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T H E  S T R U C T U R E  OF CORPORATE FINANCE 
AND S O M E  RELATED P O L I C Y  ISSUES 

D. C. Rao* 
I. Introduction 

The commercial banks have traditionally been a major source of finance 
for industry. However, with the reordering of priorities in recent years an 
increasingly large proportion of resources of the commercial banks are 
channelled t o  other uses such as for meeting increased reserve requirements 
and credit t o  priority sectors. Moreover, the term lending institutions 
are also faced with a resources constraint particularly as the demand on 
thcir resources is greater bccausc of escalation in project costs. Generous 
provision of institution;ll credit to  agriculture and other sectors which 
have carlicr been neglected is both necessary and desirable. Thc proper 
response t o  the cmerging scarcity of funds for traditional industrial lcnding 
is not so much t o  slow down the pace of sectoral reorientation of insti- 
tutional lending but t o  develop alternative sources of financing industrial 
units, especially those which are already well established. 

Companies will be able t o  meet a larger proportion of their financing 
requirements from outside the financial institutions i.e. from retained profits, 
new issues of equity and from market borrowings, only if they are given 
enough incentives to  go outside the financial institutions for finance, if 
market conditions are favourable and if official regulations do not hinder 
the companies' efforts. An evaluation from this perspective of the frame- 
work in which companies operate will necessarily have t o  cover a wide gamut 
of regulations framed under the Companies Act, MRTP Act, The Capital 
Issues Control Act. and FERA. What is attempted here is only a preliminary 
evaluation, exploring the various sources of finance in an integrated approach. 
The focus throughout is on medium and large, public limited, non-financial, 
industrial companies. The special problems concerning finance for the 
rehabilitation of sick units are not discussed. 

Part I1 consists of a brief review of the structure of financing of medium 
and large public limited companies. Part 111 discusses the factors influencing 
the use of each of the sources of finance, with special emphasis on the role of 
official regulations. Part I V  presents some broad conclusions of the analysis. 

Access t o  external finance is regulated by a number of agencies. The 
most important of these is the Controller of Capital Issues (CCI), who must 
approve issues by public limited companies at a premium or in excess of 
Rs. 50 lakhs, issues by MRTP and FERA Companies, all bonus issues, 
debenture issues exceeding Rs. 25 lakhs, all convertible and rights debentures, 
preference shares with participation or conversion rights and issues requiring 
relaxations of conditions laid down in the Capital Issues (Exemption) Order. 
The CCI also determines the price at which shares can be issued and the 
maximum interest/dividend that can be paid on debentures and on pre- 

* Dr. D. C. Rao is Special Adviser to the Bank. Consiclcrable assistance has her11 rcceivecl 
in  the preparation of this study from the Economic Department (1)ivi~ion of Industrinl SI udics) 
and the Statistics Department (Company Finance Division I). 
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ference shares. The MRTP Act regulates the expansion of large industrial 
houses and dominant undertakings. FERA regulates the capital structure 
and some aspects of the operations of companies that have more than 40 % 
foreign ownership. The Department of Company Affairs enforces the 
Companies Act and regulates the acceptance; of deposits from the public 
by non-financial companies. As financing institutions (term lending 
institutions, LIC, UTI) are all government owned, their activities are super- 
vised by the Ministry of Finance in addition to being governed by their 
respective charters. Under the credit authorisation scheme, the Reserve 
Bank has to approve lending by commercial banks to large borrowers (with 
credit limits above Rs. 2 crores in the case of private sector and above Rs. 3 
crores in the case of public sector borrowers). RBI specifies maximum 
and minimum interest rates for credit from commercial banks. Money 
lender's Acts legislated by the States prescribe maximum interest rates for 
loans by indigenous bankers. 

11. The Structure of Corporate Finance 

This section analyses, in broad categories, data on the structure of 
financing as revealed in company balance sheets. Data are drawn mainly 
from RBI studies on company finances. The analysis covers two categories : 
a sample of slightly over 400 large Public Limited Companies (i. e. those 
with a paid-up capital of at least Rs. 1 crore) and a sample of over 1200 
Medium Public Limited Companies (i. e. those with a paid-up capital of 
more than Rs. 5 lakhs and upto Rs. 1 crore). The period covered is 1971-72 
to 1977-78. 

RBI data for a given year combine the balance sheets of companies that 
have closed their accounts during that year and, therefore, reflect the 
financing that has taken place over an elapsed time of nearly two years. 
Year to  year comparisons of such data are not very meaningful, which is 
why the analysis is conducted on the basis of aggregates for the whole 
period. Since the present study is interested in broad structural characteri- 
stics rather than fluctuations in response to  changing conditions, this is 
not a serious handicap. 

Table 1 shows the financing of gross fixed assets and net working capital, 
which must be  financed by long term funds. These companies show a heavy 
dependence on internal geileration of funds and long-term borrowings,partly 
from institutions and partly in the form of deposits. The contribution of 
the capital market in financing asset formation is very small, barely 5 per 
cent even for the large companies which may be expected to have relatively 
good access to the capital market. The contribution of debe~ltures is 
negligible, amounting to less than I per cent of the increase ingross financing. 
Deposits constituted the biggest external source of medium funds. Internal 
funds provided more than three quarters of the gross financing and non- 
market long term borrowing contributcd around a fifth. 

While year to ye:ir comparisons are of doubtful validity. somr broad 
trends in tho  datil may he notcd. Internal funds have continuccl to hc the 
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TABLE 1 : SOURCES AND USES OF FUNDS OF LARGE AND MEDIUM SIZE 
PUBLIC LIMITED COMPANIES 1971-78 

(Data on 404 large and 1246 medium companies for 1971-72 to 1975-76 and 441 large 
and 1279 medium companies thereafter ; excludes government and financial companies) 

(All figures represent annual averages of flows for the whole period) 

Large Companies Medium Companies - -- 
Percentage Percentage 

Rs. Cr. of Gross Rs. Cr. of Gross 
Total Total 
Assets Assets 

Net Fixed Assets . . . . . . 211 37 43 4 1 

Net Working Capital 1 . . . . 7 9 14 - 1 - 1 

Depreciation . . - .  . . 282 49 62 59 

Total 

Depreciation . . . . 
Other Internal Funds 2 . . 
Capital Issues . . . . 

(Shares 3) . . . . . . 
(Debentures 4) . . . . 

Other Long-term Borrowing 

(Deposits) . . . . . . 
Banks . . . . . . 
(Institutions) . . . . 
(Governments) . .  . . 
(Other) . . . . . . 

Other (net) . . . . . . 

Total Financing . . 573 100 104 100 

1 . Current a s s e t a i n u s  current liabilitie. 
2. Paid-up capital, reserves other than depreciation, surplus and non-current provi- 

s10ns. 
3 .  Represents shares issued, fresh calls, calls in arrears, p~emium on shares and rcturn 

of capital. 
4. Net of debentures redeemed and converted into shares. Until 19i5-70, also includes 

debentures pledged o r  offered as collateral security. 

Source : Departniont of Statistics, RBI : Special tahulatiolls. 
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largest source of finance throughout the period but their share in total 
financing has declined. In compensation, long-term borrowings have increas- 
ed in importance over the period, even if one excludes government loans 
which were rather high since 1975-76 to the large companies. The contribu- 
tion of the capital market has not shown any clear trend. 

One indication of the deterioration in the capital structure of industrial 
units is the ratio of current assets to current liabilities. On the principle 
that current assets should be at least partial13 financed by long term funds, 
the Tandon Committee* recommended that the current ratio should normally 
be 1.3. Analysis of the balance sheets shows that the current ratio of large 
public limited companies in the RBI sample has declined more or less 
steadily from 1 .9  in 1972-73 to 1.0 in 1977-78. For medium sized com- 
panies, the current ratio has also been well below 1 .3  and even less than 
1.0 in some years. It may be added that the capifial structure of smaller 
companies probably is even less satisfactory. 

The finance of inventory accumulation is shown in Table 2. The 
principal source of finance has been short term borrowings. Long term 
funds contributed significantly in the case of large companies but not at all 
in medium sized companies. Net trade credit was a significant source of 
finance for both large and medium companies. Through trade credit, these 
corporations allocate much larger volumes of funds than they borrow short 
term from the banking system. On an average, trade credit extended 
increased by Rs. 237 crores a year and trade credit received increased by 
Rs. 3 19 crores a year, while short term borrowing increased by Rs. 149 crores 
a year. In outstanding amounts too, trade debt exceeds short term borrow- 
ing flom banks. 

As a background for the subsequent discussion, it is useful to review 
the data on the ratio of long term debt to equity. As shown in Table 3 
(using data for 1975-76) the average debtlequity ratio for medium and large 
public limited companies is 0.39 and only one quarter of the companies 
have ratios exceeding 0.51. There is considerable variation in the ratios 
for different industries. The only industry in which the average debtlequity 
ratio exceeds one is shipping, which has a ratio of 1.5. Some of the other 
industries which have above average debtlequity ratios are electricity 
generation (0.61), cotton textiles (0.55), motor vehicles (0.54) and cement 
(0.5). 

IJI. The Sources of Finance 

This part consists of notes on each of the main sources of finance 
available to companies, di5cus~ing the factors influencing their demand and 
\upply and the extent to which each of the 5ourcer is wed in practice. 
Par~~cul,lr attcnLron i \  glvcn t o  of ic~a l  regulation\. 

* ' l hc  f<c;p[~rt o f  tho Study ( ~ r o u p  to 1,r;irrlc (iu~cicl~ncs f o r  follorv up of t4;tnk ( ' rcd~t ,  
f < . N . f . ,  ~ ~ ~ l l l l l > ~ ~ y  jo:, 5.  
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TABLE 2 : FINANCE OF INVENTORY ACCUMULATION, LARGE AND MEDIUM 
PUBLIC LIMITED COMPANIES, 1971-78 

(Figures represent annual averages of flows for the whole period) 

Large Companies Medium Companies 

Rs. Cr. Percentage Rs. Cr. Percentage 

. . . .  Increase in Inventories 226 100 86 100 

Financed by : 
Short term borrowings (banks and . . . .  others) .. . . 101 45 49 58 

Net trade credit' . . . . . .  44 19 37 44 

Long term funds . . . . . . 7 9 35 - 1 - 1 

Other (net)2 . . . . . . 2 1 - - 1 

Total . . 226 100 86 1 0 0  
. . . .  -- 

1.  Defined as Trade dues (including miscellaneous current liabilities) less loans, 
advances and other debtor balances. 

2. Comprises provisions (current and taxation, net of advance of income-tax) less 
cash, bank balances and investments in quoted securities. 

Source : Department of Statistics, RBI, Special Tabulations. 

TABLE 3 : DEBT EQUITY RATIOS 1975-76 

(Medium and large public limited companies) 

DebtIEquity (%I 
Size of paid-up capital Industry Average Third quartile 

(Rs. lakhs) levell 

Over 500 . . . . . . 0.37 0 .49  

All sizes . . . . . , 0.39 0.51 

1. i.0. tho lovol oxcseded by ono quarter of the cor~lpanies in tho samylo. 

Source : "Sclcctcd Financial and Othcr Ratios" K131, Octohr  1978. 
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1. Internal Sources 
This source is defined as the sum of paid-up capital, reserves, surplus 

and non-current provisions. On a net basis, depreciation reserves are 
excluded; on a gross basis they are included. Internal funds are generally 
the single most important source of finance for a company. For large 
public limited companies during 1971-78, internaI funds accounted for 62% 
of the increase in net total assets (fixed and working capital) and 80% of 
the increase in. gross total assets. 

The growth of internal sources of finance depends entirely on the avail- 
ability of profits after taxation. The rate of profit earned by a company will 
depend both on internal considerations such as management efficiency and 
external factors such as government control on prices of output. Dis- 
cussion of these aspects of a company's profitability is beyond the scope 
of this note. Currently, the rate of taxation of company profits is 45-55 
per cent for a domestic company which is widely held. The rate of tax is 
higher for a domestic company which is closely held (55-65 per cent) and for 
a foreign company (70 per cent). In addition, there is a surcharge of 7.5 % 
of income tax levied on all companies. On the other hand various conces- 
sions are available that will reduce the effective tax payable by a company. 
For example, a company is permitted to deduct expenditure an accont of 
investments in new machinery and plant, rehabi1it;ation after a natural 
calamity, development of export markets, and scientific research. Tax 
concessions are also available for new companies and for incomes derived 
from operations in backward districts, small scale enterprises in  rural areas, 
dividends and royalty from inter-corporate investments. Taking these 
concessions into account, the effective rate of tax would bs lower than the 
nominal tax rates cited above. In comparison with tax rates in other 
countries, company taxation is at a high rate in India. From a domestic 
financial perspective, the chief effect of a high rate of corporate tax is to raise 
the cost of equity capital. In order to market new issues of capital success- 
fully, it is necessary that a company should earn a rate of return of at least 
around 10 to . I 2  per cent of its net worth, after payment of tax and interest. 
In the prevailing circumstances, this is difficult. 

Although bonus issues do not directly add to the resources available to 
the company, (as they are simply a conversion of reserves into paid-up 
capital), they are an important means of enhancing the attractiveness of the 
share in the eyes of investors and, consequently, the marketability of sub- 
sequent issues of fresh equity. The attraction of a bonus issue to the investor 
is based on the expectation that the future dividend'per share will not 
drop commensurately with the rate of bonus issue (i. e. his total dividend 
income will increase) and on the tendency in the stock market for share 
prices to respond more to dividend anticipations than t o  profit prospeccs. 

Bonus issues are cleared by CCI subject to the following criteria (in 
effect from 1974) : 

(i) Profits : (a) After the h n u \  issue. residual reserves should be at least 
one third of the incrcascd paid-up capital; (h) 30"/:oT the average 
profit bcforc tax o t' ihc prcviouc i hrcc year jllould yicld a tlividentl of 
9% o n  thc expandctf capital hasc; (c) tlic company kho~~ld clcclarc 
its divitlcncl int cntic,n f i ~ r  thc f ; ) l l c  ,\tring ycar ; 
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(i i) Timing : Not more than 2 issues in 5 years and minimum lapse of 18 
months between successive issues ; 

(iii) existing shares should be fully paid up ; and 
(iv) Bonus capitalisation should not exceed paid up capital. (This cri- 

terion has since been relaxed in some cases). 

2. Ordinary Shares 
New issues of shares (also debentures) can be made through a rights issue 

to share holders or to the public by prospectus. In 1974 and 1975, rights 
issues have accounted for about 10% of share capital and 13% of debenture 
capital raised by public limited companies (other than term lending institu- 
tions). Of the amount issued by prospectus, about a third is usually allotted 
prior to the public offer, to directofs, share holders institutions and govern- 
ment; the balance is offered to the public. 

RBI surveys by questionnaire the companies that make new issues of 
capital by prospectus. Analysis of the available data (upto 1979, see Table 4) 
shows that the amounts issued have fluctuated from year to year with no 
clear upward trend even in nominal values. The amount of capital so raised 
is barely of the order of Rs. 50 crores per year. 

Analysis of the public's response to these issues shows that there has 
generally been over-subscription of a large proportion of issues by existing 
companies and a smaller proportion of issues by new companies; and sub- 
stantial under-subscription of some issues, specially of new companies. 
During 1975 to 1978, the majority of issues by new companies have been 
undersubscribed. (See Table 5). 

In discussing why only relatively small amounts of capital are being raised 
from the public, one should emphasise the thinness of trading in the shares of 
existing companies. There were (as on March 1978) 7,886 public limited com- 
panies and 40,548 private limited companies. Shares of private limited com- 
panies are not eligible for listing on the Stock Exchanges and their stocks are 
not in the market. Of the public limited companies, the Stock Exchanges 
list about 2,000 companies with a paid-up capital of about Rs. 2,300 crores. 
Listing on the Stock Exchange is important for a company's shares to be 
easily traded even for companies that are widely held. But not all companies 
whose shares are listed are widely held, because some of them might have been 
listed under the rules of different stock exchanges before the Securities Con- 
tracts (Regulation) Act 1957 came into force. Even at present FERA com- 
panies have not offered 60% of their capital to the Indian public. Of the 
listed companies, only a small proportion are on the clearedlforward list with 
the remainder on the cash list. For securities on the cleared list, purchases 
and sales made on any day may be crossed out by subsequent sales and pur- 
chase made during the same settlement period of about 14 days. Of the 
securities on the forward list, only around 30 scrips are said to be actively 
traded. For securities on the cash list, each transaction ~icccssarily ]cads to 
dclivcry. For thc ordinary investor, ihc forward list is not of much rolevancc. 
What is rclcvant is that of thc listud companies currently only about 200 or 
so arc said to have good financial prospects. 
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TABLE 4:  CAPITAL ISSUES THROUGH PROSPECTUS 

(for: public limited companies (other than term lending institutions) excluding issues in  
the form of offer for sale) 

A. Number of issues 

Equity . . . . 

New COS. .. . . 
Existing Cos. . . . . 

Preference . . . . 
New Cos. . . . . 
Existing Cos. . . . . 

