CHAPTER 1

IMTRODUCTION



1.1.1 Undrderveloped Economy and Industrialisationg

Econamic development of underdeveloped coungries primarily
depends on the éxtent of induatfiaiisatinng Comparison of the struciures of
the developed and underdeveloped counfriss reveals the FEASONS of
dispariftises in per capita income befwasn fthem. Tha developad countriss ars
gensralliy industrial economies while &he produciion in the casa of

uynderdevalaped counfries is predominantly bassd on  agricalifgre. If is

o
o

ganerally accepied  tha fiere 15 a positive corrvelation bebtwsen the per
zapita iﬁ:ame and the share of sanufacturing oubpubt, provided a3 counfiry
does not g2t an  advantage of =suporiing abundant fortonate nakiral
resources. txcepting agsiraleum sxparfing counfries of #iddie-East, the
share of agriculiurs is higher in BBP of all undeé—develaped or developing
countrias and their per capita income is loser. The high percentags of  the
labour force sngaged in agricuiturse and the large parespfage contribuiion
of agriculburs 0 national income indicate the concentrabion in primary
production.

The composition of demand for goods angd  services is no longer
iike that of the sra of mercantilism and therefors there is no scops for
the growth of fhe economy through $rads in primary commedities. Higher per
capita incoms af the popuiation of advanced counfrises have core2afed demand’
for neser gonds and services, prodoaciion of which depends primarily on  &he
upsa af aswer and nagar synthesised matarials. Buring the grocess of
synthesis and at the level of end products the higher fechnsology  and

scisnbitic know—how are sssential reguirements. flaong with  this, loss of
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importance of primary products in the economy like the earlier century, tha
under—developed counfries are facing hurdles in their development process

fie pap in the growth rafe of expor$s. Exporfs from ©the - developed

e

dus o
countries increased at the ratse of 4.2 % per annum while the wvolume of
axporis from he unéer;deueinped couniriss sxpanded af the rate of 3.4 %
par annum . This causses the deficit in balance of payments of the countries
shich wvifimately vasulis in ‘enfavourable’ tarms of TTrade with developed
counkries. Since the under—developsd countriss are basically expgfters of
primary commoditi=zs and imporiers of industrial goods, this wunfavourabla
“farmz of trade’ gives the additional advankages and benefiis to devsloped
fnafions.

'ﬁgreav&r, thess under—developed counbries have fhe disadvantages
on two further accounts. First, wain seckor of fhe eaconomy, agricuiiure,
has thé. tendency of diminishing returns and seﬁand, althounh thesa
countriss are alresady deasaly gopuiated, fhe orowth rate of popslation  is

very high . Thiz sitsakion is instrumental in creating  the tragp of

povarty’ . Therefors, the fundamenial pre—condition for development and for

o

reaking the ‘wvicious circle’ is to involve the population in high

productivity occupation from iow productivisy in which they ars angagsd  in
L o* -2 - . - .. . - s s g -
at presant . It reguirss hugs investahle capital which in Surn depends on

* teibenstein {1957}, Fazumdar (1957%; Ezskiel {1940 and Honnacott

{1942 showed &Ehaf wmith the rises in income,productivify  itseif rose,other
parameters reamaining constant. Argument is  that $he marginal disusfility
from work is isss at higher income since work may e lass firing when a

person is well fed. Also o sse a discussion on the marginal disutilisy of
sffort with incoms Sen (1744} may be consulfed. '
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the process af capifal accumulation of the economy. bnless the economy =an

4y

ully 2xplinit the scope of both the internal and exiernal economies which
is higher in industrial sscior fthan any ofther, seconomic surplus can nat  be
3 l* c L4 > 2 [ r - - -
genarated . Bustaining the gromth of the =scoromy, this ecanomic surplus  in
the hnands of the industrial producers for further investment is a

-condifion. Only a seif-sustaining economy can ensure the rapid rate of

3
1"

r
increass in income and smployment i¥ conbinuous high levels of iavestmank
is guarahtgedg. What is desirable for sainbaining the continuous inveshment
is a substantial amount of savings which the industrial sector can provide
gz §o ralatively high marginal propensity to sava.

in case of India alsa " 1% is generally recognized that  an

important part of the answer to India’s problems of development lies in

acirieving a rate of gromih in national incoms substantially higher than
what has basn achieved over the past decades. It would follow as a natural
coralliary from this thaf i much hisoher level of savings has to be generated

by the economy if the reguired level of invesiment is %o materialise in a

L

non—-inflationary way" .
Thers arz different views on the developing precess tikse

classical, nap—classical, ftarxian, Schumpeferian, fevnagian aned

# Following remark of Prof. S.Chakraboriy (1985} is worih menfioning heres
'H growing market will make 1% possible fto axploit the economiss of scals
which ftend $o bring down costs. Howsvar, if the market structure is nof
compebitiva; then prices need not come down and the @macro-aspect of  the
process of increasing refurns regardiog shich 8liyn ¥Young had wriften so
percaptively nearly Fifdy wears ago would nof come inko play®.



post—keyvnesian efc.; bDut almost all economic  theorists agreese that a

. S . . : . % .
deveioping economy induces a large amount of invesisent . Once the process

of industrialisation has been initiated , it brings thefjthanges in

o~

diffarent aspechts of the socieiy incliuding the quaiity af ilifestyvie. If
craates, what is called in Haynesian parlance, “effaciive demand® for newer
gonds and services which in turn creates an enviroament conducive to
innovation of consumpiion goods provided the real income of the populatien

-

increases. fotal employment in fthe system is the function of affeckive
damand’ resuliing from the spending of incoms=.

