constraints on  Technological and Managerial Dynamism

The original objective of making massive investment in public sector enterprises to provide a self‑sustaining base for Indian industrialisation has been largely successful.  It is now necessary that the capacity so created must be strengthened to compete in the context of the changed environment both domesti​cally and internationally.  It is well understood that as long as enterprises are owned by the State various requirements of the State necessarily place handicaps on the attainment of managerial efficiency, particularly in a deregulated open economy framework.  As long as there is Government ownership there has to be a degree of parliamentary control which implies the scrutiny of various standing parliamentary committees such as the Committee on Public Sector Undertakings (COPU), Estimates Committee and various Standing Committees related to Departments and Ministries of the Government. Each of these committees and the Parliament as a whole are entitled to enquire about any or all aspects of PSE functioning.  This implies a degree of control from parent minis​tries that is unavoidable. 


Government ownership of enterprises also implies a rela​tively rigid compensation structure for workers and managers in these enterprises.  In the existing institutional structure in India it is difficult to make the public sector compensation structure too different from the levels and structure within the government itself.    Before the economic reforms this did not pose a serious handicap on public enterprises.  This was because many of them operated in non competitive sectors so that even the highest qualified employees had no alternative but to work in these enterprises.  Moreover,  there were also government imposed restraints on compensation given by the private sector.  Neither of these two factors hold true any more and it will be difficult for government owned enterprises to operate in the future without adequate flexibility in their compensation structures.  It is already reported that with the opening of all sectors to new entry many of the new private sector enterprises are raiding the existing PSEs of their most qualified and efficient personnel.  


Another handicap that PSEs suffer from is the intense scrutiny that they are  consistently subject to from governmental investigative agencies.  In the commercial world it is difficult not to make contracts and other agreements on a judgemental basis that is necessarily transparent.  It may not always be possible to make quick decisions regarding commercial contracts within the constraints imposed by the necessity of public accountability.  Many public sector executives therefore work under a constant threat of governmental investigation into their commercial activ​ities.  Such a system inevitably results in relatively conserva​tive and slow decision making where more importance has to be given to process than to results. 

 
The appointment procedures of senior management are such that at any given time a significant proportion remain vacant.  Government ownership requires recruitment procedures that are seen to be fair and equitable, and free from favouritism.  The accent then is on process rather than results.  All board level positions are filled by the centralised Public Enterprise Selec​tion Board which screens applicants and then recommends them to the respective administrative ministries for appointment.  After the consent of the minister concerned, the appointment is then vetted by the Appointments Committee of the Cabinet, which is headed by the Prime Minister.  Intelligence agency checks are also carried out for security clearance etc. before an appoint​ment can be made.  Inevitably, such procedures result in delays and uncertainties at the enterprise level.  During the tenure of such vacancies, designated ministry officials temporarily head the enterprise.


Similarly, elaborate procedures have to be followed for taking investment decisions.  This is necessary since the use of all public resources have to be noted by parliament.  Investment plans, in principle, have to be included in the overall five year plan of the country.  These are notional plans, whereas actual expenditures have to be included in the annual plan.  There is also a vetting procedure for the approval of each public sector investment project.  All projects above Rs. 50 million (U.S. $ 1.6 m) requires the approval of the Expenditure Finance Committee headed by the Secretary (Expenditure) in the Finance Ministry.  All projects over Rs. 200 million (U.S. $ 6.7 m) have to be evaluated by the Project Appraisal Division of the Planning Commission and then vetted by the Public Investment Board.  Their recommendation then requires the final approval of the Cabinet Committee on Economic Affairs.  Consequently, making new project investments are a tortuous procedure.  Cost overruns are then common place because of dilatory investment decisions.


In a large and poor country like India where unemployment and under employment is rampant there are inevitable pressures on politicians and bureaucrats alike to provide employment to their constituents in government owned enterprises.  It is difficult for most PSE executives to always resist such pressures.  Some of the over manning that exists in  PSEs is unavoidable in the face of such pressures.   


In her comment on this paper, Kathrya Gordon (of the OECD) has well summarised the problem of commercial enterprises operating within the constraints of government ownership.  There is a fundamental mismatch between governments as organisations and requirements of high performance financial and industrial systems.  Governments are essentially process oriented.  Whereas firms have to be much more result oriented.

In summary, the constraints imposed by governmental ownership makes it difficult for commercial enterprises to oper​ate in a deregulated open economy framework.  Even improved systems of MOUs would continue to be constrained by such require​ments.  Resources for greater investment in new technology, new products, further development of human resources and new R&D has to be funded on a continuous basis in the new environment.  These requirements are regardless of whether the PSEs continue to be fully or partial owned by the Government or whether they are privatised.  