Debentures . . . . 
New 0 s .  . . . . 
Existing Cos. . . 

Total . . . . . . 

New Cos. . . . . 
Existing Cos. . . 

B. Amount offered to Public 

(only issues on which data on public response are available) 

(Rs. crores) - - 
1973 1974 1975 1976 1977 1978 1979 

Equity . . . . . .  25.3 25.5 47.6 26.3 47.0 53.6 35.7 
NewCos. .. . . 2 0 . 1  13.0 30 .6  17.7 25.7 42.8 19.1 
Existing Cos. . .  5.2 12.5 17.0 8.6 21.3 10.8 16.6 

Preference . . .. 5.7 4 .9  7.3 4 . 7  2.1 7.8 0.3 
New Cos. . . .. 3.7 2.0 4.1 3.1 1 . 3  6.7 0.1 
Existing Cos. .. 2.0 2 .9  3 .2  1 .6  0 . 8  1 .1  0.2 

Debentures . . .. 2.2 5.0 1.3 1.0  5.5 1.5 7.0 
New Cos. . . . .  - - - - - .- - 
Existing Cos. . .  2.2 5.0 1 .3  1 .0  5.5 1.5 7 . 0  

Total . . . . .. 33.3 35.4 56.2 32.0 54.6 62.9 43.0 
New Cos. . . . .  23.9 1 5 . 0  34.7 20.8  27.0 49.5 19.2 
Existing 0 s .  . . . . 9.4 20.4 21.5 11.2 27.6 13 .4  2 3 . 8  _ _. _ . - . - . . - ._ --  . . - ._ _ . . . - 

(figures i n  bracket< a r e  the numbor o f  i~sucs  to which data in Part f3 rcfcr; 

Source. : H 111 Iiullctin, Scplcnlt?cr 1076 f o r  tlatlr upto 1975. Thoreaftcr f'rov~sionrtl 
11:it;~ provitlctl t ~ y  thc flconornic I)cp;~rtmcnt fo r  1970 to 1070c0vcr all plrhlic 
I~rr~itctl  cornp,inic\ which ni;ttlc isruc< throrigh ~.rrospcctus or1 thc m:lrkct. 
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TABLE 5 : OVER SUBSCRIPTION AND UNDERWRITING 
OF EQUlTY ISSUES 

(Relates to  issues through prospectus on which data are available, by non-government, 
non-financial public limited companies, excluding prior allotment and excluding issues in  
the form of  offer for sale). 

Pelcentage 
Number of lssues Subscrrption rate* of amount 
- - -- - - ----- - devolved on 

A 6 C A B C underwriters 
(per cent) 

- - - -  - - - - 

New Companies 

Existing Companies 

1973 .. . . 21 - 1 1410 - 73 - 

1 .  Public response as:, of amount offered to public. 

A. Over subscribed issues. 
B. Fully subscribed issues. 
C. Under subscribed issues. 

Source : RBI Bulletin, Septon~lcr 1976 and provisional iL113 pf lv idcd  h) ta\li,\rllic 
I)opartnicnt, RBI. 
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There is no recent data on the pattern of ownership of shares. An R.B.I.  
survey enquiring into the pattern of ownership as of the end of Dzcember 
1978 is currently being processed. An earlier survey as of 1965 showed that 
the pattern waq very highly skewed. Some data released by the Bo~nbay 
Stock Exchange (pertaining to 1968169) shows that shareholdings of over 
Rs. 50,000 accounted for 65 per cenl of the total capital of listed con~panies. 
There werc then 8,800 shareholders in this category including institutions. 
About a quarier of the capital wau in the hands of an estimated 2 million 
book shareholders (including holders of UTI units) each with a holding of 
less than Rs. 10,000*. With the growing impartance of institutional holdings, 
it is likely that the pattern of shareholding has become even mcre skewed 
in the past decade. It is con~monly stated that the dominant shareholders 
and the financial inctitutions together often hold upto 80 per cent of the 
outstanding share capital of existing companies. Both of these groups tend 
not to scll their shares. Consequently, the floating stock available for 
trading in the market tends to be very small. This is one of the reasons 
why the prices of shares can move substantially in response to small shifts 
in supply or demand. 

In an attempt to remedy this situation a variety of measures have been 
instituted to  widen the ownership of shares. The most important of these 
measures is the set of guideliiles issued by the Controller of Capital Issues 
defining the minimum requirements for a company's shares to be listed on the 
Stock Exchange. Tn essence, the guidelines require that the public offer of 
shares be greater than a specified minimum percentage of issue capital-49 
percent in the case of long established non-FERA companies and 60 percent 
in the case of new companies. Listing on the Stock Exchange confefs two 
benefits to the owner/managerj of companies. The shares are more easily 
sold and the market price of the sharz becomes the basis for the calculation 
of wealth tax. Hence, ihe desire of a company to have its shares listed on the 
Stock Exchange is seen by the authorities as an  opporiunity to impose condi- 
tions resulting in the dilution of ownership of dominant shareho1de1.s. This 
approach has considerable merit, but one must also be conscious of the danger 
that excessively stringent conditions may keep well established companies 
off the Stock Exchange. It may be possible to allow listing of existing compa- 
nies provided they agree to implement a phased programme of dilution, and 
provided failure to dilute as agreed is met by stiff penalties (e.g. a cash fine). 

A second means of encouraging wider distribution of share ownership is 
the prescribed procedure for the allotment of shares when a public issue is 
over subscribed. In the present rules the allotment is strongly biased against 
large applications. This serves to keep away speculative activity at the time 
of public issues. Combined with a policy of allowing relatively low yrenlia 
on the issue price of shares of existing companies (which tends to lead to over- 
subscription of public issues) this allotment procedure has been effectivc in 
widening the distribulion of sharcholdings. But once again one must bc 
concciouc of the dangcr that a downward bias in the calculation of price premia 
rnay wholly discorlragc new issues of capital by eciablished con~panics. 

- 
* L' I ' r~wnt p;)\ition of thc stock rriarkct i n  India", 7'hc Stock Euch;~ngc, f3oint~;ry 

1978, payc 10. 



A third nicans of widening owtzersliip has bt:cn implcniented in one ins- 
tance rccently, M here the dominant sharcllolder was pcrmitted to takc up 
only a fraction of his entitlument of a r igh~s  ihsue. This n ~ c a ~ l t  that new 
sharcllolders had lo be brought in to rai5e tlic rcquircd alnoulzt of capital. 
Although an effective means of wid~ning distribution. this procedure is avail- 
able only in tlic case of M R T P  c o n ~ p a ~ ~ i c s  and, e \ ~ n  s ~ ) .  can be blocked by the 
exict ing sharcholcters.* 

Dcspitc all illc\c mcahu 1-c5 Io ~ \~ i c i c~ l  owtlcrsliip. tllc Slack Markct is OCLCII 
described as sIi~ggi~.h. p l ' l l i ~  is primarily duc to tlic ullsati.;f'actory rcl urn o n  
equity invcutiiicnt . Thc dividend yiclcl o n  orclinary sharc:; t c l~ds  to rtvcragc 
around 0 pcr cc.nt, which is l o \ v  in rola~ion to ~ h c  return o n  bank dc;posit\. 
New compar~ics clo not g c ~ ~ c r ~ t l l y  dcclarc ~l ividcl~ds Tor the lirst fivc o r  six 
ycar.; 2nd O I . C I ~  so~iic oldcr conipanic:; :,kip dividcnds. Thus, thc main attrac- 
tion of ordiniiry aharcs i i  thc potential for capital gains. tlowc:vcr, t hc capit ul 
gain clemcnt is highly variable 1'1-unl yuar to year zutd from scrip to scrip 6c.c 
tablc O), l'hc lotal return from an inveslmcnl in shares is the sum 01' botli 
dividi.nd and  capital gain when tllc scrip is sold. Using RBI indcxos ol' 
di\,idend yields and price. o f  industrial securities, i i  is possiblc 10 calcillatc 
thc total r e ~ u r n  earned by an "avcragc" slzareho ldcr who holdc the "avcragc" 
scrip for one  year. These rates of return are prescnted in the l a s ~  column of 
Tablc 6, and display wide variation from year to year. 

TABLE h : ANNUAL RETURK O N  ORDINARY SHARES1 

(prcent  per annum) 
-- .. - - - - -- -- - 

Gross Capital Gain To Val 
divicicnd ovcr prcvious rcturnt 

yield;?. yea63 
- ---- - 2 -- 

1970-71 . . . . 5.5 4 . 4  10.0 
1971-72 . . . . 6.5 -- 4.1 2.4 
1972-73 . . . . 6.9 1 . 4  8.2 
1973-74 . . . . 5.6 18.9 24.5 
1974-75 . . . . 3 .8  - 1 . 8  2.0 
1975-76 . . . . 5.4 -13.5 -- 8.1 
1976-77 . . . . 6.1 6.8 12.9 
1977-78 . . . . 6.5 3 .4  9 . 8  
1978-79 . . . . 5.7 21.4 27 . I  

. .. . ~. 

I .  Using RBI indices on industrial securities' yields and  prices, based on t h e  1961 -62 
series upto 1972-73 and o n  the 1970-7 1 series thereafter. (Report on  Currency and 
Financ-,. Vol. 11, RBI). 

2. Average of dividend paid divided by average market price (adjusted f o r  bonus and 
rights issuesj of each security i l l  the san~ple. The sample consists of 356 securities 
that cover over 80:; of aggregate market value of q~~otedsecurities. It may be 
noted that dividend rates were restricted i n  1974-75. 

3. Rate  of  change i n  average annual index of prices. This represents tlic aipital gain 
that could be realised by the "average" shareholder in the year. The  price index 
is adjusted to compensate for  price changes resulting from the issue of honlrs and 
rights shares. 

4. S~1t1i of divide11d yicld and  capital gain. Thisupproxitnates thcpra-ta\ reriirn 10 tho 
"average" shareholder o n  an annual basis. 

Source : KBI , Uepart~ncnt or Statistics. 

* Ut~iLcr Section 8 1 of the Companies Act, the cxistingsharchn1dc:rs of a cor~ip.tr~y I1at.c: 
the  first right to take up any nc\\ issue (3 f capital unlcss tho) forego this right 17). ~nciin., ( 3  I' a 
special resolut io~~.  
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The variability of returns on ordinary shares is enhanced by the following 
factors : 

(a) The lack of widely disseminated systematic information on the opera- 
ting performance and financial status of individual companies and 
specially on their prospects; even most stock brokers are poorly 
qualified and not in a position to counsel investors well. 

(b) The speculative manipulation of prices of individual shares in heavy 
trading of large blocks of shares among relatively few investors. 

( c )  The tendency to declare substantial periodic bonus issues rather than 
a higher annual dividend. This leads the market to speculate on the 
timing and quantum of the bonus issue (prior to its announcement) 
introducing price gyrations which tend to discourage individual 
iiivcstors who do not have inside information. 

(d )  A general lack of confidence in the integrity of promotors, particu- 
larly of new enterprises. It is commonly believed that the promoter 
recovers his investment fully before the project comes on stream, 
leaving the market investors to bear the brunt of the risk thereafter. 
In any case, new companies generally do not pay dividends for the 
first 5 years or so, often longcr. 

(e) Sudden changzs in Government policies e.g. dividend ceilings and 
taxation of capital gains. 

In an attempt to overcome these problems and build public demand for 
shares the Government has allowed various tax concessions to encourage 
investment in shares. Dividend earned from Indian companies along with 
income from other specified financial assets upto a total of Rs. 3,000 per year 
are exempted from income tax. Expenditures on the purchase o f  equity 
shares of new companies can be deducted from total income to the extent o f  
50% of the cost of the shares or Rs. 5,000 whichever is lower. 

There is a proliferation of suggestions to liberalise these tax concessions. 
For example, it is suggested that the exemption relating to purchase of shares 
of new companies be extended also to investors in existing companies; that 
investment in shares be wholly deductible from income as in the case of contri- 
butions to Provident Funds and payment of LIC premium. These and other 
similar suggestions would certainly improve the returns on  equity investment, 
but they suffer from two drawbacks: First, they are unlikely to draw in new 
share-holders unless there are structural changes in the Stock Market that 
will inspire greater confidence among ordinary shareholders. Second, under 
present circumstances, the benefit of tax concessions is derived only by those 
who currently hold shares which, as noted earlier, constitute a small class. 
An important undesirable feature of such tax concessions is their rcgrcs- 
sivity i.e. greater benefit is derived by those who are in higher income-tax 
bracket 5. 
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In the long run, widening the distribution of share ownership will not be 
passible without tapping the market outside the metropolitan centres. The 
complexity of current procedures forthetransfers of shares constitutes a serious 
obstacle for shareholders outside the 9 centrzs which have Stock Exchanges.* 
Shareholders outside lnetropolitan centres have to cope with postal delays, 
poor service from brokers and, most importantly, problems in verification of 
the signature of the transferer. Without drastic simplification of the transfer 
procedures, a very large part of the market for shares will remain un- 
exploited. 

All o f  the ab3ve discussion is concentrated on measures designed to step 
up the demand for shares. It is widely held, however, that the real problem 
is one of a shortage of supply of good scrips. Recent experience with FERA 
issues has ainply confirll~ed lhat there is adequate public demand for scrips of 
well inanaged companies that have a good dividend record. Non-FERA 
issues of high quality have also bzen rzceived well in the market. But even 
companies with a good profit record may be extremely reluctant to raise 
additional capital on the market if it means dilution of  the share of the 
owner/managers of the companies. It  is surmised that  there are pzrhaps less 
than 100 companies which are willing to  live with a truly broad distribution o f  
shares. For the most part, owner/managers are not willing to let their propor- 
tionate share of  a company's capital fall t o  such a level that another group may 
gather enough strength to challenge their position. This threshold level may 
vary fram company to  compauy depsnding on  whether the balance of the 
shareholding is held only by small shareholders or  held in large lots. The 
large shareholdings of financial institutions has made the dominant share- 
holders even more reluctant than bzfore to dilute their ownership. The reluc- 
tance to dilute ownership may make the companies hesitant even to raise 
capital through a rights issue when the dominant share holders themselves 
lack funds to take up their full entitlements. 

In this context, one should note a special impediment caused by the exi- 
stence of the mandatory convertibility clause attached to assistance from 
financial institutions. Units which have borrowed heavily from term lending 
institutions fear the p~ssibility that financial institutions may become the do- 
minant shareholders of  the company. As financial institutions have tended 
to act in concert, it is the aggregate holding of all the public financial institu- 
tions that is relevant. Consequently, the owner/managers are reluctant to let 
their share fall below the aggregate shareholding that  might bs achieved by 
all financial institutions if they were t o  exercise their conversion rights. In 
practice, this may mean a reluctance to raise new capital from the market. 
This problem has been alleviated by the recent announcement that  the financial 
institutions will not acquire more than 40 percent of the share capital 
through conversion except in special circumstances such a s  persistent 
default o r  mismanagement. One of the fears of the dominant shareholders 
is that the shares sold by the financial institutions may be acquired by a rival 
group. This eventuality is not  in the public interest since companies riven by 
strife between rival groups are prone t o  financial trouble. Therefore, financial 
- - - - -  - - . -- - - -- -- - . -- - - - - -- 

* Stock Exchanges have been mtablished at (in chronological order) Bombay. Ahme- 
dabad, Calcutta, Indora, Madras, Hydorabad, Delh~, Bangalore and Cochin. 
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institutions may consider selling shares acquired through conversion only by 
means of a public offer for sale through a prospectus rather than through nor- 
mal market channels. These steps may serve to reduce the apprehensions of 
the dominant shareholders concerning the operation of the convertibility 
clause, thereby weakening one of the impediments to public issues by compan- 
ies with good financial performance and market reputation. 

Financial institutions may act directly to increase the supply of good 
scrips on the market by steadily unloading part of their porifolio of shares. 
This policy is of particular relevance io the ierru lending institutiol~s whose 
shareholdings are a result of their underwriting or conversion activities. The 
objcctive of the term lending institutions should be to genera-ie more resources 
and maximise their financing of additions to capaciiy. Towards this end 
it is desirable that they actively seek to unload their investlilenis to the maxi- 
mum extent possible and use these resources for assisting new clients. There 
is a strong case for unloading even those investments that may have deprecia- 
ted since the time of their acquisition by the term lending institution. As 
for the other financial institutions, such as UTI, LIC and GIC, there cannot 
be a policy of sustained unloading of shares from their investment portfolio. 
These are investment institutions whose shareholdings constitute an inlportant, 
source of earnings with which to service their insurers and unit holders. 
Nevertheless, the market for the ordinary investors may improve if these ins- 
titutions traded more actively and turned over their porrfolio. GIC is inhibi- 
ted from doing so to the same extent as UTI because it does no t enjoy ihe same 
tax status. Exempting GIC from tax on capital gains recorded on their 
investments might remedy this situation. 