In order o sgsiain an increase in seployeseni,as per Heyensian
concepty ., thers st be an  increass  in real  invesiment of tha size
sufficisnt o Till the gap baiween income and the consumpiion demand ouf of
that income .85 higher income and higher productivity atiracts labour from
agriculfure fo indusiery, i% helips fo arrest  the feadency of diminishing
raturns in agri:gltire. Indusirialisation, %hﬁs, acts as an insirument both
for providing diversified market assential at higher stages of sconowmic
developaent and of making the sconomy able o absorh excess labour.

1.1.2. Policy of Industrialisation:

Importance of industrialisation in 3 less daveloped economy like

India, thersfore, i3 acknowisdoged by all buf the guestion of praoper pattern

of industrialisaiion is still a debatable issue. Some sconomisis argue that

fin the point of the process of capital arcumulation, the HMarxian wviawm,
houoh like the classical descripiion, differs in the contaxt that Harx
sacribed the accumulation process o be much more destructive  and
i

sharmonious than zither ths classical or the neg-classical esconomists.

[



industrial infrastructure can onily bs gensrated in the country through the
satting up and development of large indusiry and thereby diractly entering
s s - ; : o < _1s . cin : A .7
into Hoffmann' s third stage of industrialisation like the Boviet Union .
Sfate participation in the process of industrialisation ws3s wviessed as  a
- ce: : , . .. B . o £ e A
meins of fransition towards socialiss and some  thought  that  thowsh it
would noi bring socialism but 1% was the only 'prograsssive’ role that  the
state should play . fAnather group of Economists suggestesd that India having
surpius of labour power, should follow the Japanese pabtarn shere there wmas

a dichotomy in indusirial siructure with predominance of small scale

Hith the illusive siogan of “Secialism’ siace  independence and
the ferm ‘Bocialist’ being incorporated in ths preambis ot the

constitution, the role of stats in the process of industrialisation creatad

o

much ronfusion among the plannars. This confusion , perhaps .  induced o

r

Inds

conciude thak thers iz guite clearly a possibilifty or aven perhaps a

propabilifty that in India ... thers will be neither wmuch svolution nor
. 10
ravolution ‘.

Ever since the initiation grocess of planned sconomic dsvalopeant
by povernment o overcome fha aconomic  lagacy of British rule and the
stagnation of the nation’s economy which mas caught in a3 "wicious cirvele of

by the character of the lowest psr capiia

“

poverty’ and wmas distinec
congumpiion and income levals among all the countries of the wsorld - the
raola of 85I was considered  imporiant in achiesving the abisciive of

planning.Berond Five Year Plan formulated four principal objsciives,such as
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a¥ a sizable imcreass in national income soo as $o raisa the isvel of
living in the counirvg

b} rapid industrialisation with particuiar emphasis on the
developmant of basic anﬁ haavy industriesg

T} 2 larps supansion of emploveent opporiunitissg and

.

¥ reduction of insgualifies in incoms and health and mors  sven

a

it
distribution of sconomic power .
Tha imporiance of 551 goes on recard by the plan  document

o

that 55is offer some distinct  advantages . in relation to some of the
problems that need solutions. They provide immediate largse sCals

emplaymant, fthey offer a method of ensuring a more sguitable distribufion

of the natioral income and they facilitate an effective mobilization o

: £
resources ofF capiftal and skiil which sight otherwisse remain snutilized. The
12

neead to promofe .wmodernize and recognize fhese industrvries 1s  paramount .
Industrial Policy Resolubion,; 1954, categorically stated the special role

e

af 58I towards the d

selopment of economy as it was stated by &he Policy
Resnlubtion of 1R4B. A new political party Ccame into power with a2 different
poiitical pﬁilaaaghy in 1577 but the Industrial Pﬂiic? Statement, 1977 of
the now povernment cams, as expected , with the emphasis on the development
of smalilscais sacior. It deciared, * The main thruag af the nsw indusivial
policy mill be on effective promobtion of cottage and small indusiries™. Dus

o chanps of ths ruling group again ia 198G, it was imperative on ths art
2 34 1]

of the government o declars Industrial Policy Statement,19B0 to reaffirm

and sadorse  the Iedusirial Policy GStatement 1954. This nsw policy



rainforced the faith on swall scale induskey by revising the definition of

. %
=mall vnits.

1.2 Small Scals Indusiries in India — Definition and Charcteristicss

ot
vy
m

Hight from &the beginning of the planning, considering
socig-sconomic condition of India, the planners gave auch imporiance bto the
: s e e - . it . - , .13 .
grombh and survivail of the small scaie industry. Tthe fiochalenobis model,
which inspired the Second Five ¥Year Plan and aade the stage ready for

india’s heawy industry, ftried fo give a theoretical justification for the

confinued importance given o small scale sector: it would provide  an
glastic supply of consumer goods needed %o support workings in the large
scale seckor.

This division of “laroe’ and ‘small’, of coursa, is not a static
roncept, at l=ast so far Indian policy is concarned. A% aae  time, the
government categorised small scale indusirial undsrtakings into twe groups:
those using powsr bub saploving less than fifty persons, and those nofb

ysing power bui smploying less than hundred persons. In farms of capital

investmenk =mall scale indusirises had a —apital invesiment less than five

wa

akhs. Both the criteria, i.s., number of persons and amount of invesiment,
underwent changss over tims. Ib is often d4ifficult to realise the sconomic

definivions. Becausse of

B

rationality or scienbific basis, if any, of thes

e

fiis, many suggest o consider $the characise of organisation and managemant

% So far the policy matter is concerned, obthar than eapha%tic  sxpressions
of  wocabuslary - wnabswyer deciarad in Ehe Industrial Folicy
Stasament,i977,basically there is hardly any difference with 1R4B excepiing
tha expansion of the list of items fo BGY from iBG.
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as an ideal basis fo ssification. Benerally, it helps o undarstand the
predominant nature of the small scals indusiry. Bub  problem is  §that  the
largs scale indusiry sssentially reguires %ﬁe impersanal arganisation  and
managemant bul imperszonal organisation and management does nod necessarily
mean largs sScales  indusiry. Therefore, this criterion also appsars as
inappropriats.