In‑essential Companies

Over the years, the original concept of the public sector has been considerably diluted, the most striking example being the take over of sick units from the private sector.  There is also a plethora of public enterprises which are in the consumer goods and services sector.  There is no good economic reason for a public sector presence in these areas.  As has been found from the earlier analysis the production weight of these enterprises is not large but their number is significant. Quick decisions are therefore needed to sell on an outright basis such small and medium size companies which come into this category. This would provide the government experience in the privatisation process where the economic risk of errors would be low.  To the extent that there are problems related to labour they should be dealt with directly as a welfare issue.  To reduce the number of enter​prises on this basis would also leave governmental management, and bureaucratic and political resources free to concentrate better on the restructuring of larger and more important PSEs.

Sick Public Sector Enterprises

As documented earlier a relatively orderly process for dealing with sick PSEs has been put in motion and the National Renewal Fund set up.   However, this is a very complex issue which requires more organised thinking.  The quick exit route propagated by many analysts and commentators is not a realistic option.  In the case of Germany, for example, the quick privati​sation and closure route followed by the Treuhand is reported to have cost about US $ 170 billion and the loss of almost half of the existing employment in East German PSEs.  Such large fiscal and social costs have been feasible to sustain only with the kind of resources available with the Federal Republic of Germany. The strong social security system of West Germany was extended fully to East Germany.  Similarly, China is also facing great difficul​ty in the restructuring of its own loss making PSEs.  Recent reports suggests that as open unemployment is making its presence felt in the urban areas of China,  the Government is increasingly reluctant to add to such unemployment by a wholesale retrenchment of the surplus work force in the PSEs.  The rise in inflation is being attributed to the increasing fiscal deficit suffered by the Government as it pumps in resources to keep up employment in loss making overmanned PSEs.  The problem in India is,on the one hand, not as serious as in these countries because PSEs form only a small part of the total industrial economy.  On the other hand, given the low income level of the country and the lack of a social security system, dealing with large lay offs in the orga​nised sector is not politically or socially sustainable.  The problems are somewhat exacerbated with the relative concentration of sick PSEs in the Eastern region of India.  About half of all employees in sick PSEs are in the Eastern region of the country.  This proportion increases to almost two thirds if the loss making non sick PSEs are added. The response to this complex issue therefore has to be carefully engineered and sensitively imple​mented.

 
As the BIFR process unfolds concentrated attention on the areas where industrial distress is likely to take place is re​quired.  The National Renewal Fund mechanism could be strength​ened either in its existing form or, if it is found to be in adequate, new mechanisms could be organised.  This would need a combination of reasonably generous compensation payments to workers, counselling, retraining and redeployment, alongwith fo​cussed programmes of employment generation through industrial regeneration.  The skills embodied in these industrial workers must be seen as assets which need better utilisation.  With the rising trend of industrial investment and production overall, it should also be feasible to encourage new industrial investment in the areas most affected by industrial distress.  If there is clear recognition of the desirability of eventual closure of essentially bankrupt enterpises it would be feasible to organise a time bound realistic programme of restructuring which would take care both of the industrial issues arising from such clo​sures as well as the welfare issues with regard to labour.  For the future a self financing unemployment insurance fund is a necessity for continuous labour restructuring. 

NEED FOR NEW INSTITUTIONAL ARRANGEMENTS
The Existing Administrative Structure

The existing set up for the administration of public enterprises is essentially based on the monitoring of PSEs by their respective administrative Ministries.  A large number of administrative ministries have grown because of the existence of public enterprises.  Because of the various bureaucratic, govern​mental and parliamentary requirements the administrative minis​tries have, on the one hand, exercised excessive administrative control on the public sector enterprises, yet on the other hand, they are not responsible in any substantive sense for the performance of these enterprises.  The selection procedures of Chief Executives and Directors is also such that it has stifled managerial responsibility, accountability and innovation.


The Department of Public Enterprises (DPE) is the main agency responsible for overall policy for the public sector.  The DPE has built up a good data base of all PSEs and is therefore well placed to service any portfolio review of public enterprises that has been undertaken.  The responsibilities of the DPE cut across administrative ministries and it has been used so far to exercise central control over the compensation structure of public sector employees; over personnel and training policies; the maintenance of central data on performance; the annual analy​sis of performance on aggregate or central basis; and since 1987 the coordinating role in developing the performance contracting (MOU) system.  Although, these functions have been performed relatively well by the DPE in recent years, the new requirements of public sector strategy and restructuring point to the need for new institutional arrangements at a very high level for such a reform to be successful.

Need for a New Institutional Structure

Whereas a portfolio review could well be undertaken within the existing framework the availability of a  myriad of options, opportunities and mechanism for public sector restruc​turing requires the creation of a new high powered and expert institution for public sector restructuring.  The existing gov​ernmental mechanism of decision making in administrative minis​tries, and inter ministerial consultations is too cumbersome and slow for the urgent requirements of public sector restructuring.  Moreover, the required expertise as well as the capability to hire expertise is also not presently available in the Government.