Financial institutions can improve the supply of good scrips to thc market 
by improving their capacity to hold the shares of new companies during the 
initial gestation period. As noted earlier, issues by new companies arc gener- 
ally under-subscribed and tend to quote at  a discount on the market immedia- 
tely after the public issue. This happens because new companies are unlikely 
to pay dividends for a number of years and their future profitability remains 
quite uncertain until they have come into full production. During this 
gestation period it is highly desirable that the shares be held by a public finan- 
cial institution that is specifically charged with this responsibility. Once the 
company is in full production and is in a position to offer a dividend, its shares 
would be more acceptable to the public. This is the stage at  which they 
should be sold on the market. If the financial ins~itutions have chosen their 
projects well and exercised the necessary supervision over the promoters dur- 
ing the construction phase of the project, the sale o f  shares at the end of the 
gestation period should normally yield a profit. 

The sale of  limited numbers of share< of public sector enterprises could 
increaie the supply of good scrips on the Stock Market while. at  the same timc, 
relieving the Gocernmcni: budger of the burden of \upplying additional equiiy 
to tlicic cnicrprises. Not all pitblic sector cnterpricc\ will hc readily acccptcci 
by thc puldic. The cntcrpri<c< who\c share< Inay bc ofTcrctl to tiio public 
urill havc t o  hc cart-fully choscn, hcing thosc e~itcrpriw\ which 1iai.c rca.;orlablc 
profit rr:cortlu without being too  clocclg tlcpetiticnt 011 (ic,vcrrirncnt pricir~g 
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decisions for their profiis. The public may be offered a ~nillority share o f  
these companies wich the Govcrnlnent maintaining at least 75 per cent of the 
sharcholding so that it has complete control over the passing of special resolu- 
tions. Alternatively, .ihe Government may sell to  the public participating 
preference shares, so that rzsources can bz ~nobilised without any dilurion of 
control. I i  is  possible that {he investing public ~nigh'i be attracted t o  partici- 
pating preference sharcs (provided there is a gcnerous linkage t o  profit) be- 
cause they would carry the guarantee of antinimum rate of return independent 
of dividend policy as  long as r:hc C o m p a ~ ~ y  earns a profit. 

11: has also bzcn suggzsted 'illat i;hc rcluc'iancc of co~npanies t o  issue new 
share capital is partly tile result of inierest on  borrowings being deductible for 
tax p u r p ~ s c s .  On a n  after tax basis, commercial bank borrowing is currently 
only half as costly as raising new equity. Hence, it is argued, coinpanies 
prefer to  incur deb;; ratker than expand their equity base. This imbalance 
could be re~nedicd if a par2 of interest paylilents were not  deductible or  if 
dividcnd pay~nenes up to some limits were made deductible. These sugges- 
tioils have far rcaching implications which would have t o  be explored further. 
For instance, 'ilte rate of corparation tax would have t o  be changed if aggregate 
tax revenue were to remain the same. 

3. Preference Shares 

Iss~les over Rs. 50 lakhs are covered by CCI  guidelines : Preference 
Capil:al caiuroe exceed one-third of total paid-up capital and reserves; maxi- 
mum dividend is 1 1 % ; and preference shares redeemable within 12 years are 
included in computar:ion of the deb'ilequ~ity ratio which is generally expected 
to be bslow two. Higher debt/equi'iy ratios are permitted in  capital intensive 
indusiries such as fertiliser, aluminium, paper, cement and shipping. 

Compared wiih dcbentures, preference shares are  decidedly more risky 
because : 

(u) A preference share holder gets no  dividend if the company makes n o  
p~of i i ,  whereas a debenture holder is entitled to  his interest anyway. 
However on cumulative preference shares, a colnpany tha t  does not 
pay the full dividend i n  some years because of inadequate profit is 
required t o  make up the deficit in years when profits a re  available 
for distribution. 

(b) There is n o  guarantee of repay~nent of principal on  maturity. 

T o  compensate for  the additional risk, preference shares offer a higher 
return than  debentures, but the  premium is sn~al l ,  eveit after allowing for the  
fact tha t  dividends are included in the sources of incorne which are exenlpt 
from income-tax (upto Rs 3,000) and  debentures are not.  C C I i i ~ ~ p o s e s  a ceiling 
on  preference dividend, currently at a level half a per cent higher than the 
ceiling o n  debenttirc in-icrest. Thc ceilings on prcferzrtce dividend and rights 
debcliturcs inicrcst are sct a t  the same 1evt.l. It is not clear what purpoho is 
served by the inlposition of a ceiling 0x1  tile rate nf preference dividends. 
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Compared with ordinary shares, preference shares are less risky for the 
investor but, on the other hand, do not benefit from high earnings as ordinary 
shares do. A few companies, however, have issued "participating perference 
shares" whose dividend is increased in years of high profitability. 

From the point of view of the company, preference dividends offer no 
tax advantage as they are paid from after tax profit. Thus, they are substan- 
tially more expensive than debentures, and may be used only to  get around 
the debt equity ceiling. An advantage over ordinary shares, however, is that 
pteference shareholders have restricted voting rights. 

Companies holding preference shares benefit from the tax concession 
granted t o  inter-company dividends, which is not applicable to debentures. 
This is of special relevance to GIC which is subject to  normal taxation pro- 
visions. UTI's holdings of preference shares have remained steady from 1974 
to 1980 at around Rs. 16 crores, their share of investible funds declining from 
9.5% to 3.4%. 

A point worth exploring is whether participating preference shares would 
appeal much more to the ordinary investor than ordinary shares. The or- 
dinary investor may find the guaranteed minimum return assuring and the 
possibility of higher returns attractive. The degree of control ofthe dominant 
shareholders is not diluted. It might then be possible to encourage companies 
to issue participating preference shares by allowing a part of preference divi- 
dends as a deductible item in assessing company tax. This tax concession 
does not suffer the disadvantage of regressivity of incidence. Simple pre- 
ference shares could also be made more attractive by removing the regulatory 
ceiling on preference dividends. 

4. Debentures 

Debentures are a little used, meagre source of funds for companies. 
Since the mid-1960s public issues of debentures have been very small. The 
number of issues through prospectus by non-financial, non-government, 
public limited companies is shown in Table 7. It is striking that there have 
been only 3 such issues in the last 4 years, the 2 issues in 1978-79 having the 
attraction of a convertible component. In addition to the issues shown in 
Table 7, there have been 34 issues of rights debentures since October 1978, for 
an aggregate of Rs. 82.7 crores, including two convertible issues, one of Rs. 25 
crores and another of Rs. 11.5 crores. The remaining 32 issues (for Rs. 46.3  
crores) were under special conditions laid down by CCI. Each of the non- 
convertible rights debenture issues has been for under Rs. 2 .5 crores, barring 
one issue which was allowed to accept subscriptions upto Rs. 3 . 5  crores. 
Apart from these, there have also been privately placed debentures. 

From the point of view of the borrowing company, debentures are a very 
attractive means of raising long term financc. Raising &,benture capital does 
not dilute control, unlike shares and unlike borrowing from term lending insti- 
t utions with a mandatory convertibility clause. Unli kc ordinary and prc- 
ference shares. thc servicing of debentures is tax dcciuctiblc, reducing tl~c 
aftcr-tax cost by half. This is a characteristic that debcnturcs share wit11 
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TABLE 7 : ISSUES OF DEBENTURES 1W79 

(Issues by non-government, non-financial public limited companies, 
through prospectus only;, 

(Rs. crores) 
L__.___ .__-- __ ___-_ ...- . ._.>.._j-_L_ 

Year Number Amount offered Amount 
of issues to public subscribed 

.- . . . . .  - . .  - . - - . . . . . . . - . . .  - - . - . -- ---- 
1966 . . . . . . 14 14.35 5.55 

** Convertible bonds/debentures. 

Source : RBI Survey o f  response to public issues. 

other forms of borrowing, except that 1 5  per cent of the interest pzid on 
deposits is  not tax deductible. But compared with other borromings, deben- 
tures are the cheapest source of funds. The present ceiling on interest payable 
on rights debentures is well below the rates currently payable on public de- 
posits or short term bank borrowing. 

The issue of debentures has to be cleared by CCI. MRTP regulations 
require that debt not exceed 50% of the company's net block. CCI requires 
that t,he debtlequity ~ a t i o  a t  the time of the new issue be generally below 2:l 
including the proposed issue. Debt is defined as borrowings repayable not 
earlier than 5 years from date of borrowing and perference shares redeemable 
within 12 years. 

Rights debentu~es (for long term working capital requirements) have been 
governed by detailed CCI guidelines issued in 1978. An interest ceiling is 
prescribed, of 10.5% for maturities upto 7 years and I1 % for longer maturi- 
ties upto a maximum of 12 years*. Their usc is restricted by the following 

A - .- -- 
* The guidelines permil the payment of additional intorest of, say, half a per cent in any 

year, if, in that year, the company declares dividend$ on its equity at n rate exmeding a 
prev~ously cstabllshed ratu (c.g. tho highost of tho preceding 3 years). 
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requirements : ' (i) They can be used only for working capital finance, not for 
additions to fixed assets;. (ii) the issue cannot exceed 20% of paid up share 
capital including preference shares and free reserves or the working capital 
gap i.e. 20% of gross current assets, loans and advances less long term funds 
available for financing working capital, whichever is lower; (iii) the total value 
is subject to a maximum of Rs. 2.5 crores (this limit has been relaxed in prac- 
tice); (iv) the debtlaquity ratio cannot exceed one, including the proposed- 
issue. * 

Public response-to rights debentures is generally said to have been very 
poor. Each of the three major financial institutions (UTI, LIC and GIC) 
have been permitted to subscribe to these rights debentures in excess of their 
rights as shareholders but subject to a maximum of 20 per cent of the issue. 
There are as yet no data on the precise proportions of the debenture issues 
which have been taken up by the financial institutions. The market impression 
is that until recently the financial institutions generally subscribed to  the full 
extent, thereby taking up the bulk of the public issue. The issuing compa- 
nies then merely had to find subscribers for another 15 per cent of the issue in 
order to reach the minimum subscription of 75 per cent which is required to 
proceed with the allotment of the issue. J This amount is generally obtained 
from charitable trusts and other financial institutions. Purchases by the 
public are negligible, except in a few early issues. Unless full institutional 
support is assured, an issue of non-convertible rights debentures fof working 
capital under the 1978 guidelines of CCI is doomed to fail. 

. The current interest rate on debentures is quite attractive lo charitable 
trusts as the other approved securities in which these trusts can invest money at 
present yield between 6% and 10%. These trusts have been keen to invest 
their funds in secured rights debentures. However, they are constrained from 
holding on to their investment in these debentures after 31st March 1981. 
After this date, in order to get exemption from income-tax under Section 11 
of the Income-Tax Act 1961, these trusts must invest their funds in certain 
approved forms of investments falling within the purview of Section 13(5)(a) 
of the Act, whi~h permits investment in industrial debentures oldy if they are 
fully and unconditionally guaranteed by the Central or a State Government. 
Howe~ef, as the secured rights debentures of the companies do not carry 
such a guarantee, charitable trusts may shy away from investment in these 
debentures as they would become liable to pay income-tax on t heir accumulated 
incomes. 

The main cause of the low public demand for debentures is the low rate of 
retutn. The ceiling on debenture interest rates is, at least in fecent years, too 
low in relation to other rates of return available to investors. As an illustration, - 

* .These guidelines were extensively modified on 27th October 1980 and made applicable 
to the Issue of secured debentures by publ~c llmited companies whose shares are lcted on a 
stock exchange, for the purpose of financing expansion and diversification a s  well as work- 
ing capital requ!rements. The main amendments are: (i) The debtlequity ce~llng has been 
rased to 2:1, wlth further relaxation possible for capital intensive projects in industries like 
fertiliser, petrochemicals, cement, paper, shipping etc. (ii) The interest rate ceiling has 
been raised from 11% to. 12% and made applicable to 7 year debentures; the additional 
Interest payable has been mcreased from half a percent to onepercent. (31 The requirement 
that the debenture issue cannot exceed the working capital gap has been Jopped. 
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one may compare the ceiling on debenture intexest with the tnwcst payable 
on 5-year fixed deposits with commercial banks, as shown ia. Mi&tollowing 
table : 

TABLE 8 ; INTEREST RATE ON DEBENTURES 

(percent per annum) 

Year Debenture1 S-year fixed 
ceiling rate &posits rate 

1 .  For debentures with a maturity of 12 years. 
2. For rights debentures only. For other debentures, including rights debentures, 

of 7 year maturity, the ceiling is 10.5 per cent. 

Because of the low rate of interest, no market has developed in debentures 
and, as a consequence, debentures cannot even be considered more liquid 
than fixed deposits with cornme~cial banks, against which the depositor can 
borrow by paying a premium of 2% interest. An offsetting advantage of 
debentures 'is the provision for repurchase b y  the company under special 
conditions". 

The low return on debentures is also striking in relation to the rates of 
interest available on company deposits. Company deposits are unsecured 
and should normally be paid a higher interest than secured debentures, with 
some offset for the difference in matu~ities. Nevertheless, the premium is 
rather high even in the case of well established companies. 

It should also be noted that the income earned by way of interest on 
debentures and company deposits i s  not eligible for exemption from income- 
tax. Interest income on deposits with ~ommercial banks and dividends paid 
by new companies and by UTI are eligible for this exem&on (upto Rs. 3,000 
per year; a further amount of Rs. 2,000 can be earned from UTI without 
attracting tax). In this respecl, debentures and company deposits are on par. 
In an effort to make debentures more attractive, the rate of deduction of tax 
at source has been reduced from 24% to 10%. Buthere comgany deposits 
have an aclvan~age in that no tax is deducted at source if Ihe .annual interest 
payable to  the depositor by each companyis less than Rs. 1,000. Even this 
limit can be breached if the depositor files an application to the Income-tax 
authorities. For debentures, the procedure is more complicated, theleby 
further, reducing the effective yield. 

, - a- 

* Company can repurchase debentures ,upto the. face value of Rs. 25 lakhs in any 
'accounting year at par value prov~ded the total holdtngs of  the debenture holder do not 
exceed Rs. 10,000 and the debentures have been hold for at least one year. 
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While the interest rate of 10.5/11.0 per cent on debentures is not att. 
ractive to the individual investor, it represents a satisfactory return for the 
hancial institutions. Hence, debentures have become largely a means of 
transferring funds from the main public financial institutions to the corporate 
sector. In the long run, however, it would be better to channel these surplus 
funds from LIC, UTI and GIC to the term lending institutions which have 
begun to face a severe resource constraint. Raising the interest rate on de- 
bentures is, therefore, a key requirement for making the debenture market an 
effective means of raising long term funds from the public. 

It  is not clear what the raticnale is for the. current ceiling on deben- 
ture interest. rates. Some arguments that suggest themselves are examined 
below : 

(4) "To keep the cost of capital low for long term investment." But 
by restricting the amount of long term funds that can be raised, the 
interest ceiling defeats the general objective of encouraging long term 
investment. The falling current ratio indicates that some accumu1a- 
lion of long term assets might have been financed b y  short term 
borrowing at interest rates that are even higher than what deben- 
ture interest rates would probably be in the absence of a ceiling. 

(b) "To prevent companies from evading RBI credit curbs by using 
other means of hance". This is a weak argument. Longterm 
borrowing, especially throcgh public issues, can easily be taken into 
account by banks in implementing RBI guidelines. Ia fact, as stated 
earlier, one of the objectives of policy should be to develop sources 
of long term financing as alternatives to commercial banks. 

(c) "To prevent bypassing of scrutiny by the term lending institutions 
and of their convertibility clause". But one of the problems to be 
remedied is the excessike reliance of companies on the term lending 
institutions for a high proportion of total project cost. 

(4 "To protectthe market for Government securities". Since Govern- 
ment securities: have a captive market anyway, a ceiling on debsnture 
interest rates is irrelevant. Financial institutions are required to 
channel specified ratios of their funds into appfoved securities. There 
is no swpe for substitution between government securities and indus- 
trial and industrial debentures on grounds of rates of return. 

(e) "To protect the equity market". It is true that if yields on debentures 
are increased, equities will also have to  pay a higher' return. But this 
is good for the investor and for the efficient allocation of investible 
funds. A stronger debenture market would also assist corporations 
in paying a higher return to their shareholders because additional 
leverage would enhance after tax profitability on equity. To the extent 
debentures are a substitute for more expensive short term borrowing 
from banks, corporation's interest burden would also declino, 
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There appeafs to be little justification for the imposition of a ceiling on 
debenture interest rates, especially'such a low ceiling. There is no harm in 
allowing debanture yields to rise to the level of interest rates on working capital 
advances by commercial banks so that the companies have the option of finan- 
cing working capital by long term funds without incteasing their avetage cost 
of capital. When short term interest rates ale exceptionally high, companies 
will wish to keep debcnture interest rates well below the shortterm rates. 
Conversely, in periods when short term rates are exceptionally low, com- 
panies might b2 willing to pay even higher fates for long term finance and 
should not ba prevented from doing so. 