Howaver, we may heve cifte thse amount of invesitment in  fixed

capifal to define the small scale induskiry declarad by the governmeni at

MR

iffarant point of time. ALY one fime, SEIs wape defingd as undsriakings
with a Tiwed capiftal invesiment of less than RBs. 7.5 lakhs and anciliaries
with a fiwxed capifal invesimeni of Rs. 10 lakhs. In 1973, the limit was
revigsed to Rs.1 lakhs for small scale spbarprises and Rs.15 lakhs in case
of ancillaries. Afksr that, under the Indusirial Policy statement of 1980

this limi% was furfher raised $o Bs. i3 lakhs in case of small scale oniis

angd As. 23 lakhs in case of ancillary units. iIn 'March i?E5, again fhis.
iimif of Ré, 24 iaktis mas revissd and raised $9 Bs.23  lakhs and  for
anrillary wnits it was Fiwed at Rs.4D0 lakhs. On Hay 1595, when the

opovernment announced fha Mew Industrial Policy Stabemant, the investment

cailing in plant and machineary for 551 was raised #o Rs. &0 lakhs and for

anciliavy snits fo Rs. 73 lakhs. In 1993, government raised this iiasit o

& fom mors pnints arse nsadad to be made out here %o comprehend
sxiensivaly &he othser dimensions of 581 in India. There are Some

Iy ' =

aditional small industrie as €omparad $o
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modern small indusiries. Whare modern small indusiries produce relabivsly

simpie iftems as wmell as sophisticated products like telavision sek,

Q

ersonal computsr, micro—procsssor  bassd  confrol systam, alertrical
aguipments {and spars parfs? such as siabilizer, reguiator, fan, bulb sic

ang other spgineering products as ancillarias $o large scalas  industreies,

=
B
s

ifio

wit
1
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small scals indusiries confine $o khad: &_ handiagﬁ p%aﬁucts,
nandicratis, sericulturs, coir & cans items. Tradiftional smalil  induskiries
are %111 labour inftensive but modern small indusiries ofien are capifal
intensive and are-making use of cost effective sSophisticated wmachinaries,
squipments and processing systems.

972-80. 1Z3 lakhs workers in ¥raditional small indusiriss

feb

Buring
i.z., 546 parcent of total amployed, produced 13 percent of tokal oubput
amnunting %o Rs. 4,420 crorss. In the same year, only 33 percent of workers
smploved in emodern small indusiries producad 74 percen® of output of Rs.
2%,BB5 crores. Therefore, in that year, average labour ouipud ratio was
roughly Rs. 3,330 in traditional small indusiries and Rs. 31,900 in  modern

> A - -i' 3 £ 3 = - = 2 2.

small scale indusiries . Thus the average proguct aof labour is  fen fimes

higher in modern small scale industry.

Other than this difference of labour productivity, malarity of

o
i
o

raditinnal small indusiriss arfe situafed in rural arsas and provide only

shs

ul
o

diary and part time emplovymen® $o agriculfure labours and arfisans.

U]

omatimas these workars are seasonal. fAnother distinction of traditional

Lompiled from the Beventh Plan: & Sumemery (Flanning Commission) in Bukia
Sundaram {1991}
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small indusirvies is that the production is carried an by  agricultural
lahourars and artisans who are largely livieng below the poverby line.

tagour productivity in @modern indusiries baiag W graakar than

fraditional indusiriss can provide bstter apurce of living. Hencs, if the

ey

uystification of sxpansion of small seckor may be probed in the rzalm of
amployment opporfunity together with the alleviation of rural povariy, it
is the wmodern small seckor which deserves attenbtion due s} it’'s
camparativaiy hetier eaconomic wviability along wuith its employment
potenfiality.

Bandhi once described these traditional small industries ‘as the
panacea for the grosing paupsrism of India’iz‘ Bandhians, therefors, in
indian polity wanbted to expand traditional industries. & series of boards

ftad besn aestablished in aboud 1990 (o deal with fhese &traditional

industries. The visit and repart of a Ford Foundation Team in 1934 paved

O

h

e

way o astablished Small Scale Industries BHoard {(85IBF o encourage
thosa industrial sanferprises thai seres too small to be regulated under the
industrial Deyolopment Board and did pob fall under any fradikional
industry boards. The ESIB thus was assigned o deal with small units
aroducing modern products, which fiahalanobis rafarred  as ’s§311 and

household’ .

1.2 Importance of Small Scale Industry in Indian Economy 3
The small scale industries claim special afttention For the

indapth study of their problems and prospecis in view of fthe significant



role thay play in the Indian economy. On the basis of the history and &he
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%
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prasent stabte of sconomy in the industrial countries, a #dorld Bank study

.

saigd “India is Erying i0 swsim anainst the f$ide of history’. Bul stabic
afficiency of ths sconomy favours small units as 1Y maximises national
oubput given The means of production and their producis. Specially  in
daeyaloping countries, 88Is are favoursd on the argument fhat their

alipcakive afficisncy is supposediy higher from a social poied of viaw

hDecauss the social cost of labour and capiftal are more in groporfion with

o

he economic conditions fthan the large enferprise.