Various components of restructuring that have been men​tioned i.e. selling of sick units, restructuring of sick units, privatisation of non‑essential units, restructuring of existing unit's, disinvestment etc. each can be accomplished in a number of alternative ways.  There are also a large number of financial mechanisms which can be considered such as outright sale, debt equity swaps, leasing, portfolio sale, etc. which need to be considered.  Evaluation of present assets is itself a complex and difficult task which needs to be undertaken for each company on a case by case basis.  There might even be need for exceptional measures for performance improvement of enterprises before any disinvestment or privatisation.  Furthermore, examination of each alternative requires various kinds of high level expertise such as commercial, technical, financial and legal.


Public sector restructuring, disinvestment and privatisa​tion is currently taking place in a very large number of coun​tries, both developed as well as developing.  Such programmes can be observed in the former socialist economies, and countries as diverse as Chile, Jamaica, Sri Lanka, Iran, Malaysia, Mexico and Bangladesh, to name a few.  Review of experience in different countries shows that most countries undertaking public sector reform have created a special body to undertake such reforms.  Most of these bodies are created as high level Government bodies reporting directly to the Finance Minister or Prime Minister.  It is generally the case that once a strategic review is undertaken and different strategies have been outlined, the companies iden​tified for dis‑investment/privatisation etc. are warehoused in this High Level Body, which then restructures it without further reference to the Government.  Such a body is empowered to con​tract independent expertise from consultants or others as avail​able domestically or internationally.


On the basis of the kind of experience in other countries reviewed briefly above it has also been suggested that a similar centralised high level institution be created in India in order to conduct the large scarce central public sector reform that is indeed a necessity.  It is not clear however whether this is feasible within the governmental structures that currently exist in India.  As already discussed a number of different ministries are responsible for public sector enterprises.    It would mean the erosion of responsibilities  and powers of a large number of ministries.  On the one hand a coordinated and well thought out strategic public sector reform is difficult to visualise without some degree of centralisation.  The challenge therefore for the government is indeed to find a political and administrative solution to this very important problem.  


Whatever may be the institutional solution that is ar​rived at there is a great need to find and organise a mechanism for bringing in different kinds of professional expertise that are required for public sector restructuring and which is clearly not available within the Government.  There must also be under​standing that public sector restructuring is not free, both from the view point of labour welfare and from the view point of the investment required in many enterprises for restructuring.  An explicit link between the resources raised from disinvestment with the cost of restructuring must be established.  


One aspect of Indian public sector reform that has emerged is worth noting.  So far there is great resistance in the polity to outright privatisation of public enterprises, both in the tradeable and in the non‑tradable sectors.  What has emerged, however, is a clear willingness to allow the introduction of competition from the private sector in all areas where public enterprises operate.  This has already been noted with respect to the manufacturing sector.  Even in the area of utilities, private sector participation is being invited in areas such as telecommu​nications, power, airlines, highways, banking and the like.  Potentially, it may be expected that this process will itself generate endogenous pressure leading to the successive privatisa​tion of public enterprises in all these areas.  It is also feasi​ble that opposition from managers, employees and others will weaken as they see the now opportunities emerging.  This process is quite clearly a desirable one from the view point of market structure.  It is better to inject competition into each sector before the public sector enterprises which exist as monopolies are privatised.


It is the view of some observers that the likely scenario for Indian public sector reform is an incremental one where one decision leads to another from the economic dynamism unleashed by the basic economic reforms that have been enacted.  It is argued that, within the Indian governmental structure as it exists today, there is little likelihood of a well thought out systemat​ic, orderly, and strategic approach that has been argued in this paper. 
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                                                  Annex III

LIST OF INDUSTRIES RESERVED  FOR THE PUBLIC SECTOR SINCE 1956 

    _________________________________________________________

      * 1.  Arms and amunition and allied items of defence equip

            ment.

      * 2.  Atomic Energy.

 
3.  Iron and Steel.

 
4.  Heavy castings and forgings of iron and steel.

 
5.  Heavy plant and machinery required for iron and steel             production, for mining, for machine tool manufacture and for such other basic industries as may be speci​fied by the Central Government.

 
6.  Heavy  electrical plant including large hydraulic and        

  
    steam turbines

      * 7.  Coal and lignite.

      * 8.  Mineral oils.

 
9.  Mining of iron ore, manganese ore, chrome ore, gyp​sum, sulphur, gold and diamond.

        10. Mining and processing copper, lead, zinc, tin, milyb​denum and wolfram.

      * 11. Minerals specified in the Schedule to the Atomic 


    (Control of Production and Use) Order, 1953.

        12. Aircraft.

        13. Air transport.

      * 14. Railway transport.

        15. Ship‑building.

        16. Telephones and telephone cables, telegraph and wire​less apparatus (excluding radio receiving sets)


17. Generation and distribution of electricity.

      *
Sectors which continue to be reserved for the  public sector after 1991.