If companies have good growth propsects and are willing to dilute con- 
trol, they can offer the investing public a higher rate of return under the exist- 
ing regulations by issuing debentures that are convertible, although converti- 
ble debentures are subject to tbe same interest ceilings as rights debentures. 
The buyer of a convertible debenture is offered the opbion of converting into 
ordinary shares a specified proportion of his debenture holdings, at a specified 
period in the future, at a specified price. Unlike rights debentures for working 
capital, convertible debentures can be issued to iinance capital expenditures 
thereby providing an effective means of raising long term finance, specially for 
companies embarking on  major expansion. The major element in the 
success of convertible debentures has been the stipulation of a low 
conversion price relative to the prevailing market price for the share. 
The attractiveness of convertible debentures therefore is based on 
the fairly definite prospect of a capital gain on the convertible component 
at  the time of conversion. It is possible that the capital gain will 
be taxed (the legal position is apparently unclear as yet) thus ieducing the 
yield to the investor balow his initial expectations. After the conver- 
sion, the attractiveness of the non-convertible portion of the debentures 
will be no greater than that of simple debantures. The investor will then be 
fequired to hold the balance up to maturity or sell at  a substantial discount. 
Thus, it is possible that some disilIusionment might set in after some time and 
convertible debentures might not turn out to be as successful a financing ins- 
trument as they now appear to bs. This danger is illustrated by the poor 
public response to a recent issue of a rights debentures with a convertible 
component because the conversion terms offered weie not sufficiently attrac- 
tive. It is possible to  prevent this flagging of public interest if the whole 
amount of the issue is convertible and if successive tranches of the debzntures 
are offered for conversion over a number of years (as in the case of another 
recent issue). This solution is only feasible if the company is willing t o  
accept a substantial dilution of its equity, and a possible erosion of control. 

Security of fixed assets is now required for all debenture issues other than 
convertible debentures. A constraint that may restrict the issue of secured 
debentures by some companies is the paucity of unencumbered assets, specia- 
lly in view of the financial institutions' insistence on a 50% margin. While 
financial institutions may be justified in insisting'on security, secured deben- 
tures have little advantage over unsecured debentures for the individual 
investor, who cannot realistically contemplate legal action against a defaulting 
company. For the individual the reputation of the company is probably a 
more secure safeguard than a mortgage. 



The heavy involvement of the financial institutions in rights debentures 
bodes ill for the development of a secondary market. Individual investors 
who may want to sell face a very thin market and, consequently, heavy dis- 
counting may be necessary. The situation might be better if UTI set out 
to activate the secondary.market by announcing buy/sell prices for debentures 
so that small investors may be assured liquidity. 

5. Public Deposits 

These are unsecured and involve a non-negligible risk of default even by 
large companies. Acceptance of deposits by non-financial companies is 
regulated by the Department of Company Mairs.  Certain categories of de- 
posits are completely excluded from the purview of regulation~ (The exempted 
categories include deposits from shareholders of private limited companies, 
directors of public limited companies, Governments and specified financing 
institutions etc.). Inter-company deposits are currently exempted but the 
exemption ceases from April 1981 with some exceptions discussed below. 

- Excluding the exempted categories, the regulations prescribe ceilings for 
the quantum of deposits that can be accepted by companies in relation to 
their .paid up share capital and free reserves (net worth). The ceilings 
currently applicable for public limited companies are :- 

(i) Deposits from shareholders, guaranteed by directors or against un- 
secured debentures cannot exceed 10 per cent of net worth ; 

(ii) all other deposits' cannot exceed 25 per cent of net worth. 

With effect from April 1981, the distinction between these two categories 
of depositfis to be removed. All deposits would then be subject to an over- 
all ceiling of 25 per' cent of net worth. The rules specify minimum and maxi- 
mum maturities for deposits. The maximum maturity is 3 years. The mini- 
mum matu~ity is 6 months except that a lower period of 3 months is permitted 
for deposits from shareholders, guaranteed by directors or  against unsecured 
debentures. The quantum of deposits in this latter category can_not exceed 
10 per cent of net worth. As the distinction between the two categories of 
deposits is to be abolished with eEet from April 1, 1981, deposits from any 
sour'ce amounting to 10 per cent of net worth can then have a maturity of as 
low as 3 months, the balance having a minimum maturity of 6 months. The 
rules require that companies maintain liquid assets amounting to at least 10 
per &nt of deposits maturing in the year. Companies wishing to raise de- 
posits have to do so by public advertisements pfoviding infofmation on a num- 
ber of points specified by the rules. 

In a significant departure from previous practice, 10 selected public sector 
enterprises have recently been allowed to raise deposits upto 25 percent of 
their net worth. It: is envisaged that: these enterprises would raise about: 
Rs. 100, crores in this form during 1980-81, 
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The rules do not place any restrictions on the interest rates payable on 
deposits. In practice, the range of interest rates currently prevailing are 
broadly as follows : 

Maturity period ,Interest range (%) 

Private Sector Public Sector 

1 year 
2 years 
3 years 

Generally, interest rates offered by companies on public deposits are 
higher than on long term bank deposits but lower than bank advances, thereby 
offering benefits to both the depositor and the borrower. The effective cost 
of deposits to the company is around 3 per cent more than the nominal rate 
of interest on two counts. Unlike other borrowings, interest on public de- 
posits is deductible for tax purposes only to the extent of 85 per cent; and the 
company beats the expense of administering and servicing a large number of 
depositors o r  brokerage fees if t,hese services are rendered by an agent of the 
company. Even without taking account of the additional cost the nominal 
interest rate on deposits is much higher than the ceiling on debentures, indi- 
cating the willingness of even blue-chip corporate boriowers to pay mofe foi 
medium term funds than is permitted by CCI on long term funds. For the 
less well established companies, the effective cost of raising deposits (inclusive 
of interest, advertisement and biokerage) may turn out to be mofe than the 
cost of bank borrowing, which may account for the fact that deposits are not 
more widely solicited. 

The number of companies accepting deposits and the amounts held in 
deposits have probably grown rapidly. The number of non-financial compa- 
nies submitting returns rose from 2,959 in 1975 to 3,333 in 1978; their deposits 
from Rs. 393 crores to Rs. 633 crores; and their exempted borrowings from 
Rs. 361 mores to Rs. 925 crores." Part of this growth represents the effect of 
wider feporting by companies accepting deposits. This drawback can be 
eliminated b y  comparing deposits held by a common set of companies. There 
were 254 non-financial companies having deposits of over Rs. 25 lakhs each 
which reported both in 1975 and 1976. Their deposits increased from Rs. 201 
crores to Rs. 235 crores and their exempted borrowings from Rs. 160 crores 
to Rs. 180 crores. 

The objectives of regulating the acceptance of deposits by non-financial 
companies are two-fold : 

(i) The interests of the depositors must be protected. 

(ii) Companies must be discouraged from seeking deposits as a means 
of circumventing the credit discipline imposed by the banking system. ------- - 4 - 4  

* Provisional .&ta for March 1979 based on returns received from 3.102 companies 
showed that depos~ ts amounted to Rs. 689 crores and exempted borrowrngs to Rs. 803 
crorea. 
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In discussing these objectives, it was accepted by the Study Group on 
Nan-Banking Companies (The Raj Committee) that while "it would be no 
doubt be ideal to have a system under which banks and other financial insti- 
tutions fully satisfy the saver and borrower's preference and operate in con- 
sonance with social objectives. . . . the current situation calls fop a regulation 
but not prohibition of the acceptance of deposits by non-banking compan- 
ies".* Thus the reduction in the deposit ceilings applicable to non-financial 
companies ought to be related to the development of alternative sources of 
finance and, in particular, to the ability of banks and other financial institu- 
tions to meet the legitimate credit needs of medium and large industry. 

Protecting the interests of depositors is clearly an important objective of 
regulating the acceptance of deposits by non-financial companies. But it is 
not clear how exactly this objective is to be realised. Obviously, it is not 
possible for company deposits to be covered by a guarantee on the same basis 
as bank deposits. There has been little empirical study of the relationship 
between defaults in the payment of deposits and the percentage of deposits 
to net worth in non-financial companies. Thus, no well substantiated answer 
to the question is possible. A priori, default would be related to the com- 
pany's capacity and willingness to repay. The capacity to repay will depend 
on the trend of profit in relation to the company's debt servicing obligations. 
An indicator of this capacity is the ratio of all borrowings to net worth, not 
only that of deposits to net worth. Even if a company has the capacity to 
repay its depositors, it may still default because the costs of default are so low. 
The depositor has no means of recovering his money except through legal 
proceedings which are costly and time consuming. At the same time, the 
defaulting company suffers no disability, not even adverse publicity, and 
can continue its operations, even accepting more deposits. Thus, effective 
action to protect depositors requires not a reduction in the ratio of deposits 
So net worth but administrative measures to simplify recovery procedures and 
to impose a stronger penalty on defaulting companies. This would require 
greater ingenuity in framing regulations, a more thorough scrutiny of annual 
returns filed with the Department of Company Mairs  and willingness on the 
part of the regulatory agencies to take a more active part in the disputes bet- 
ween depositors and companies. In addition to prohibiting the acceptance 
of further deposits, it may be necessary to provide for penal damages to be 
paid to the depositors and for other administrative measures that would 
disrupt a company's operations if it is found to be in default of its obliga- 
tions to the depositors. 

From the view point of both credit discipline and depositors' protection 
it would appear that a rapid decline in the deposits ceiling may not be advis- 
able. A better strategy would be to encourage the growth of alternative debt 
instruments (such as debentures) that would prove more attractive both to 
companies and to depositors. This would automatically lead to a gradual 
shrinkage of the volume of public deposits with non-financial companies, 
without causing transitional disruptions which would result if the deposii ceil- 
ings are arbitrarily reduced. - 

* Report of tho Study Group on Non-Banking Companies, RBT, hornbay 1975 
(para. 2.17). 
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With effect from 1st April 1981 the exemption for inter-company deposits 
will apply only to those deposits accepted by companies which have not yet 
gone into commercial production and have not yet accepted any &posits from 
the public. Other inter-company deposits will be subject to overall ceilings. 
This proposed change in rules follows the recommendations of the kj Corn- 
mittee. The Committee recommended that the general exemption for inter- 
company deposits be withdrawn "since a company, whose financial position 
~ermits acceptance of deposits, might accept deposits and then divert them to 
another company which may be in need of funds and whose financial position 
does not permit acceptance of deposits either due to the ceiling limits already 
having been reached or due to losses having been incurred in its working,thus 
putting the interests of the depositors of the fofmer company in jeopardy", 
(paragraph 4.28). 

This rule was originally scheduled to come into effect in 1978 but, follow- 
ing representations from industry, it was decided to postpone its effectiveness 
to April 1,1981. In the meantime, the Department of Non-Banking Compa- 
nies, RBI undertook a study of inter-company deposits reported by a sample 
of 418 companies as of 31st March 1978. According to the tentative finding 
of the study the major part of inter-company deposits had the following 
characteristics : 

(i) They were mostly short term: 54% of the deposits had a maturity of 
less than one year; 

( i j )  they were at commercial interest rates: 75% of the deposits carried 
interest at  more than 12% p.a.; 

(iii) . the amounts were not small: in aggregate, they were 5.7% of the net 
worth of the recipient companies in the sample, 

I t  should be noted that intef-company deposits do not constitute mobili- 
sation of deposits from the public and are not, therefore, desefving of any 
special concession. Indeed, there are good grounds for restricting inter-com- 
pany deposits because they make it easier for companies to circumvent iegula- 
tions governing the extension of bank credit. The special study by RBI refer- 
red to above shows that inter-company deposits are a means by which 
significant amounts of short term funds are transferred from companies 
holding excess liquidity to companies that need liquidity. Although it is 
clearly desirable that companies rely less on banks and more onother sources 
of finances, i t  is essential for credit discipline that the non-bank sources supply 
medium and long term funds and not short term funds which are directly 
substitutive of bank finance. On the one hand, various attempts are made 
by RBI and the banks to regulate the growth of short term credit and to 
ensure that the limited credit available is channelled to meet genuine needs. 
Howevef, the very companies that may have been denied credit by banks 
can raise short term funds from other companies who have surplus funds. 
The latter companies may even find it advantageous to place theif surplus 
funds as deposits in other companies rather than repay their borrowings 
from the banks. For this reason, there is a case for bringing short term 
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inter-company deposits within the rubric of regulations governing the 
acceptance of deposits by non-fi nancing companies. 

The amended rule incorporates the exemption in the case of new corn- 
panies as recommended by the Raj Committee. This is justified in view of 
the difficulties that promoters of new companies have in raising funds from 
sources other than term lending institutions. The exemption will enable 
the promoter to draw on deposits without limit from other companies. A 
further implication of the rule as amended with effect from 1st April, 1981 
is that the amount of deposits that shareholders of a public limited company 
can contribute would be limited only bytheoverall limit applied to all deposits 
(Deposits from directors are exempted in any case). This means that share- 
holders will have an opportunity to make a larger contribution of finance to 
the new company even if they wish to restrict their risk in the form of subscrip- 
tion to shares. 

The inclusion of inter-company deposits would considerably increase the 
severity. of the restrictions of the maximum amount of deposits permissible in 
relation to company's net worth. On average, inter-company deposits 
aniounted to 5.7 per cent of net worth of the 41 8 companies in R.B.I.'s special 
study. Obviously, some companies would have a much higher ratio. Fox 
public limited companies in the spccial study, the ratios of inter-company 
deposits to .net worth averaged as much as 14 per cent in cotton textiles, 11 
per cent in sugar, 9 per cent in paper and 9 per cent in the plantation industry. 
If the exemption for inter-company deposits is removed, the over all deposit 
ceilings would have to be maintained at some-what liberal levels. 

The maximum maturity of public deposits has been set at 3 years with a 
view to prevent this source being used to finance acquisition of fixed assets. 
In practice, it is said that only 15 to 20 per cent of depositors encash their 
deposits on maturity. Provided the aggregate volume of deposits is expected 
to be stable, the company may well use them to finance fixed investment. 
Despite this caveat, it is prudent to maintain such a ceiling on maturities in 
order to ensure that the depasitor has at least the option of withdrawing his 
deposit if the financial position of a company has begun to deteriorate. 

There is a danger in allowing non-financial companies to accept short term 
deposits both from the point of view of protecting the depositors and from the 
point of view of credit discipline. Servicing short term deposits requires the 
maintenance of high liquidity in the asset portfolio which is quite abnormal for 
non-financial companies. The lack of adequate liquidity can lead to default 
even'if a company's financial position is otherwise strong The acceptance 
of-short tefm deposits generally implies that the company wishes to supple- 
ment the credit obtained ftom the banking system i.e. to circumvent credit 
discipline. This situation must be shatply distinguished from the one whete 
the non-financial companies use long term funds from outside the banking 
system to finance working capital. In the latter case, the banks can cIearly 
take account of these alternative sources in estimating the need for bank 
finance. However, if the alternative sources provide short ter'm funds it will be 
possible for the company to use this and repay them without the commercial 
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bank being aware. The scopc for evading the credit guidelines is particularly 
great because commercial banks are generally unable to maintain sufficiently 
close contacts with their borrowers and review their credit limits with the 
necessary frequency. Under the present regulations deposits of less than 6 
months maturity can only be those provided by shareholders, guaranteed 
by directors and against unsecured debentures. Since these amounts are 
likely to be relatively small, the dangers cited above arc not of much 
significance. However, with the change in regulations coming into effect 
from April 1981, these problems will assume larger magnitude. 

One must recognise that: the present procedures for the approval of bank 
credit may be too cumbersome to effectively help companies that run into 
unforeseen problems requiring short-term financial accommodation. There- 
fore, before moving strongly to restrict the acceptance of short term deposits 
by non-financial companies, it will be necessary to streamline procedures in 
the banking system. 

There are a t  present no regulations affecting the rate of interest payable 
by companies on public deposits. The merit of this system is that it ensures 
that the rate of interest offered by each company reflects both the urgency of 
its demand for funds and the evaluation of the depositors of the attractiveness 
of this form of investment in relation to other alternatives. There is now a 
healthy situation wherein the well established companies can raise deposits at  
interest rates slightly above the rates on fixed deposits with banks, while com- 
panies which are perceived as more risky have to pay higher rates of interest. 
The general level of interest rates on deposits is also a good indicator of how 
much companies are willing to pay for medium term funds. The imposition 
of ceilings on deposits interest fates would remove these benefits, reduce the 
return to  depositors and restrict access by companies that are willing to pay 
more for deposits than the administered ceiling. It is not clear who would 
benefit by the imposition of an interest ceiling. In any case it would be ad- 
ministratively difficult to enforce ceilings on interest rates on deposits as they 
could easily be circumvented by collusion between the depositor and the 
company. 

6. Non-bank, All-India Financial Institutions 

This category covers the term lending institutions (IDBI, IFCI, ICICI, 
IRCI, SFCs and SIDCs) as well as UTI and LIC which are major buyers of 
industrial securities. Loans from the term-lending institutions can be used 
only by companies which are newly established or undertaking significant 
fixed investment for expansion, modernisation or replacement and is not avail- 
able for companies seeking to shift the maturity pattcrn of working capital 
finance. Term lending institutions are the only source of foreign exchange 
loans for the private sector except for direct borrowing abroad .if permitted 
by RBI. 