Two most discussed arguments of dynamic efficiency  ars, firsh,

o

fia

e

=mall firms are comparatively more innovative and second, “that  they

canstifu®

m

a ssad-bed or nursery wihich is an sssential part of fhe foresi
. ; . ' . 1A
or farms wshoge componsnt tress  ars dacaving as well as growing -
1 s oesos s : . - c: .-
Fresman  showed that innovative perforsance of small firms sas high. Acs
IS £ = . o - ‘s P . .
and Audreisch obsepved that the innovative aciiviiy of small firms made
an imporfant contribuftion distinct from that of large firms. In cass of
: . - : : . . : .- . . ig
U.5.8., small uniks are two to three fimes as innovafive on large fivms .
Gf course in rCass of devaloping couniries, the innovation argument is ot
that much of relevanca as in thes cass of developed countries. The small
firms of a developsd countvy cannot be compared with small scale  industrey

of an underdeveioped country with respect o confinuous { ar one-fimed

invasiment in R&D.

vy

n cags of India, Sandesara analysad LI data af 1o af the 2%

industries of each vear from 1293 o 19598, He cailculated rank correlations
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batusan size grnups‘and various attributes namsely capital intansity. labour
angd capital productivities, and wages. Both wmags lavels and labour
proguckivity savre f;und perfachtly associated with size. &8s sxpeciad,
capital producktivity were found negatively related with capital intsnsity
but at the same time he regorfed positive coreslation with fire's size
which indicated the evidence of both higher capital and higher labour
productivities in the larger sizes. Sandesera’s conclusions wmere  very
negative for a policy of promoting small units.
Buf #lahta” pointed out the following possible raasons for thass

unexpected and discouraging resulis reported by Sandsseras

First, due to sucess capacity resulting from unfavourable policies in
the 19505, specifically, so far as suppiv of raw material was concerned,
figures wers absurdly high in LK1 datag

second, a considerable number of sick firms with skelefon staff oars
present in the smallzst size group of large industey in the sample, and

third, the presence of new Tirms with capital installed but as yet
1it5le amploymen®. Hehia himself calrulated on the basis of ASL daka of
1240 £o I94F and conciudsed favourably for small enterprisas. Buf  his
monciusion deserved o e scrubinized carefully due $o  high  level of
agprepakion of daka and he did not atfempt %o dsrive and compars  btotal
fackor productivifies.

-
A

Horid Bank siudy on the average data for 19741977, faking alil

fd

industries fogether, howaver, found oupacked bshavioural pattern of fth

capiftal, labour and value added ratios as with Mehta's comparison. Lower
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protitabiliify in large Indian indusirises mas contirmad over the 831 data by
23 :

Sheify . {(Lower profifanility in large enterprises had alsoc besn observed

in Japan and falaysia by Jajima .

g

in labour—abundant economy like ndia, the Ingdustrial Policy

Rasclution af 1934 sephasissd the role of smalil scale  industvies aon Tour

—

argumeniss namaly, ‘Emplovment fArgument’,; “Eguity Argument’, ‘Latent
: 23

Resource Argumeni’ and "Decenfralisation érgunent - On tha parsgeciiva of

Indian economic condition with poverty, exiresmely heteropenenus development

pntangled with highly insgual distribution of wealth and income, willions

af unemployed and shoriage of capital — the nead of saphasis on the 581 by

the government raflacied in  &he Policy Resolubion,i?54 does not  seam

contrary o tha objsctive that India wanted %o achisve. Argumenits against

hose four reasans of the Planning CLammission sxpressed by Bhar  and

o

tvdall seems plavsiblie more as a3 gensralissd economic  theory in tha

4

parspective of developed couniry. Instead, argumentation of Venkataraman
. 27 . e smmm T . ; < .
fiahalanobis and ¥Harve Dommittea{i735} appesars sound and appropriate  in
Indian sconomic and social condiftion. IT the structural limitatinns do oot
creatas any obstarie for convarsion of savings into ‘prodoective invsstment’,
ayen then the introduction of more ‘productive  fachnologies’ w®ill not
simpiy be gossible bacasse of  “limiftations on the speed of capifal
accumulation’ due In “low capacity fo save’. Therse is  jusiification for
. . , .: : .. P 1.
roncenfrating on facfors promoting savings or produciive  acooeuiabion .

The small scale secior mith lower gesfation lags and capital intensibty is

cagablis of generating more employment At lower capital cos%, particularly



nn those areas wghere sconomies of scaig are ot that substantial . Heed

IS0

and significancs of 551 in India thus remains.

i.4 Financial Problams, Banks and 581I¢

i

In spite of the significant role of small scals indusirias in  the
indian sconomy, these small scale indusiries are facing such groblems ehich
defar the gromth and development of this secior. Bome of thess are, i} lack
of adeguats provision of cred;t ang finance, ii? ineguitablie alliocafion
system for raw mabterials, i1iir inability %o take costly markefing measures
ne most important of thess is fhe problem of finance. The financial
wepakness of the small scale industriss is such that they £an i sustaia
for a very long time during the time of wonfavourable business situabion.
Both the internal resources and surpluses of small scale industriaes are se
marpinal that during the business strain, it &they are ot supporisd
financially with resasonablzs cost , thay can not survive. This situsabion
igads o uncartainty and instabiiity of the existence and profitability of
the small scale industriai, Insktable profitabilify and uncerfainiy make the
gxisteance of a unif riskier and that prevents banks from suppling financs
at the hime of actual requiregent. That is why the situdy of the Horid Bank
arascribed for India that "banks should be pa?mitt;d to charge higher rages
for ilpans o the small, since they are both more risky and more costly io
procsess « 1% i3 %rus that the shars of small scale as against total
agyance to  indusiry raised from about & pasrceat in 1957 o nearly 25