The supply of loans from term lending institutions has increased greatly 
over ' the years. (see table 9). 
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TABLE 9 : ASSISTANCE BY FINANCING INSTITUTIONS 

(Loans disbursed to industry, underwriting and direct ikbscription to industrial 
securities in Rs. croras) 

Year IDBIl IFCI ICICI IRCI SFC SIDC UTI LIC Total 
( April-March) -- ---- 
1964-65-1968-69.. 35 24 19 - 17 2 7 15 118 

(average) 

1969-70-1973-74.. 91 26 36 6 47 18 7 22 249 
(average)? 

C_-- , ' 

Source ; IDBl,'"Op3rational Statistics" 1964-65 to 1975-76, 1976177, 1977-78, RBI, 
Statistics Department for 1978-79. 

* Provisional. 
1, Excludes refinance to.SFC,SIDC,SIIC to avoid double counting. 
2. IRCI started dlsburslllg funds in 1971-72. 
3. Relate to 13 SIDCS. 

All the institutions have expanded significantly, with IDBI emerging as 
the biggest by far. For assisted projects, the share of total project cost finan- 
ced by the term lending institutions can rise to as high as 85%. The rate of 
interest (normally 11 % , with concessions for backward areas, modernisation, 
machinery bills and export) is lower than on bank loans and close to that on 
debentures. To qualify for assistance, investments have to pass a social bene- 
fit/cost appraisal by the lending institutions. 

Assistance from term lending institutions can be in the form of loans of 
equity participation or both. All assistance is subject to a lengthy appraisal, 
requires extensive documentation and is governed by Government guide- 
lines listing the sectors that should receive priority. In  addition, borrowers 
must comply with various requirements. Among them are guidelines on 
debtlequity ratios in relation to project cost and a requirement that the pro- 
moter contribute a minimum of 20% of the project cost. Stock Exchange 
Regulations require that not more than 40%of the equity of a company going 
for public issue of capital be subscribed initially by any one party. To comply 
with both these provisions without a very large equity base, the promoter may 
be permitted to make his contribution in the form of underwriting the equity 
issue o r  a9 a subordinated loan not repayable without the approval of the 
institutions as long as their loans are outstanding. The Qebt/equity ceiling 
of around two is interpreted rather flexibily, with higher ratios allowed for 
sickness, backward areas, small scale units, capital intensity and inability to 
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raise equity through new issues. Equity is defined to include Government 
and unsecured developmenta1.loans such as sales tax loans. 

The most important impediment facing the private sector in borrowing 
from term lending institutions is the mandatory convertibility clause. Since 
1971 the financial institutions (IDBIy IFCI, ICICI, LIC and UTI) have 
required under the guidelines issued by Government to introduce a converti- 
bility option on to all loans made to companies which have drawn more than 
RS. 50 lakhs of financial assistance from them. This limit has rewntly 
been raised to Rs. 1 cfore. In a recent modification of the guidelines, 
financial institutions were directed not to acquire more than 40% of 
the share capital through conversion, except in special circumstances 
such as persistent default or mismanagement, where they can go up to 51 
per cent with the approval of the Government. In 1977, the Soft Loan Scheme 
was exempted from the convertibility clause. In 1980, this exemption has been 
extended to assistance for modernization, additional balancing equipment 
within the existing capacity, rehabilitation of sick units and for financing small 
overruns in respect of projects already financed by institutions. 

The terms of the loan conversion are specified at the time of loan sanction. 
For the most part, the convertibility clause is specified only on loans to public 
limited companies in the private sector and private limited companies associa- 
ted with large houses. For existing companies the price at which the conver- 
sion takes place is decided on the basis of a fair ccvalue'y arrived at after taking 
into account the break up value, market quotations and earnings rate of the 
existing shares. Loans to new units are invariably converted at par. 

As suggested by the Industrial Licensing Policy Inquiry Committee, the 
objectives of introducing a convertibility clause were two fold : To share 
in the prosperity of assisted companies and to facilitate stronger participation 
in the management of assisted companies where required to meet social ob- 
jectives. Upto the end of 1979, 158 cases came up before the term lending 
institutions for decision on whether or not the convertibility option should be 
exercised. As shown in the following table (Table 10) the option was exerci- 
sed in 63 cases. An analysis of the feasons underlying the decision in specific 
cases has shown that the conveftibility decision is overwhelmingly influenced 
by financial considerations. 

TABLE 10 ; CONVERTIBILITY CLAUSE 

Exercised Waived Total 

Number of cases upto December 1979 . . 63 95 158 

Amount o f  term loan (Rs. Cr.)' . . . . . 83 107 190 

Amount subject to conversion (Rs. Cr.) 16 2 1 37 
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The convertibility clause has evoked strong resentment from private 
companies as being a form of backdoor nationalisation. The depth of this 
sentiment may be judged from the fact that disbursements under the soft 
loan scheme of the term lending institutions picked up only when this scheme 
was exempted from the purview of the mandatory convertibility clause. It is 
difficult to say whether private companies have actually abandoned viable 
projects rather than approach term lending institutions for finance with a 
convertibility clause. There is ancedotal evidence that companies have pre- 
ferred to finance fixed investments from their own resources while turning to 
commercial banks to finance a larger proportion of their working capital re- 
quirements. This is possibly one of the reasons why the current ratio of 
public limited companies has declined. The convertibility clause attracts the 
ire of the private sector not only because it threatens the contfol exercised by 
dominant shareholders but also because it dilutes the return earned by all 
existing shareholders. The latter is the result of the low price at  which con- 
version takes place. It  may be noted that in almost all cases, conversion is 
specified at par. 

It is evident from the way in which the convertibility clause has been op- 
erated that it has not formed the basis for an increase in the financial institu- 
tions' control over the private sector. Indeed, the financial institutions have 
such a dominant role in the supply of both equity and loan kance,  that it is 
doubtful whether the convertibility clause as such really adds to their ability 
to exert influence on individual company managements. Therefore, the irri- 
tant quality of the mandatory convertibility clause may be diminished if the 
scheme is operated on a more commercial basis. For instance, the financial 
institutions may offer to waive the convertibility clause provided the borrower 
is willing to pay a substantially higher fate of interest on his loan from the 
term lending institutions. 

The non-availability of unencumbered assets does not pose a problem for 
those seeking loans from term lending institutions. To float a debenture o t  
accept a secured loan from financial institutions, the company must have avail- 
able ready assets that can serve as security. Loans from te rn  lending insti- 
tutions, however, are disbursed concurrently with the accquisition of fixed 
assets against which they are secured. 

Procedures of other financing institutions are more flexible than those of 
the term lending institutions and they can be tapped by companies for short 
and medium term finance in the form of deposits and debentures. De- 
posits made by these institutions arc exempted from the ceiling on deposits 
acceptable by non-financial companies. 

With the exception of IRCI, all the financing institutions are engaged in 
the underwriting of new issues of industrial securities. Their support plays 
a vital role in the marketing of public issues of capital, both by new and cxist- 
ing companies. Together, the financial institutions hold a significant propor- 
tion of the paid-up capital of a number of companies. 
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7. Term Loans from Banks 
Term loans have formed a growing proportion of assistance by cob ek 

cia1 banks. In the case of industrial lending this may b= partly because \ 0 

current disbursements of project assistance sanctioned some years earlier. In 
the last couple of years, industrial term lending by banks has bsen discouraged 
and it is likely that a major part of term assistance to industrial units will be 
in form of discounting of machinery bills which can be rediscounted with 
IDBI. 

Outstanding term loans amounted to Rs. 2,765 crores in Deccmber 1978 
(based on provisional data from the Basic Statistical Returns, which pertain to 
accounts with a credit limit over Rs. 10,000). Of these loans, less than 
Rs. 600 crores went to industrial units with credit limits over Rs. 1 crore. 
Term loans to individuals were higher, at around Rs. 850 crores. This 
includes loans to bank employees. All industry, including small units, recei- 
ved Rs. 1,078 crores in December 1978. During the period December 1977 
to March 1979, the outstanding amount of term loans which went through 
the RBI's Credit Authorisation Scheme rose from Rs. 490 crores to Rs. 739 
crores. 

Compared with loans from term lending institutions, term loans from 
banks involve less delay but a higher interest rate (14%, with a concessional 
rate of 12.5% for capital investment i n  priority areas). However, the interest 
rate is still much lower than the interest rate on short term finance from banks. 
RBI specifies the interest rates banks should charge on term loans and sets 
minimum and maximum interest rates for short term credit. Term loans from 
banks are smaller and tend to have shorter maturities than those from tetm 
lending institutions. The appraisal process is easier, with fewer guidelines on 
sector of operation or debtlequity ratios. Unlike loans from term lending 
institutions, loans from banks do not have a convertibility clause. 
Where term loans from banks are in conjunction with loans from term lend- 
ing institutions, (still very small in aggtegate) they involve the bank in long 
term commitments for the future which the banks might be inclined to avoid. 
For industrial compahies, this source may bs used for long term working 
capital finance, for small investments in fixed assets and as bridging finance 
while completing documentation for loans from term lending institutions. 

Term loans are subjected to somewhat closer scrutiny under RBI's Credit 
Authorisation Scheme (CAS). Under CAS, RBI must specifically authorise 
all credit limits i n  excess of Rs. 2 crores for units in the private sector and Rs. 3 
crores for units in the public sector. In addition, RBI authorisation is needed 
for all bank term loans exceeding Rs. 25 lakhs having a maturity of over 
3 years. If the aggregate term loan component of a project exceeds Rs. 1 
crore, IDBI must clear the financing pattern before banks can advance a 
term loan. RBI has advised banks to concentrate their term loans on pro- 
jects of less than Rs. 1.5 crores. 

8. Net Trade Credit 
This can be either a source or a use of funds for an individual firm. In 

aggregate, it is a source of funds for the medium and large companies. As 
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Government is also a net user of trade credit, it follows that the medium 
and large companies are net borrowers from the other non-Government 
companies j.e, small enterprises. There is no explicit interest cost but there 
may be some hidden cost of trade credit (e.g, higher price, less timely avail- 
ability etc.). 

Data on the net utilisation of trade credit by various categories of com- 
panies are shown in 1 able 11 for 1974-75. This shows that all the groups are 
net users of trade credit, with the government companies and medium and 
large companies using it to a greatel' extent. Some analysis further shows 
that the ratios in the 1970's are genefally higher than the ratios in the 1960's 
for each group of companies. * 

TABLE 11 ; NET TRADE CREDIT RATIOS IN 1974-75 

Ratio of  sundry creditors to sundry 
debtors1 . 

Public Limited Companies 

Large .. . .  . . . . . . 
. . . .  Medium and large . . . . 

. . . .  Small . . . . . . 
Private Limited Companies 

Medium and Large . . . .  . . 
Small . . . . . . . .  . . 
Government companies . . . . . .  1 .SO 1.51 

. . . . 

1. This definition differs from the definition used in Table 2 where loans and advances 
are included in credit and other current liabilities are included in debt. Both definitions 
appear to be satisfactory. 

Source ; Based on RBI Company Financi: Data. 

The extent to which trade credit is available to a firm depends essentially 
on the relative bargaining powers of the supplier and purchaser. Large enter- 
prires may evade restraints on credit from institutional sources by squeezing 
more cre'dit out of their small suppliers, who tend not to suffer as much from 
credit curbs and sometimes pay lower interest than larger enterptises for 
institutional credit. 

9. Indigenous Bankers 

Borrowings from shroffs and other similar market sources is the most 
expensive source of funds. Only short term funds ate available. For the -- 

__I 

* Shctfy, S .  L. : Incidence of Interest (20% an Manufacturing Industries in India (un- 
published). 
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best: customers, interest rates are around 6% above the rate for commercial 
bank advances. But funds are available at very short notice, in amounts 
upto a couple of crores of rupees and with little documentation, ideally suited 
for use in unforeseen contingencies. 

IV. Conclusions : 

The system of industrial finance that has evolved over the past two 
decades has begun to run into some constraints. With the present institu- 
tional and regulatory framework it is likely that medium and large sized in- 
dustrial corporations will face difficulty in obtaining increased funds from 
traditional sources for meeting fiied and working capital requirements. 
Over the years, industrial units have relied heavily for finance on the public 
financial institutions and banks, and have raised relatively little capital from 
the market. The resource base of term lending institutions has not been 
increasing in line with the rapid escalation in project cost and the pace of 
expansion of the term lending institutions' operations is bound to slow down. 
With the reordering of priorities over the last decade, an increasing propor- 
tion of resources of the commercial banks are channelled to other uses such as 
for meeting increased reserve requirements and credit to priority sectors. 
Increased provision of institutional credit to agriculture and other sectors 
which have earlier been neglected by commercial banks is both necessary and 
desirable. Hence, the proper response to the emerging scarcity of funds for 
traditional industrial lending is not so much to slow down the pace of 
sectoral re-orientation of lending by financial institutions but to develop 
alternative sources of financing industrial units, especially those which are 
already well established. 

Industrial units have responded to the scbcity of institutional funds by 
more actively seeking deposits from' the public.' Public deposits with non- 
financial companies have grown rapidly in recent years but continued 
expansion will be constrained by the regulatory ceilings on the volume of 
such deposits that. a company can accept. One should also note that these 
deposits are unsecured. Companies accepting such deposits, unlike'banks, are 
not covered by deposit guarantee schemes. The stability of public deposits 
depends very much on public confidence. Chance events. that shake this 
confidence could conceivably: trigger sudden withdrawals of such deposits by 
the public leading to liquidity problems in the industrial'system. Thus, it 
is desirable that more stable forms of medium and long term finance are 
used by industrial units. 

The bulk of industrial financing requirements has been met by internal 
generation of funds. This situation will undoubtedly continue. But rapid 
industrial expansion cannot take place solely on the basis of internal financing. 
The scope for stepping up internal generation of funds to finance expansion 
is limited by the relatively high rates of corporation tax and official regulation 
of price policies. 

Industrial expansion, therefore, must rely on raisng more capital from 
the market. This point has been well recognised and the emphasis has usually 
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been placed on the raising of risk capital through the Stock Exchanges. The 
experience, however, has been disappointing and the amount of equity 
raised from the public by non-financial companies each year has remained 
small. The equity market has become increasingly reliant on support from 
public financial institutions. Barring a few scrips, trading on the Stock 
Exchange remains thin and the returns on equity (taking account of both 
dividends and capital gains) are highly uncertain and subject to very wide 
fluctuation. Most important, unless the ordinary investor gains gfeater 
confidence in equity investment, and the administrative procedures are simpli- 
fied to facilitate participation by investors outside metropolitan centres, the 
market will continue to remain very narrow and the amount of equity resour- 
ces raised will remain too small in relation to need. 

While expanding the equity market is of vital importance, the immediate 
potential is more favourable for long term debt instruments which can form 
the basis for the development of the capital market.. Contrary to popular 
impression, the debt equity ratios in the corporate sector are generally quite 
low i.e. even the existing amount of equity can be geared to support 
much more long term borrowing than is currently the practice. This is 
partly because of the severity of official regulations governing marketable debt 
instruments. ,The most restrictive of these regulations is the ceiling on in- 
terest.rates payable on debentures. In the present structure of interest rates, 
industrial debentures have little attraction outside the public financial institu- 
tions. The ceiling on interest rates does not affect what the investor may earn 
on convertible debentures. But very few companies have as yet issued con- 
vertible debentures, probably because they are suitable only for companies 
which have good growth prospects and are willing to dilute their equity. 

The close inter-relationship between the various categories of industrial 
finance requiies that regulations are designed on the basis of an integrated 
view of all its aspects i.e. the finance of fixed and working capital, the supply of 
long term and short term funds, and the raising of capital through internal, 
institutional and market sources. On the basis of an analysis of the existing 
regulatory framework, it would appear that a more flexible approach is nece- 
ssary towards estab1i;hed companies attempting to raise additional long term 
debt from the capital market. In particular, companies could be allowed to 
pay higher interest on marketable long term debt instruments in order to 
attract more capital from the public. The use of debentures for the finance 
of both fixed investment and working capital can be encouraged. While 
attempts are being made to develop the debenture market, it is necessary that 
regulations governing acceptance of public deposits are not unduly restrictive. 
As alternative debt instruments become available, the attraction of public 
deposits is bound to diminish. By these means, industrial units can be made 
less reliant on public financial institutions for their financing and encouraged 
to meet their financing requirements from a wide range of investors through 
marketable securities that can assist in the development of the capital market. 



EMPLOYMENT A N D  PRODUCTION IN SMALL SCALE 
INDUSTRIES-SOME FINDINGS OF THE 

RESERVE BANK SURVEY 

Ravi Varma* 

In the context of growing involvement of commercial banks in financing 
the small scale industrial units, the Reserve Bank of India, in collaboration with 
commercial banks, organised in ,1977-78 a country-wide sample survey of the 
smaU scale industrial units assisted by banks. This survey was the first attempt 
to collect data on various aspects of small scale units assisted by commercial 
banks on a uniform basis. The survey was designed to yield reliable estimates 
of important economic characteristics relating to institutional credit, invest- 
ment in  fixed assets, value of gross output, employment and other related 
aggregates for major industry groups a t  the all-India leve1,as well as for impor- 
tant states and population groups. 

The questionnaires designed to elicit information on the various aspects 
of small scale industrial units were canvassed through the banks. The banks 
themselves were required to give their assessment of the performance of the 
selected units in a separate questionnaire. 

The total of small scale industrial units assisted by commercial banks 
and coming under the purview of the Credit Guarantee Scheme provided the 

universe for the selection of the sample. For the purpose of 
Design of the the Reserve Bank survey,the officjal definition (then obtaining) 
smey 

of small scale industry was adopted, viz., an industrial unit 
with initial investment not exceeding Rs. 10 lakhs in plant and machinery, 
or an ancillary unit with an investment not exceeding Rs. 15 lakhs in plant 
and machinery. 

A two-stage stratified random sampling procedure was adopted for the 
selection of small scale industrial units, the first stage being the financing bank 
offices and the second stage being the small scale industrial units coming under 
the purview of the Credit Guarantee Scheme. For the purpose of selection, 
the commercial bank branches having credit outstanding against small scale 
industrial units, as available from the Basic Statistical Returns of June 1975 
were grouped according to three bank groups ( State Bank and subsidiaries, 
nationalized banks and others), four population groups (rural, semi-urban, 
urban and metropolitan) and two district types (backward districts and others). 
The ultimate small scale units were selected in the second stage fro111 the list 
of small scale units financed b y  the selected branches and also covered by the 
Credit Guarantee Scheme. The reference period for the survey was the 
accounting year ending during the period April 1976 to March 1977. The total 
number of assisted small scale industrial units thus selected were 16,636 out 
of which 12,356 were found to be functioning units. The balance consisted 
of non-existent, closed and wrongly classified units. - 

- * Ravi Varma is Director, Survey Division of the Department of Statistics. The statis- 
tical compilation for this studywas done entirely by M. G .  Potdar and ThankornSubramanian. 
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Since the survey was confined to small scale industrial units assisted by 
the commercial banks, the coverage was naturally restricted to one'segment 

of the population and the units not using bank finance have 
of the not been covered by the survey. This limitation har to be 

SUNt?y borne in mind in interpreting the survey estimates. 

In this study, some of thz data provided by the survey have been analysed 
to highlight inter-industry differences in employment, investment and 

production. Since the effective sample size of the units 
Of (12,356) for which data were collected is sufficiently large, 

study the aggregates built up on the basis of the survey data are 
useful for analysing the broad features of the small scale industrial sector as 
a whole. 

It may be pointed out at  the very outset that there is no reliable estimate 
available as to the total number of small scale industrial units functioning in 

the country. In order to assess the size of the small scale 
Sizeofthe Small industrial sector, a census was conducted in 1972 by the 
Scale Sector Development Commissioner for Small Scale Industries.* 

This was confined to units registered with the State Direc- 
torates of Industry. Even though registration was not compulsory, the 
nymber of units registered with the State Directorates of Industry was 2.58 
lakhs in 1972, of which only 62 per cent were functioning units. In  other 
words, nearly 38 pel cent of the units registered with the State Directorates of 
Industry in 1972 yere non-traceable and/or closed units. 

It was only in 1975 that a uniform procedure for registration of units 
was adopted by the State Directorates of Industry. After the adoption of the 
procedure, there were over 2.69 lakhs small units as on June 1977. Since 
this number is inclusive of non-traceable and closed units, the units actually 
functioning would be cansiderably smaller than 2.69 lakhs. 

The Working Group on Small Scale. Industries for the Five Year Plan 
1978-83 estimated the total number of small scale units in the country, regis- 
tered as well as unregistered and inclusjve of non-traceable and closed units 
at  4 lakhs to 5 lakhs in 1977. 

According to the Reserve Bank survey, at the end of March 1977 there 
were 2.33 lalchs functioning small scale units assisted by the commefcial banks 

(termed here as the assisted sector). The number of non- 
Assisted sector traceable and closed units (in which category non-responsive 

units were also included) constituted 34.5 per cent of the 
assisted sector. This would suggest that there were over 3.14 lakhs assisted 
units in March 1977.7 

* The official definition of small scale industrial units has changed twice since 1972. At 
the time of the 1972 Census, all units having an investment upto Rs. 7.5 la& (original cost) 
in plant and machinery or @. 10 lakhs ~n the case of ancillary units were treated as small sca!e 
units. Subsequently, the ceiling was raised to Rs. 10 lakhs and Rs. 15 lakhs. In July 1980, thls 
was again raised to Rs. 20 lakhs and Rs. 25 lakhs, respectively. 

1 According to the Economic Survoy of 1978-79, tho total number of small units assisted 
by ?ha Public Wtor banks was 2.88 lakhs in June 19'6 and4.30 l a b  in June 1977, showlng 
an Increase of 1.42 lakhs in one year. The variation between the Rosorve Banksurvey estimate 
and the aggregate published In the Economic Survoy of 1978-79 could be attributed to the 
differences in coverage and reference dates (March 1977 and June 1977). 
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The total value of gross output of the entire assisted small scale sector in 
the reference period of the survey (1976-77), is estimated at Rs. 10,155 crores, 

for which an amount of Rs. 7,067 crores was spent on raw 
sectoral aggregates materials alone. Overall investment (original cost) in fixed 

assets amounted to Rs. 2,094 crores, of which Rs. 1,138 crores 
was in plant and machinely. It is also estimated that the aggregate credit 
outstanding against the entire assisted sector was Rs. 2,106 crores of which the 
share of institutional credit was 70 per cent (Rs. 1,498 crores). The total 
number of paid employees engaged in the poduction activities within the 
sector was 29.8 lakhs, while ovel 68,000 units ( 29.3 per cent ) had 
not engaged any outside labour. 

Over 83 per cent of the assisted small units were not covered by the 
Factories Act, which applies to all factorq units employing 20 or mole 

workers with or without power and if using power, employ- 
Qualitativeaspects ing 10 to 20 workers. In other words, only 17 per cent of 

the small scale units assisted by banks belonged to the Olga- 
nized factory sector. According to type of organization, 68.2 per cent 
of the assisted units were proprietary concerns, and 27.7 per cent were 
partnerships while private limited companies and others together accounted 
for the balance of 4.1 per cent. Nearly 30 per cent of the units were artisan 
ot family enterprises in the sense that they did not employ any paid labour. 
Out of the total number of units, 45.3 pel cent were not found to  be using 
any type of power-diesel, electric or steam-for production purposes. 
This is indicative of the fact that a significant proportion of the assisted units 
were very small in size. About 46.7 per cent of total units were located in 
the officially declared "Backward areas". According to the classification of 
units by population size'of the locality, 25 per cent of the units were located in 
rural centres (with population less than 10,000) 35 per cent in semi-uiban 
centres (population between 10,000 and one lakh) while 14 per cent were in  
metro~olitan centres ( with more than 10 lakhs population). About 86 per 
cent of all units were engaged in manufacturing activities and 10 per cent were 
engaged in job work and the remaining 4 per cent in miscellaneous activities. 
According to the overall rating of the financing banks, the performance of only 
1.3 per cent of the units was classified as "Excellent" as against which more 
than 30 per cent of thz units were grouped under "Poor". 

Because of significant differences in the size, production and management 
practices, product mix, technological competence etc. within the small scale 

industrial sector, sectoral averages of diffzrent characteristics 
Sectoral 
aggregates have certain illherent deficiencies. However, ths main 

features of a small scale unit based on the survey data are 
presented in Table 1 below in terms of averages for the purpose of broad 
dimensional comparisons. 

I t  may be pointed out here that over three fourths of the units had lowef 
averages than the corresponding averages a t  the sectoral level in respect of 
investment, employment and output indicating the skewed nature of the dis- 
tribution of units in these characteristics. This would mean that but fot the 
inclusion of a few very large units, the sectoral averages of important charac- 
teristics would have been much smaller than those presented in Table 1. 
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Table 1 ': Average Pattern of a Small Unit 

Fixed asset (original cost) . . . . 
Plant and machinery ( ,, ) . . . . 
Gross output . . . . . . . . 
Raw materials consumed ' - . . . . 
Gross value added . . . . . . 
Total credit outstanding . . . . 
Of which from institutions . . . . 
Number of persons employed . . 
Gross value added per person . . . . 
Rxed assets per person . . . . 
Plant and machinery per person . ., 
Wages and salaries per person . . 
Gross value added to total asset . . 

.Wage component of gross value added 
Raw materials consumed to  gross output 

Rs. 
Rs. 
Rs. 
Rs. 
Rs. 
Rs. 

Rs. 
Rs. 
Rs. 
Rs. 

As seen in the earlier section, aggregative sectoral averages do not reveal 
the significant inter-industry differences in various characteristics. There- 
D~S~bUtiono~unitsf~re,  the subsequent sections are devoted to the analysis of 
and share of individual industries. 
employment by 
broad Industry' 
group 

The industry-wise distribution of the total number of units shows that 
nearly 19.1 per cent belonged to cotton textile industry groups (see Table 2). 
Within this group, the traditional handloom sector predominated accounting 
for about 66 per cent of the units, while 20 per cent were powerloom units. 
The second largert industry having a share of 11.2 per cent of the total of assis- 
ted units, was wood-based industry group, of which wooden furniture units 
accounted for 33 per cant and wooden and cane box making units another 
25 per cent. 

Other important industrial groups were metal products (8.8 per cent of  
total units), machinery and tools(6.O %), textile products (5.7 %) and chemical 
products (5.0%). Within the metal products industry group, over 33 per 
cent of units wefe engaged in metaI fabrication and 16 per cent in metal uten- 
sil manufacturing. Similarly, machine tool manufacturing units dominated 
the machinery and tools industry group, while garment units predominated 
textile products industry and cosmetic units the chemical products industry. 

The extent of employment is another important characteristic of indus- 
tries. In this case, i t  has to be borne in mind that the survey data is confined 
to paid labour only. Over 11.1 per cent of the total employment of paid 
labour was accounted for, by the beverage and tobacco group, which 
ranked lowest in terms of the number of units. Next jn importance 
was non-metallic rnincrals (10.20/i),~followed by chemical ploducts (9.7 %) 
and metal products (8.8 %). Repa~r dervicc and scientific and specialised 
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items industries accounted fof the lowest share of employment at 1.2 per cent 
and 1.6 per cent, 'respectively (Table 2). 

Table 2 : Industrial groups-percentage'to total number of units and total 
employment in the assisted sector 

- -- 

Per cent to total 

Units Employees 

Cotton textile . . . . . . 
Wood and wood products . . 
Metal products . . . . . . 
Machinery and t 001s . . . . 
Textile products . . . . . . 
Chemical products . . . . 
Food products . . . . . . 
Repair service . . . . . . 
Leather products . . . . 
Non-metallic minerals . . . . 
Paper products and printing . . 
Rubber and plastic products . . 
Edible ail, tea and coffee . . 
Wood and synthetic tsxtile . . 
Electric machinery and appliances 
Basic metals . . . . . . 
Transport equipment . . . . 
Scientific and specialized items . . 
Beverage and tobacco . . . . 
All Industries . . . . . . 

An attempt is'naw made to analyse the important factors affecting em- 
ployment and production at the industry level. For this purpose, some of 

the important per unit averages based on the survey data are 
Analysis of 
important analysed for major industries. The per unit gross value added 
industries by manufacture or the income generated by the unit is taken 

as the important indicator of industry-wise performance. 
In Statement 1 appended, the industries are.  arranged in descending order 
of the gross value added. 

The industries ranking lowest on the basis of unit level in 
terms of gross value added or income genkated were leather footwear 

(Rs. 8,900), handloom cotton textile (Rs. 10,500), wooden and 
Gross value added cane box making (Rs, 16,600) and wooden furniture making 
by manufacture indust1 y (Rs. 18,100). The leading industries in this regard 

were beverages and tobacco, paints and varnishes, industrial 
machinery, foundry castings, drugs and medicine, radio and television and 
printing and dyeing of cotton textiles. 
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Even though over 29.8 lakh persons were employed in the assisted sector of 
small scale industrial units as a whole, the per unit average of paid emplows 

was only 12.8. As already mentioned, an important qua& 
S h o f  employment fication to  be taken into account here is that these figures do 

not include selfemployment and family labour; and almost 
one-third of the total assisted units did not employ any paid labour. As 
a result, the figures of total gainful employment as per the survey 
data are under estimates. This feature was mare significant in tfaditional 
industries like wooden and cane box making, handloom cotton textiles and 
leather footwear industries, where the-family units (viz., those employing no 
paid labour) accounted for 74 per cent, 73 per cent and 69 per cent of the 
total units, respectively. In consequence, the average paid employment was as 
low as 1 .6 persons per unit in the leather footwear industry, 2.4 in the wooden 
and cane box making industry and 2 . 7  in the handloom cotton textile indus- 
try (column 2 of Statement 1). 

The position of the beverages and tobacco industry group in respect 
of employment presents something of a paradox. Of the total number of 
units in this group, as many as 65 per cent were family units, while at the same 
time, the number of paid employees per unit was as high as 99-which was 
the highest average among all industries. This is probably the result of the 
combination of two separate industries, 'beverages' and 'tobacca', with 
widely different employment patterns. The industry with the second highest 
average employment was cstructural clay' with 55 persons. This follows from 
the fact that about 60 per cent of the units in this industry employed more 
than 20 pefsons each. 

One of the most important factors influencing the activities of manu-, 
facturing units is the level and type of capital investment. The aveiage value 

of total fixed assets per unit in each induetrial group has been 
Capital investment presented in column 3 of Statement 1. Although the average 

investment in fixed assets was Rs. 89,800 per unit for the sec- 
tor as a whole, the investment in the case of over 81 per cent of the units was 
much below this average. These smaller units constituting 8 1 per cent of the 
small scale sector, accounted for only 37 per cent of the total investment in the 
sector. In other words, but for the high investment in a small number of units 
forming only 19 per cent of the total, the average investment per unit would 
have been considerably lower. . 

Average investment in fured asset was as low as Rs, 6,000 for handloom 
cotton textils units, Rs. 8,000 for leather footwear units, Rs. 14,100 for wooden 
furniture units and Rs. 19,600 for wooden and cane box making units. The 
percentage of units having an investment upto Rs. 1,000 in total fixed assets 
was signficantly high in wooden and cane box making (70 %), leather footwear 
(64 %), handloom cotton textile (45 %), beverage and tobacco (41 %), wooden 
furniture (37 %) and structural clay units (28 %). Similarly, the industries 
where apital  investment per unit was significantly high were acids, alkalis 
and salts (Rs. 3,91,000), hardware (Rs. 3,21,000), drugs and medicine (Rs. 
2,67,000), industrial machinery - others (Rs. 2,48,000), foundry casting 
(Rs. 2,65,500), motor vehicle parts (Rs. 2,31,000) and electrical appliances 
(Rs. 2,38,000). 
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These data are indicative of the fact that units in industries such'as wooden 
and cane box making, leather footwear and handloom cotton textile indu- 
stries consisted pfedominantly of family units with little outside employment 
and having low investment. On the other hand, foundry casting, industrial 
machinery and electric appliances industries had comparatively higher employ- 
ment per unit, coupled with higher levels of capital investment and output. 

In the case of industrial units where investment in fixed assets is low and 
the plant and machinety used for production purposes censist mainly of sim- 

ple traditional tools, productivity measures may have only 
md,d;vity ,f limited validity. These measures can nontheless be used to 
labour and capital broadly indicate- the felative position of different industries 

within the sector. Labour productivity is measured for the 
pulpose of the present analysis, as gross value added per person employzd. 
Similarly, the productivity of capital has been defined and worked out as gross 
value added or income generated per rupee of fixed assets for different indus- 
tries (columns 4 and 5 of Statement 1). 

It may be seen that labour-productivity was significantly high in units 
engaged in the manufacture of paints and varnishes (Rs. 12,000 per person), 
drugs and medicine (Rs. 10,000), synthztic textile (Rs. 9,800), industrial mac- 
hincry (Rs. 9,400), containers and pzper boxes (Ra. 9,100) and knitting mill 
products ( Rs. 9,000 ), in that ordei.In all these units, the proportion of 
family units was low (ranging from nil to 5 per cent) while th: per unit invest- 
ment was, in most cases, significantly higher than the sectoral average. This 
would sugge~t that the units in these industrjes were the more modern, more 
sopbisticated and better organised in the sector. 

On the other hand, productivity was below the sectbral average for struc- 
tural clay products (Rs. 1,690 per person), beverage and tobacco (Rs. 2,380), 
grain milling (Rs. 3,100), handloom cotton textile (Rs. 3,890), wood sawing 
and planning (Rs. 4,250), wooden furniture (Rs. 4,510) and powerloom cotton 
textile industries (Rs. 4,690). Among these, only beverages and tobacco and 
handloom cotton textile industries had a high proportion of family units. 
This would mean that units in these industries were the- least 'organized' 
of the industries within the sector. 