percant in 1987 = Buf the need and demand of finance in small scale is



msch preafer. This is svideny from the fack

3

that, under tha R.B.I. Cradig

Buarantss Scheme, out of 18,70 applications for 551 aggregating to Rs.359

=

crores, only 11,2068 applicants received credit amounting &0 Fs.12.3 crores
34 . .. . - . .
ooty . The Banking Commission in 1977 pointed oub:

s =z

fie paucity of funds sxperianced by the units has been  revealed

"

not only by the fact that mors Shan one half of the units, wmhich wers

unsuccessful in obbaining institubtional credift, had applied for iloans, bDut

from fthese instifutions.® This was oniy the rediscovery oaf the §ruth
- _ 1 e iy = s . 36
which was revealed by the study fteam of the Ford Foundation in 1954
e I . .o i oo - c .
James J. WHcCrory in 1994 and James J. Berna in 1943, Thus from &he

gariv days of independence %o sarly ninefiss, the "paucity of funds’ of the
small scale sscior remains a vital problsa.

- 2

The nature af reguirements of credit of the small scale
entarprises ars both shori-term and long-tarm. In the absence of access o
capital market for long fesrm credift, the small uniis solely depspds on
institutional finance. The facilities of oredit o small scals  through
ditferent schemes of government and financial instiftutions have bs=en

tnoreased ovar the years, vet arfisans, cratismen and other snirepransurs

living in willages find 1% difficull £o get  financesz from the financial
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o poarar sacfion of fhe popusiation 4o oot
sven approach for credii. If fthase latent demands of credit for the amall
scala units were considered the actual total demand would have been much

graater.
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The small scals industiries can obfain ioans at present, sither

diractly or fhrough various schemss from the followiag inst:itutions, such

industries Corporation,

o

WAL

Pt
-

as, a. industrial Do—operatives, b; Matiana
. Tha SBtate Bank of India and d. The tommercial Banks.

Industrial Dooperatives which provide funds o 5881, depsnd upon
fentral Coopsrative Banks and ulbtimakely upon  Staga E&—ﬂpératiﬂe Banks.
The Mational Small Indusiriss Corporation was sst up  in 2?55, compiafaly
subscribad $o the Doverament of @ India, for tﬁe purpose »f  assisting
financinn, profecting and promating S8I in India. The SBI, in consultakion
with the RBI, ftook the initiative of setting up a pilot scheme for
cogrdinatad provision of cradit to E5I. The scheme was msant to coordinate

effectively the activitiss of " the Lo-operative Eredit frpanization,

Commarcial Banks and stakte financial corporations with §$he purpose of

2l
o
b
"
[
W
et

ing adsquate finance to small industrigs‘ Tha pilol scheme shich wmas
exparimentad in nine cenires now exiended o all places where the ESBI has
1535 branch.

The main source of finance for any sector is the commercial
hanks. The role of commercial banks  in financing 55I was nob sorth

mentioning bhefore nationalisation of fourieen commarcial banks. One of the

most important reasons for nationalisation, as eofficialiy skated by &h

LrA
1

government, mas the concern for =mall scale industriss. Mationalisation

brings a revolufionary change in the banking system and practice in  India.

fn sguitable disiribution aof credit among various rclasses of borrowmers

2 cowmpiaint against

Tt

fecams the ceniral issus of nationalisation dehate.,



tha private bhank management wmas that the largs scale indusiry offsn  owned

and govarned by the same managemeni of banks, had almost monopolissd  bank
cradit 50 fthat a vary 1ittle went o "small unifts’.

s s . e s . # . . .

iinder this context it was percsived ghat the importance of

banking Swstem as an intermediary for chamneling %he savings of the
community and ifks pivotal rols in the sconomy made if necessary,

articularly in the context of overall shortags of resources; §Shat tha

h~|

pgolicies and practices of banks are diracted to the atftainment of basic

f

sconomic and social objec¥ives, such as, adequate 2conomic grosth, wsider

diffusion of sconomic power and channeling of available resources sith due

o
]
"

regard 0 priority secio The deficienciss of the commercial banking
system have besn discussed sidely in the confext ot Shess objsctivas.
Thers have bean complaints fhat the bulk of bank

b

v}
1]

advances feod § direcied fo the large and medium—scals | industries and

&

s . g . : . . s . £ .
big and sstablished business housaes, while the priorifty gactors ; sSuch  as

% Perca2ption of the issue differs as nationalisation of banks was
considared as a vivglent dacision fo some segaments of the interssi  aroups
and cra2abted much debats at that fime. Thus the litarature on  the banking
situation on pgre—nationalisation pariod is enormous. 10 fame a vary fau for
abjective analysis of that perind which goes in line wmith the government

percepfion-EBhatial{l?f8s, BasullT77?:, Khan{i%F78}, Duitali’®¥3I:, stc. and for
a different visw, the book from BISR may be cited.

4 The concept of griorifty sscior may bs fraced %o 1947 wmhen social
cantenl on bank was imposed. Mational Credif founcil, in 1968, includes
agricusiture , BE5I, Exports and afier nationalisation it also inclades Road
% mater Transport, Retail Trade, BSmall Business, Professionals, Belf
Empiovment B bEducation.



agricuifture, Small scals indusiries and exporis have not been raceiving
Cr e , A4
their dus shars .

These complaints from different sec
ia intraduce 3 new schems of "Bocial Control which, of course, did not
tasi ionger tham ons and half wvears. The wmajor iasirument conceived for
- fr Rl . ciy o~ B . . .,
this purposs, the Mational Eredit Council at the all India level appoiniad
two  study groups chaired by Professor D.R.Badgil aned  W.T.Behijia
raspactively. First commiiftee mas io go into the problems of cradit  gaps
angd gecond to look into the problems of credif oesd of fhe iarge scals
. ” PERCEEY -:-‘ = 2 > T 41 Lz
indusiry. Denitjia committes revealsd and seaphafically argued Enat the
cradit neads of the laros scale considerably inflated and banks did not
follow any wuniform procsdurs $o defermine  the credit  lisifs. The group
suppested some measures o rslease and utilise a porbtion of inwvestabie
funds of $the banks, wshich otharmise advanced in holding unnecessary
tnvanioary of large scale, io cafter the neesds of small scale indusiry.

Aftar a vepry snort period of "Social Contreol”, gavernment/decided

i

to nationalise banks for direct control and on July 1%, 1249 banks having

. L . 42 - . .
deposits over Rs.50 crorss wers nabionalised . HMationalisabion was

& - The main featursz of &the ascheme of ‘social control”™ over banks
outiinad by the fthen Finance Hinister’'s statement on i4th, December, 19467.
Finance Pinister introduced the Banking lLaws {Omendment 3 Bili, 1i%h7, on
2Ird Becember, i47 and the bill became law in 1948,

# Estahlishment of WNCC and 3%s objerfives wmere laid down in  ths
Rasolution Wo-F.% /43 BE/67, dated Z2nd Bec. 1347, #Hinistry aof Finance,
Ippartmant of Economic Affairs. Ses Annewxure—1:iI, Trend & Prooress of
Banking in India. 19&7.
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intended to "accelerakte the achievemenis’™ of the aobjsctives of social
control. First two objectives were: the removal of contrpl by a few and

pravisions of adequate credif far agriculturs and smail scate

&%

industries .The objocts and reasons ware officially stated in the "Banking

s

Companiss Aquisifion and Transfer of Underfaking Acks®.

-

{3

-

e bagis of tha government’s statements, it appears that

o~

concern for the priority was an  isporiant  and seriéus £aguss for
nafionalisation. Bo, it may reasonably be expected that the nationalised
commercial banks wouid pay mnre\attentiﬂn to the nesds of &hs priorify
sector in the post ﬁatigﬂalisatinn ara. They wers saxpected $o be more
commitied to care for the special ﬂrﬂb%EME ard needs of these sscfors. Thay

would try &0 remove the bettlsnecks on the wmay of providing more finance $o

fgain i% is further obsseved that among all  the components of
ariarity sectors small scale indusiries dras special attentions of the
government. It is, therefors, reasonable o anticipate that nationalised
commarcial banks éha&ld_feel more dasply the nseds and §rablem5 af the BBI.
The.natinnalised banks weée aot only asked &0 pravide more finance to  the
aatablished S55Ig but they wmers also desired o giwve Filiip o the aew
EnLFapraEneurs.

Buf, tha non—implameniation of the cherished policies would
frustrate fhe whols purposse of fhe pationalisation. HMationalisation,

whatever revolufionary event 1% may appeavr, sould be a3 non—2vent if banking

policiss and praciices remained gnchanged. On the other hand, if i% brought



affective changes in banking structure. policies and prackices, i%t would
have 2 revaolutionary cignificance. S svalustion of nationalised commsrcial
bhank finances of the priorify secior and to ifs components sssms o de
nscassary for undarsianding how far the nationalised commercial banks could

mast tha expsctation.

1.5 Briaf Burvey of Litarature :

Evaluation of nabtionalised commercial banks’ firance &0 tha
priority szchor and its components in tha post nationalisation period has
poen dones by R.B.I1., various commissions and private researchers. Baveral

offirial reporis and some privabs ressarch funding are now  availabie. Buf

]

o5t of these research findings reveal the nature of findings of 681 by the

W

cheduled commercial banks in general {which inciugde among ofthers  ths

nationalissd commercial Bbanks, Ths State Dank of india and ig

W

subsidiari

N

1]

5k in different years since 1969, Ko separate pyvaluation of
nationalised banks’ finances %o the 8BI wmas prepared by the R.B.I.
Benerally a hopeful coement about - the parformances of fhe scheduled
commercial banks in financing o the 581 and the reconciliation with the

objactives of anationalisabion is parceptible in thess evaluatians.

-

Almost svery year the R.B.I. publishes ths percentage of cradig
to differsnt griorifty ssciors $= fotal credit. One can ost riaf

discussions on performances of scheduled commercial banks on the basis of

ot

parcanfags of decreasse arv  increase  in advances wsithout any defailed

=

asconemic analysis in the B.B.I. Bulleiin svery vear.
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Adarkar , perhaps, was the first man who $ried to ewaluate the

performance of the nationalised banks. This non-guantitabive easvaluation

P
8

entifisd hranch aupansion, deposii mobilisation and exiesnsion of credii

0 hitharto negisched seciors as major achisvements of nationalisafion.

ol

a=

- 43 01 . . . sy
Ranpaswammy  observed imprassive role of public secior banks im providing

m

veas s s e s e . , . 4G
dditional finances to fthe ESI during 1949 %o 1R73. When Rangarajan

he aid

o

reporied fthat a very littie of this additional credift had gone o

ui

of paersons of limited weans, and though some reduction in regional

disparities had been brought abpuf, the diffsrances existing among stabas
. . 47 . s o 45 - : .