For the purpose of the present analysis, labour-intensity of a unit is 
measured in terms of the number of persons employed for an investment of 

Rs. 1 lakh in fixed assets. Statzment 2 appended presents 
Labour Intensive this measure for each of the industries arranged in descending 
Industries 

order. The values prefented are based on averages. 
It may be seen from the Statement 2 that the highly labour-intensive 

industries within the sector were beverage and tobacco (employing 229 persons 
for an investment of Rs. I lakh in fixed assets), structural clay products (71 
persons), handloom cotton textile (45 persons), wooden furniture (29 persons), 
textile garment (23 persons) and leather footwear (20 persons). 

The capital-output ratios have also been, worked out for these industries 
(column 2 of Statement 2). The ratio was below unity for all the labour- 
intensive industries listed above.  In the case of highly capital-intensive 
industries, generating employment for less than 10 persons for an investment 
of Rs. 1 lakh the capital-output ratio varied from 1 . 1  to 3.1. 
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I t  may be of interest to conipare the results of the Reserve Bank survey 
with the dati from the Annual Survey of Industries (A.S.1.) available fot the 

latest year 1975-76. Since the A.S.I. covers all factory units 
Comparison of the 
Annual survey of registered under the Factories Act, the data collected through 
Industries and the A.S.1. units may be taken as relating to  the organized 
Reserve Bank factoty sector. Units employing less than 10 workers are 
survey 

totally outside the A.S.I. coverage. According to the data of 
the A.S.I. of 1975-76, units having capital investment upto Rs. 10 lakhs con- 
stituted nearly 76 per cent of the number of units in the organized factory 
sectof (see Tabl: 3 below). The Reserve Bank survey covered only small scale 
units assisted by banks and having original investment in plant and machinery 
less than Rs. 10 lakhs per unit. However, only 17 per cent of these small scale 
units were reported to have been registered under the Factories Act and this 
may be taken as the extent of the overlap in the A.S.I. covzrage. On the basis 
,of employment criterion, 78 per cent of the total units in the Reserve Bank 
survey reported employment of less than 10 persons per unit (including the 
units not employing any paid labour) and 88 per cent of the total units emplo- 
yed less than 20 persons. Although jt is not possible to consider employ- 
ment along with the use of power, it is clsar that Reserve Bank survey coverage 
consisted predominantly of small units falling outside the scope of the A.S.I. 

However, a comparison restricted to the extent of the overlap can be 
attempted. The broadly comparable averages for the small scale sector in- 
cluded in the A.S.I. for 1975-76 are given along with those of the Reserve 
Bank survey in Table 3 below. 

Table 3 : Broadly comparableaverages of A.S.I. and R.B.I. Survey units 

---- 
A.S.1. of 1975-76 - R.B.1. S U N ~ ~  -- 

Entire Factory Small Scale Small Scale Tiny Sector 
Sector Sector Sector (Investment in 

fixed assets 
less than 

Rs. 1 lakh) - 
Coverage . . . . . . 100% 76 % 100% 89 % 

Fixed assets per unit .. Rs.19.01 Rs. 1.68 Rs.89,787 Rs.31,340 
iakhs lakhs 

Grossoutputperunit .. Rs.41.47 Rs 12.5 Rs 4.34 Rs. 2.15 
la& lakhs lakhs lakhs 

Gross value added . . . .  Rs. 8.89 Rs. 1.9  Rs. 65,795 Rs. 36,000 
lakhs lakhs 

Employees . . . . . . 89 36 12.8 8 .8  

Fixed Assets per employee . . Rs. 21,410 Rs' 4,466 Rs. 7,020 Rs. 3,540 

Gross output per employee . . Rs. 46,721 Rs. 33,200 Rs. 33,911 Rs. 24,300 

Gross value added . . . . Rs. 10,013 Rs. 5,001 Rs. 5,140 Rs. 4,080 

Fixed assets to Gross value 
added . . . . .. 2.14 0.88 1.36 0.87 

N o ~ e  : There are some difinitional & coverago differences hotwoan tho two sots of data. 
Fixed assets in Reservo Bank survoy is  takon as broadly comparable to 'fixod capital'. 
of A.S.I. shilc, 'gross output'in the formor is 'output' and 'gross valuc addod' is 'value 
added'. 



SMALL SCALE INDUSTRIES-RESERVE BANK SURVEY 163 

A substantial difference can be seen between the two sets of data in regard 
to per unit averages of employees, fixed assets, gross output and gross value 
added with the figul es from the Reserve Bank survey being considerably lower 
than those of the A.S.I. T h i ~  obviously follows from the  fact that in the 
coverage of the Reserve Bank survey, small units outside the facto~y sector 
predominated. However, a few per employee averages are broadly compar- 
able in both surveys, except that of fixed assets per employee, which is consi- 
derably higher as per the Reserve Bank survey data. 

Since vety small or 'tiny' units covered an impo;tant segment of the 
Re5erve Bank survey, the broad features of the 'tiny' sector 

Tiny Sector may be see11 separately. (See column 4, Table 3). As 
per the official definition, a tiny industrial unit is one 

having an investment upto rupees one lakh in plant and machinery and 
located in a geographical area with population upto 50,000. Since the classi- 
fication of unit\ is not separately available according to the pcpulation cri- 
terion, for the purpose of the following aniilysis, only the investmmt criterion 
has been adopted. 

In the Reserve Bank yurvey, about 89 per cent cf the units repo~ted an 
average investment upto rupees one lakh in plant and machinery. From the 
point of location of thc tiny units, 2 5  per cent of the units were located in rural 
areas and 35 per cent in semi-urban centres. The above two criteria taken 
together show that the size of the tiny sector (defined in terms of investment 
as well as location) was anywhere between 25 Cer cent and 60 per cent. 

Some of the important averages for the tiny sector (units with investment 
upto rupees one lakh in plant and machinery) ale presented in the last column 
of Table 3. The data show that as is only to be expected per unit investment 
andemployment are much lower in the tiny sector than in the sector as a 
whole. 

From the folegoing analysis of the broad features of the small scale in- 
dustrial units covered by th? Reselve Bank survey, it is clear that the small 

scale industrial sector was mark~dly non-komogeneous. 
Non-homogeneous 
units Some of these industries were dominated by very small units, 

which wefe more in the nature of artisan units than 'industrial' 
units. The non-homogeneous nature of the industries at  the sectoral level is 
character ised by the inclusion of the traditional industries dominated by arti- 
san units using no power and a few technologically advanced industiies wch 
as sawing and planning, electrical motors and scientific equipment industries 
where all unit: enlployed paid labour and used power in their pi-oduction 
processes. At tllc same time, some of these industries with a low levcl of tech- 
nology also includcs un i t s  with high investment and employment. which fur- 
ther cmphnsises the non-homogenous natur? of the secto; as  :\. whole. Thc 
following Table illus!:atcs this: 
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Table 4 : Industries dominated by mall units 

Percentage of Units 
> 

Paid employ- Fixed assets Using no Using 
ment Power power 

Industries Nil More Less Rs. 1 
than than lakh 
20 Rs. and 

1,000 above 
_I-----. 

Handloom cotton textile . . .. 73.2 2.3 45.4 0.8 98.3 1.7 

Beverage and tobacco . . .. 65.1 7.9 41.3 4.8 82.9 17.1 

Allindustries . . . . .. 29.3 11.8 21.9 18.9 45.2 54.8 

It may be seen that while a substantial proportion of the units in the 
industries were artisan units and did not use power, there were at the 
same time some large units employing more than 20 paid employees and 
with high investment of over Rs. 1 lakh. Thus, even the industry level 
averages are affected by the extreme values. Therefore, it will be useful 
to conduct in-depth studies especially of those industries which are dominated 
by small and technologically backward units. Since the units assisted by 
comme~:cial banks are likely to be relatively larger and better organised 
than those small units outside the scope of bank assistance, the charac- 
teristic of non-homogeneity is likely to be more pronounced in the small-' 
scale industrial sector as a whole than that found in the assisted sector. 
Even within the assisted sector, a recent study has shown that about 11 
per cent of the units accounted for 69 per cent of the total institutional 
credit received.* This is further evidence of the highly skewed nature of the 
distribution of assisted units. Therefore i t  is important to analyse unit- 
wise data on different characteristics. Since most of the small units were 
artisan units not using power, improvement of performance would require 
change in production processes. Further flow of bank credit to small scale 
industry should therefore be oriented towards the acquisition and adoption 
of improved production techniques. 

Functioning small scale industrial units assisted by commercial banks, 
estimated at over 2.33 lakhs, provided employment t o  29.8 

s-ary and lakh persons as wage-earners during 1976-77, the reference 
concIusion period of the Reserve Bank survey. An average investment 

in fixed assets in the assisted sector was Rs. 89,787 per unit, 
fifty per cent being in plant and machinery. The gross value added by 
manufacture per unit was around Rs. 66,000. 

+ V. M. Sunder Raj: "Financing of Small Scale Industries--A Profile", Reservo Bank of 
India Bulletin, Apnl 1980. 
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While over 19 per cent of the assisted units belonged to cotton textile 
industry, over 11 per cent of the total paid employment was accounted for, 
by beverage and tobacco industry followed by non-metallic minerals 
industry (10 per cent). 

Labour productivity was relatively high in paints and varnishes 
(RS. 12,420 per person) and drugs and medicine (Rs. 10,310 per person) 
industries while it was relatively low in structural clay products (Rs. 1,690) 
beverage and tobacco i(Rs. 2,380), and handloom (Rs. 3,890) powerloom 
cotton textile (Rs. 4,690) and wooden furniture (Rs. 4,510) industries. 

On the basis of the number of persons emploqed for an investment 
of rupee one lakh in fixed assets, the leading industry was beverage and 
tobacco industry (229 persons) followed by structural clay products 
(71 persons) and handloom cotton textile (45 persons) industries. 

Within the assisted small scale sector, about 89 per cent of the units 
we& in the 'tiny' sector, with an investment of less than rupees one lakh in 
plant and machinery (original cost). The average credit outstanding per 
tiny unit was only Rs. 33,000 as against Rs. 90,000 for the sector as a whole. 
More than sixty per cent of the tiny units belonging to wooden and cane 
box making, handloom cotton textile and leather footwear industries had 
very low capital investment and depended entirely on family labour which 
are indicative of the low level of technology used. Average output per unit 
was also very low in all the industries mentioned above. 

This study has tried to identify the weak industries on the basis of low 
out put, low capital base, heavy dependence on family labour and use of 
power in the production process. To throw more light on the causes of low 
production in some of these industries, further analysis of the unit-wise 
data relating to them would be useful especially in the case of industries 
such as wooden and cane box making, handloom cotton textile, leather foot- 
wear and beverage and tobacco industries. The highly labour-intensive 
small units are t~aditional industries where labour-productivity is also low. 
In most of these cases, output at the unit level is less than the sectofal 
average. 

The survey has shown that while smaller units predominated in the 
sector as a whole, there were also some very large units in virtually all the 
individual industries. This cha~acleristic renders the sector markedly 
non-homogenous and results in a skewed distribution of all the ~harac- 
teristics. 
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APPENDIX 

Statement 1 : Gross Value added. Investment & Employment in individual industry 

Per unit average Gross value 
added per 

Gross Persons Fixed Person Rupee 
Industry value employ- assets employed of fixed 

added edt (Rs . 000) (Rs . 000) Assets 
(Rs . 000) 

Beverage & tobacco . . . . 
Paints and Varnishes . . . . 
Industrial machinery-food . . . . 
Foundry casting . . . . . . 
Drugs and medicines . . . . 
Industrial machinery-others . . 
Radio and television 
Printing & dyeing of cotto6'textiles 
Electrical motors . . . . . . 
Electrical appliances . . . . 
Synthetic textile . . . . . . 
Surgical equipments . . . . . . 
Motor vehicle parts . . . . 
Hardware manufacture . . . . 
Acids and alkalies . . . . . . 
Containers & paper boxes . . . . 
Knitting mills . . . . . . 
Edible oil . . . . . . . . 

. . .  Bicycles. etc . . . . 
Structural clay prodicis . . . . 
Plastic products . . . . 
Machine tools . . . . . . 
Metal products . . 
Metal fabrication . . . . . . 
Cosmetics . . . . . . 
Metal utensils . . . . . . 
Textile garment . . . . . . 
Agricultural machinery . . . . 
Stationery & Printing . . . . 
Book printing . . . . . . 
Grain milling . . . . 
Wood sawing & Planning . . 
Motor vehicle repair . . . . 
Power loom cotton textile . . . . 
Wooden furniture . . . . . . 
Wooden & cane box-making . . 
Handloom cotton textile . . . . 
Leather footware . . . . . . 

_- . . . . . . . .  ......... -- -.-.--.-_ ... _. ---- 
3 Family Rr unpaid labour have not been takm into account . 
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STATEMENT 2 

Measure of labour intensity and capital-output ratio 

Industry 

Beverages and tobacco . . 
Structural clay . . . . 
Handloom cotton textiles . . 
Wooden furniture . . . . 
Textile garments . . . . 
Powerloom cotton textiles . . 
Leather footwear . . . . 
Wooden sawing and Planning 
Printing & dyeing of cotton ter 
Metal utensils . . . . 
Metal products . . . . 
Wooden box making . . 
Grain milling . . .. 
Radio & television . . . . 
Motor vehicle repair . . 
Agricultural machinery . . 
Cosmetics . . . . 
Metal fabricaii'ons . . . . 
Knitting-mills . . . . 
Electrical appliances . . 
.Stationery printing . . . . 
Industrial machinery-food 
Industrial machinery-others 
Bicycles . . . . 
Foundry cast;& . . . . 
Electrical motors. etc . . .  
Book printing . . . . 
Containers and paper boxes 
Motor vehicle parts . . 
Surgical equipments . . 
Synthetic textiles . . . .  
Machine tool . . . . 
Plastic products . . . . 
Edible oils . . . . 
Drugs and medicines . . 
Hardware manufacture . . 
Paints and varnishes . . 
Acids. alkalis and salts . . 

Labour intensity Capital-output ratio .. . 
Persons employed Fixed assets 

for rupees on0 . 
lakh i n  fixed Gross value added 

assets 

A11 Industries . . . . . . . . 14.2 1.365 

4 



B. S. Nagaraja Rao and Kamlesh Chander* 

The purpose of this study is to make an assessment of the operational 
and financial performance of some cement companies in the light of additional 
information that has become available in companies' accounts, subsequent 
to the Amendments in 1973 to Schedule VI of the Companies Act, 1956. 
These details concern installed capacity,_production, sales realisation, input 
prices, etc. The material for this paper is mainly drawn from the regular 
studies on company finances published by the Reserve Bank. 7 he 18 selected 
companies included in the regular studies account for about 70 per cent of 
the entire industry in terms of installed capacity as well as production. 
This study is divided into four sections : 

(I) General-A profile of the cement industry along with related deve- 
lopmental and regulatory measures. 

... ' 

(2) Operational and financial performance based on the analysis of 
accounts relating to 18 selected companies. 

(3) Analysis based on details of quantitative aspects pertaining to capa- 
city, sales realisation and constructional and operational costs, and 

(4) Outlook for the future. 

Mention may be ma& of a few limitations of a general nature. ?he 
companies selected for the analysis have cement production as their sole 
activity or main activity i.e., each of these companies derives more than half 
of its value of net sales or main income from cement production activity. The 
operational and financial data used in the analysis of accounts of companies 
covered pertain to the total production activity of the companies, as activity- 
wise breakups of such data are not available in the published accounts. Simi- 
larly, the term installed capacity in the analysis under Section 3 denotes the 
aggregate of installed capacities of various plants in a company, since plant- 
wise break-up of installed capacities is not uniformly available. 

Section I: General-A profile of the Cement Industry 

Cement is a major basic industry with an investment of over Rs. 400 
crores in 56 units spread all over the country, providing employment to over 
one lakh persons. India ranks eighth among the major cement producing 
countries in the world. However, the per capita consumption of cement in 
India is very low at 30 kgs. as against 71 5 kgii. in Japan and 606 kgs. in Austria. 

The cement industry has shown marked progress since 1961 as may be 
Growth of seen from Table I and Diagram I. 
the industry 

B. S .  Na~araja Rao i $  Director and Kamlesh Gander, Rccoarch Officor in tho Corn- 
pany Finance Division I I  of tho Dcpartmont of Statistics. Thcauthon wish to acknowlcdgo 
tho valuable guidrrnca and ancuuragcmcnt rocaivcd from Dr. P. K. Pnni. 
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TABLE 1 : INSTALLED CAPACITY AND PRODUCTION OF CEMENT I ~ U S T R Y  

(Million tonnes) - - 
Year Installed Pro- Capacity uti- 

capacity duction lisation (%) 

Source: Capacity Utilisation and Production in 215 Industries, 1970 to 1977 by CMIE. 