sara side. Kabra and ¥Kabra & Rao rritically analyred basically the

nolicy aspect of public sector barmks in general.

r

First report with a piciura of pot so s2lusive performance  in

: - R : Lol 25 3G .
advancing prioriity secior came culb in 1977 . fAgarsal aointed out urban

arientation as a reason for nseglecting 551 in spite of impressive  progress

. . o 31 : - :ia
of banking systams. Agarmal hoth agusalifatively and quantiftatively

o e = - : : pi s P . -
assegsed the cost of social obligations dischargsd by banks and  Fha

fod

studiad the guastion of regicnal deavelopment fhrouah lead bank schems as a

se study in ¥Koshi Bivision of Morth Bihar. Important findings of Jha was

hat the gap s%il1l awistad between cradii demand and credit supply. The

vl

major eapirical work done by WMOAER was wifth 3 sample of 80 branches which

nbgarved fhe continuing imsmporfance of large ocale industey  in the
. 3% . . ; "
aon—priority secfor . This report was submifted on Farch,1578.

Recent literaturas of nineftiss on the performancse of nationalisad

banks primarily focussad on the guestion of rationality of priority secior



concept, credit targek for this sector and concessional rate of interesk
stc. Thess literaturses analysed and studied the observations and
recommendgations of the bhusro Commities{i?75}:, the Sukbhomoy Commities(19B5%
e Marashimham Commitiea{iB..}. Harayanasa, Raﬂ?S, EhnshSE, Sauﬁ?,
Basu” , Kakawmani stc studied the overall performance of the nationalised
banks and how the priorify sector lendinn affect &he banks parforaance.
Whiie the Subkhomoy Chakraborty Commitfe was in the favour of ﬁﬂntinuatian
of the existing concessional inkerest rates for farget groups usnder
priority ssctor and the Khusro Commitiss recommendad &0 resirict the

concessional rates indo $wo categories oniy, tha Marashiasham Commifttes

recommanded fo phase pubt fhese directed credif programmes and deciared that

u

mall indusiry and agrisulfure had reachad 3 point whare they did no longer
require ths prefersntial freatmenit. This declaration eof &the Harashisham
Lommitkae had been challsnped by many sxperis. Thus, $he focus on  the

seminal thesse of recent shudies have changed From the achisvement of
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socistal obligations &o

affects af priorifty sscior lending en bank performance.

1.4 Study Rationale:
fiost of the studies cited above ars wvsry informative and readily
understandable without doubt but many important and relsvant issues have

p = 2 4 4 a L4 n el x 4 3 -
bean kap¥ ouy of the purvisw of such analysis. fAgain, these studies havse

i

gensrafed many eors gusgsiions than ansemar in this respact. Some of  fthese

guestions need appropriate attention in wview of the fact that thess
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guastions bear imporfant social implications along wif their sconomic
significancae.fAfter a psriod of w@ore than  fwenty five ¥2ars  since
nationalisation. proper avaluation of S81 credit cannnt be expesofed aé
simple as providing inforsation about gquantiftative changes only in the
soiume of BEI credit only ovar fime and drasing inferance on the basis aof
some ratio-proporfiaon analysis.

'Harmally it iz sxpacted thai the demand for bank advances depends
on the level of national income. In case of India , 1% is found by an
empirical economeiric study thal one percent rise in national income seems

; ; &L
to lesad to aboust 1.4 parcent increass in the demand for bank  advances .
From 1974 to 1984, Eank rredit to prioriiy sector steadily increassed from
24.2 paveant to 35.8 pzroeat and in cass gf 851 if increased  from 1G53

pavrcent fo iZ.% percent. This sxpansion in bank credif o priority secior

as well as S58I was substanfially higher with respect fo their conirvibution

o

o the growth of national income. This is of course in accordance with the
palicy direction of the government fo achiesve the target of II.33 percaent
af net bank credif set for March, 1979 and subseguently raisad o 40,6
parcent supposed fo be reached by 1983. This fact cisariy raoveals the

gavarament  indention and emphasis on  achieving the objective

i
[
wrf

nationalisaktion . Buk hgﬁ‘far fiave thesa objisctives bsen achiavad ? Gz for

sxample, any one can raise the guestion that ‘doss this 1arge% amount o

881 indicats the homogenenus devalopment of all regions or  improvement of
a

backward arsas 77 flost of the existing literaturs in this area dealt with

tha bank sxpansion with respect {9 number of branchss ogpensd, increase  in



absalute volums of deposits  and agvances  over tha F2ATS atiayp

L,

nationalisation, number of staff smploved over Ythe vears sic. This iz very
natural that if w2 obsarve the change in absolute valus of  any
macro-ecanhomic paramefer  over  last  ftwenity Tive years, we would find
manyfold increass.Bimilariy in the case of any of thz2 above asentioned

parameters of nationalissed commercial banks, the change in  absolufe walue

prts

tgeif does oot suggest  anyihine wdaningful automaticaliyv. From  thess
absnlufe values of indicators some scholars found “tremendous progress * of

tha nationalised commercial banks . Buf alanst the same type of progress is

. . . - . - .. , . A1 i
aiso evident in some aspscis of privage sector  banks. Than how can

i

nationalisation be justified
Thus an appropriate siudy in this respect wmay fairly be expscied

to he designed to grovide answers fTo some of Fhe important gusstions liks ¢

i. What sxiteni of priority {(weightaps } has been given fto the B88I by

the nationalised commercial banks as 3 whole in the matier of distribubion

aof prioriiy sacior advances ovar fime 7
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tit. Bid all the banks accord the same extent of wmeightage fto the 8BSl
in distributing cradit v If nof, shat ars the relative positions of
different nationalised commercial banks in this respact?
iw. DBid the individeal banks mainktain the same sufant of wmsightage

ipriority ¥} to the 551 over fime T I not what is the dynamic natura of

maightapes givan to S5i-financing by individual

i
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natinnalissd cosmarcial banks

. ¥hat ware the relative positions of the 581 vis—-a—vis obther members

of the griority sechors ovar fime in anjoying priority in case of bank

agvancas T

¥i. How sguitably has the 881 credit been distribufed over time 7

wii. Is there any sion of concentrakion T If any, has it registersd a

decline over bime or ant 7
viii. Is therse any regional disparity i.2., concantration of credif in
a parficuiar region T

"

x. If =0, what are the faciors babhind this concenirabion 7

e

f1 thesae

o

i

s

& consishient study sesms o be naecessary fto  deal

issues in order fo provide an intimatse evaluation of the varisd featuraes of

the B5I financing. Ths present simdy is an athempi in §Fhis direction and

has been desioned to addrass these issuss.

1.7 tlethodolaogy ¢

The study involyes thse usse of economeiric and statistical metheds

.

for the procassing of data. Relafions among wvariabliss concarned will be
astimated with the BLE method of Regression. The siudy doess not involve

Fl

astimabion of any ’'Simulfienecus Eguation System B0 thare axiskEs no

problam of the "identification’ of siructural parame$ers. However, the
estimabion of relations will be followed up with due consideration for the

associatad single equation problem like “Auto-correlafion’ and

firificoliiinearify . Bus care will be given to the identification of &hese
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proplsms amnd in  ths avent of their presance, appropriake alferpnative

1 be adopted. Burbin—Waison (Bld: EBhatisties will

ol

methods of a2ciimation mi

he Turnished with sach
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The goondnegs of fit will be a major concern in case of estimation

I

of sguations. With this end in wiew ; R™ walua for sach estimaisd eguation

2 I

miil oe furnishsd and 1

o

will ba further supplﬂmﬂnced with the vresulbs of
he statistical significance of the estimated paramsfers , like

Regressions Constanks and LDo-efficients , will De determined through

o N

Standard Error Tasts and §—Tests. Standard Errors and  t—-valuss  for  ihe

sEimatad paramefer i aiso be incorporated into $hs presentation of the

|w|

sshtimated aguafions.
Loranzr Curyve wmethod w®ill be adopted For the analysis  of

concentration in credit distribution. Bini Co-efficient will be measursd fo

H

indicate ths swient of concentration. In case of &he absence of Loren
/

dominence as repregsenied by In

srsacting torenz curves , &he Sguared

o

]

Lo-afficients of Wariations and Atkinson Index will be used»alaﬁg with tha
Gini Lo-efficisnt in geder §o provide babtiar understanding of the nature of
concentration. He will alse  apply relsvant wmethods of fisifivariats
alvysis.
.B Bpurcas of Bata :
We will usa data from the follosing sourcesi—
i. The Resarve Bank of India Bulletins, for different

¥2ars,

1i. The Banking Commission, 1974,
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Sfatistical Tabiss Helafino fo Banks in  India,
R.B.I1. {for different year of the perind of siudv}.

1.2 Plan of the Study &

[t}

Chapter II ¢ Financing of 581 by the MNationalised Commercial

1

EBanks as a dhole.

in this chapter se soek to evaluate the fimancing nf the BBI by

the nationalised Commercial banks as a whole and obtain an idea abouf the

nature of weightage paid to the 58I by these banks {(as 2 wmhoia ¢ in the

-

maktter of distribution of priorify ssctor advances during this periocd. In

s

ordar o decids upon the aciual performance of the banks in  this respect,
as a shwle, we Take up fthe siudy 9f state-—wise data onn 551 advances

scior advancas over the years.
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Chapfer 111 2 Financing of 85 by Individual Mationalised
Commercial Banks.

in this chapter e would concenirate opur attention on  the
individual nafionalised commercial banks and study the nature of  advances
wads by =2ach individual bank to the 8B oput of thair priorify sscior

advances. The econometvic analysis is asxpected £o give us an  idea aboug

o]

“how the size of the bank” is related with the "weightage” given (o 8BI.
This patiern of yeightane of any individoal haﬁk? therefore, may alsa heip

us to understand affect of gpririty sector advancing on  the overall

performance of the bank.
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Chaptar Y :Doncenfrafion of BEI Credit in Diffsrent regions:

s to study, in this chaptr, shetharresaional biasness of BEI

YWe saos $
credit distribubion pergsists afier naftionalisation. &4t the §fime of
natinnalisation the complaint mas that thare had bean conceniration of bank
craedit among a oy borrowers and in particular areas. The study in §his
chaptsr has been diraecied fo address the issuss of conceniration of the 551
cradit among the borrowers of diffarent ragions. Region here means  the

Repional administration’ concepi ussed by banks.

1]

fnapter ¥ tStatayisa Concentration of 551 Credit

The study in chapfer—-v is but an exfentiocn of the study of ihe
naturs of concentration of BSI credift is underfaken in chapber-iv. That
repional study is macro—aggregative and reguirss io be supplomenizd by the

study to  identify &he nature of reiafive concentration in differant

Chaptar W1 :Factors Influencing the Doncemirafion of Credig:
e atizapt hers o  investigate into $the factors behind the

ghserved patisrn of concentration ( if any ¥ at regional  lsvel and stakse

i
!

2 aconomis reasons will ba sorted ouf. The study also sseiks
invastigais if any ronional bias is rasponsible for such concentration  and

£ shat sixfent.
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