DIAGRAM 1 
INSTALLED CAPACITY AND PRODUCTION OF CEMENT INDUSTRY 
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The installed capacity of cement industry increased from 9.5 million 
tonnes in 1961 to 23.0 millibn tonnes in 1978; the bulk of the additions to 
capacity was effected in the decade 1961-71. The production; however, 
rose more or less steadily from 8.3 million tonnes in 1961 to 19.6 million 
tonnes in 1978, On the other hand, capacity utilisation showed a steady 
decIine till 1974; there was a marked improvement since then, and it stood 
at 87.7 per cent in 1977; the fall in 1978 could b: attributed to additions 
to installed capacity still under gestation. - 

Cement being a resource-tied industry, the production units are concen- 
trated in close proximity to the sources of raw materials, ~nostly in the 

southern and western regions of the country. On the other 
Lmtional hand, demand for cement is more than production in the 
Characteristics northern and eastern regions, resulting in a regionaI im- 

balance in production and consumption. The share of each 
region in terms of installed capacity, production and consumplion is shown 
in Table 2 below. 

TABLE 2 : REGION-WISE BREAK-UP OF ISSTALLED CAPACITY, 
PRODUCTION AND CONSUMPTION OF CEMENT IN 1975 

(Million tonnes) 

No. of Installed Produc- Con- Capacity 
Region Units Capacity t ion sump- Utilisa- 

tlon tion (%) _______ -__----- --- 
1 .  Eastern . . . . . . 
2. Western . . .. . . 14 6 . 3  5 .1  3.8 81.0 

(29.8) (31.3) (25.7) 
3. Northern . . . .  .. 9 3.7 2.5 4.3 67 .6  

(17.4) (15.3) (29.0) 
4. Southern . . . . . . 20 7.5 6.0  3 .7  80.0 

(35.4) (36.8) (25.0) 
Total . . , . . . . . 55 21.2 16.2 14.8 76.4 

(100.0) (100.0) (100.0) 

Such regional imbalances are expected to be corrected by taking care 
of the "demand factor" while issuing additional licences, subject to the avail- 
ability of necessary raw materials. The Union Government has already 
started issuing fresh licences and letters of intent for setting up cement plants 
in those parts of the northern and eastern regions where adequate deposits 
of limestone are located. Some of the plioposed new plants in these regions 
would use blast furnace slag available in large quantities from steel plants. 

There are two methods of making cement, namely the wet process and 
the dry process. In the wet process, crushed limestone, clay and water are 

fed into grinding mills where the mixture is converted into 
Rfmufacturing a thick creamy substance known as slurry. The slurry is 
Process in brief then stored in silos where it is 'corrected' to the right compo- 

sition. The corrected slurry is then fed into the upper end 
of the kiln, while pulverised coal and oil are fired under high pressure into 
the lower end. While the slurry is in the kiln, it is first dried, thcn caIcined 
and finally subjected to a temperature which is maintained at about 2700°F. 
The slurry emerging from the discharge end of the kiln as dark hard pellcts is 
caljed 'clinker'. 
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In the dry process, limestone and clay are fed into a grinding mill where 
these are heated, dried and reduced to a fine powder called 'raw meal'. In 
the modern dry process plants, the raw n~eal is mixed with water to form no- 
dules. These nodubs are then fed into a moving grate, through wl~icll hot 
gases from the rotary kiln. are passed; here they are,dried and partially cal- 
cined. The calcined nodules then pass into a ,short rotary kiln where they 
are burnt to form clinker. 

The clinker obtained by either process is allowed to cool and then fed 
into grin.ding mills, where alongwith a small quantity of gypsum it is rcduccd 
to very fine powder. Gypsum is added in order to control the setting time 
of cement during the placing of concrete and water. 

The determinant in the choice of piAoccss is the water content of the pri- 
mary raw material. If the water content is high, lhe wet procew will be 

chosen. This is the case with marl, granulated blast furnace 
Choice of Pro- slag and some clays. The following major points enter in 
cesses: Dry v/s the final decision: (1) wet process consulncs 20 to 25 per 
Wet Process cent more fuel per tonne than dry process and availability 

of very cheap fuel may favour the adoption of wet process; 
(2) consumption of power is less in the wet process by 4 to 8 per cent; (3) 
initial fixed investment costs about 10 per cent more in the dry process than 
in the wet process; (4) less dust is generally released in the wet process than 
in the dry process. 

The major raw materials used in the production of cement are limestone, 
clay, laterite and gypsum. Coal, gas and oil are used as fuel inputs. The 
Raw-Materials raw materials are available indigenously. 

There are several geological regions in India which contain lime5tone 
deposits, though all arc not suitable for making cement. The reserves of 
cement grade limestone are estimated at over' 50,000 million tonnes. In 
addition, limestone is available all along the coastline.of the country in. the 
form of corals, sea-shells, etc. Other raw materials such as kankar and cal- 
careous sand are found in abundance in various parts of the country. 

Cement is included under item 35 of the Schedule of Industries (Deve- 
lopment and Regulation) Act, 1951 and is subject to licensing. , Under the 

new licensing policy outlined in February 1970, cement was 
Licensing made open for investment by large industrial houses. Al- 

though cement is not .categorised as one of the core indus- 
tries, it is included in -'the heavy investment sector. 

The private corporate sector plays a dominating role i n  the Indian cement 
industry in as much as it accounts for 89 per cent of the total installed capacity 

as well as production. Within the private sector, one giant 
Ownership company, viz., Associated Cement Companies (ACC) ac- 

counts for as much as one third of installed capacity as well 
as production of cen~ent. 
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The Cement Corporation of India (CCI) was incorporated in the public 
sector in 1965 for setting up cement plants and also for surveying and pros- 
pecting cement grade limestone deposits in the country. The Corporation 
was also entrusted with the task of co-ordinating all ancillary activities con- 
nected with the growth of the industry. The first public sector plant set up 
by the CCI with a capacity of 2 lakh tonnes per annum was commissioned 
in July 1970 at Mandhar in Madhya Pradesh. A number of cement plants 
have since been set up by various State Industrial Development Corporations. 

Presently, both the distribution and the price of cement are controlled 
by the Government through the Cement Controller. The uniform retention 

price for unpacked cement payable to producers and the 
Statutory uniform destination price of packed cement are fixed and 
Control 
on Prices and notified by the Cement Controller from time to time. Re- 
Distribution tail prices in each State are fixed by the State Government 

by adding the Central Sales-tax, incidental charges, the State 
sales-tax and Octroi duty, wherever applicable, to the destination prices. 

According to the Tariff Commission's recommendations in 1973, 
accepted by the Government in April 1975, the retention price was supposed 

to yield a pfe-tax return of 14 per cent on the capital em- 
Basis of pricing ployed, subject to a ceiling on capital cost of installed ca- 

pacity of Rs. 650 per tonne. The Government also accepted 
the principle of escaiation in respect of four major cost inputs, viz., wages 
and dearness allowance, price of coal, power tariffs and freight on coal, but 
rejected the Commission's recommendation to cover freight on limestone. 
On representations from the industry, the Government decided that the ex- 
works price, in the case of new cement units and expansion of existing ones, 
would be so fixed as to allow a net post-tax return of 12 per cent on net 
worth comprising paid-up share capital and reserves and surplus, the 
net worth being limited to Rs. 230 per tonne of installed capacity. The 
revised price formula became effective from October 1977. The three-tier 
price formula, based on the cost criterion, announced by the Government 
in May 1979 also provides for a minimum post-tax return of 12 per cent 
on net worth and the Government will review annually the impact of manu- 
facturing costs on the retention prices. The new policy also gives benefit 
of the higher retention price to new and expanding units. 

In the past, only an insignificant quantity of cement was being exported 
because production generally lagged behind the domestic demand. In early 

seventies, exports of cement increased due to a) a larger do- 
Exports mestic surplus as a result of higher production and lower 

internal demand, b) growing demand from the oil-rich coun- 
tries, and c) better price realisation. The ban on new construction activity 
by the Government in 1975 had a dampening effect on the domestic demand 
and as a result, a sizeable quantity, 14.27 lakh tonnes, was rendered surplus. 
In 1975-76, Iran alone imported cement worth Rs. 822 lakhs followed by the  
U.A.E., Oman and Iraq accounting for Rs. 214 lakhs, Rs. 175 lakhs and 
Rs. 152 lakhs, respectively. Cement was being exported mainly from 
Dwarka, Sikka and Ranovov in Gujarat because of their geographical pro- 
ximity to the gulf countries. Jn otder to meet the growing internal demand 
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following the revival of construction activity, export of cement was banned 
in July 1977, except for irrevocable contractual obligations. 

TABLE 3: PRODUCTION AND EXPORTS OF CEMENT 

-- -- (Lakh tonne~) 

Exports as 
Year Production Exports percentage of 

eroduction 

Source : Monthly Statistics of Foreign Trade of India by DGCI&S. 

Under a scheme of soft loans for modernisation of five industries,cement 
being one of them, announced by the Government in November 1976, con- 

cessional finance on a fairly adequate scale to these industries 
soft loans for is made available through public financial institutions to 
modernisation prevent incipient sickness. In the cement industry alone, 

as many as 28 out of the total of 56 plants are reported to 
be more than twenty years old. Initially, IDBI planned to advance Rs. 200 
crores per annum at a concessional rate of 74 per cent, repayable between 
12 and 15 years to the five industries. The broad eligibility criteria for assist- 
ance adopted by the IDBI in the case of cement industry were expansion of 
existing capacity to one of an economic or viable size, investment connected 
with conversion from wet to dry process, beneficiation of limestone, instal- 
lation or better use of modern mining and transport equipment, pre-calcina- 
tion techniques, use of industrial wastes and installation of dust collection 
facilities. 

Section 11: Operational and Financial Performance 
The sales of the selected 18 companies nearly doubled over the period 

1970-71 to 1977-78 from Rs. 178.20 crores to Rs. 348.74 crores. The in- 
crease was marked in 1975-76 when the sales stood at 

Income and Rs. 294.92 crores- as against Rs. 220.94 crores in 1974-75 
expenditure showing an increase of 33.5%. This improvement in sales 

was the result of mainly an increase in the retention price 
(from Rs. 142.15 to Rs. 160.75 per tonne effective from 1st October 1975) 
and high er production which was in turn brought by bettef availability of 
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raw materials, coal, power and railway wagons. In 1976-77, the sales 
recorded an increase of 6.2 per cent to Rs. 313.24 crores. In 1977-78, 
however, there was an improvement by Rs. 35.50 crores (1 1 .3%) when the 
sales stood at Rs. 348.74 crores (Statement 1). 

The gross profits, after an initial increase of Rs. 0.55 crore from Rs. 22.9 1 
crores in 1970-71 to Rs. 23.46 crores in. 1971-72, showed a contin.uous decline 
thereaftel' upto 1974-75. In 1975-76, however, these spurted to Rs. 25.43 
crores from Rs. 8.46 crores for the previous year showing a two fold imcrcase. 
In the year following, these dropped to Rs. 1 8.11 crores bc?foide improving 
to Rs. 31 .39 crores in 1977-78 (73.3 per cent). A similar fluctuating pattern 
was broadly observed in the case of profits before tax and profits.afteid tax. 
~he ' former ,  after a continuous downward trend from Rs. 16.35 crores in 
1970-71 to Rs. 0.52 crore in 1974-75, rose to Rs. 20.73 crores in 1975-76 
but fell by Rs. 12.89 crores to Rs. 7.84 crores in the next year. 117. 1977-78, 
pre-tax profits showed an increase of 187% and stood a t  Rs. 22.54 crores. 
The after-tax profits also depicted a parallel movement. In 1977-78, even with 
higher provision towards corporate taxation, i.e., Rs. 14.42 crores as againsi 
Rs. 6.68 crores in 1976-77, after-tax profits showed an impressive rise by 
about Rs. 7 crores as compared with the previous year. The conlpanies were 
able to plough back profits around Rs. 6 crores in. 1970-71, 1971-72 and 1975. 
76. In 1972-73 to 1974-75 and 1976-77, there was withdrawal fi-om the past 
savings. In 1977-78,.the retained profits were negligible ai Rs. 0.26 crore. 

The declining trend in the three profitability ratios, viz., the profit 
margin on sales (measured by gross profits as percentage of sales), the return 

on total net assets (measured by gross profits as percentage 
Trends in of total net assets) and the return on shareholders' equity 
Profitability (measured by profits after tax as percentage of net worth) 

from 1970-71 to  1974-75 was reversed in 1975-76 (Table 4). 
The profitability declined in 1976-77, before showing an improvement in 
the next year. 

TABLE 4: PROFITABILITY RATIOS IN CEMENT INDUSTRY 

( 18 Companies) 

1 .  Gross profits as pzrcentage 
of Salest . . . . . . .. 12.9 12.3 8 . 0  3.7 3.8 8 . 6  5 . 8  9 . 0  

2. Gross profits as percentage of 
total net assets . . . . .. 9.7 9 .5  6 .3  2 . 8  3 .2  8.7 6 .2  10 .4  

3. Profits after tax as percentage 
of net worth . . . . .. 11.8 9.4 4.7 * * 12.4 1 .2  8 . 1  

* Numerator is negative. 

t Not of robate and discount and excise duty and ccss. 
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The profitability of the selected companies declined consistently during 
the period 1970-71 to 1974-75 when due to mounting inflationary pressures 
in the country, the manufacturing costs of cement increased considerably, 
but the retention price allowed to the man~~facturers was pegged at Rs. 100 
per tonne from April 1969 to August 1974. It was only in August 1974, 
based on the recommendations of the Tariff Commission, that the retention 
price was raised to Rs. 142.15 per tonne. The other contributory factor 
was a continuous fall in capacity utilisation due to drastic power cuts, 
shortage of coal, oil, and railway wagons. The profitability improved 
markedly in 1975-76, following appreciable increase in sales, noted earlier. 

The liquidity position of the 18 selected cement companies as measured 
by the ratio of current assets to current liabilities, which stood at 1.46 during 

1972-73 showed a continuous declining trend and was at 
Liquidity I .  11 in 1977-78, largely as a result of the expansion in trade 

dues and other current liabilities outstripping that in debtor 
balances. Debt as percentage of equity declined from 55.7 in 1970-71 to 
51.9 in 1972-73 but moved up to 58.0 in 1974-75 and 60.2 in 1976-77. The 
ratio thereafter declined to 57.1 per cent in 1977-78. . 

TABLE 5: RATIOS OF LIQUIDITY AND DEBT EQUITY IN CEMENT INDUSTRY 

1 .  Ratio of current assets to current 
liabilities . . . . . . .. 1.46 1.47 1.46 1.34 1.26 1.22 1.10 1.11 

2.Debtanp:rcentageofequity .. 55.7 53.0 51.9 52.8 58.0 53.5 60.2 57.1 -- 
Note : For concepts and definitions of various items, reference may be made to the article 

'Finances of Large Public Limited Companies, 1976-77 and 1977-78, Reserve Bank 
of India Bulletin, June 1979. 

Total net assets/liabilities of the selected cement companies amounted 
to Rs. 303.17 crores in 1977-78 as against Rs. 257.98 crorks in the year 

1973-74 (Statement 2). Net fixed assets constituted a lower 
Pattern O ~ A S S ~ ~ S  proportion of 44.0 per cent of total, net assets in 1977-78 
and liabilities as against 47.3 per cent in 1973-74 while inventories formed 

25.6 per cent: and 28.6 per cent in the two years respectively. 
Borrowings constituted 26.0 per cent of the total capital employed as against 
32.9 per cent in 1973-74. Dependence of the selected companies on bank 
borrowings in relation to total capital employed declined substantially from 
12.3 per cent in 1973-74 to 6.8 per cent in 1977-78. 

The gross assets formation of the 18 selected companies dropped to 
Rs. 9.14 crores in 1976-77 from its record level of Rs. 31.69 cfores in 1975-76 
but rose to Rs. 20.40 crores in 1977-78. Gross fixed assets formation 

constituted 56.6 per cent of gross assets formation in 1977-78 
Assets as against 126.9 per cent in the previous year. The rates 
Formation 
and of fixed assets formation, gross and net, increased from 2.4 
financing per cent and -1 .O per cent respectively in 1973-74 to 6.1 

and 4.2 per cent respectively in 1974-75 but subscquently 
declined to 4.1 and 1 . 8  pcr ccnl in 1977-78. The rate of inventory accumu- 



176 RESERVE BANK OF INDIA OCCASIONAL PAPERS 

lation exhibited a rising tr'end from 8.3 to 10.1 per cent, pushing up the 
rates of capital formation, gross and net, from 3.7 and 2.3 per cent in 1973-74 
to 5.2 and 4.8 per cent, respectively, in 1975-76. Howevei, owing to the 
marked fall in inventories, capital formation fates, gross and net, declined 
to 0.9 and -2.9 per cent in 1976-77 and 2.3 and - 4 . 3  per cent in 1977-78 
(Table 6). The reliance of the 18 selected companies on external sources 
for financing their gross assets formation declined substantially from 69.3 
per cent in 1976-77 to 22.0 per cent in 1977-78 due to substantial increase 
in internal sources, which resulted in repayment of bank borrowings to the 
tune of Rs. 20.09 crores in 1977-78 as against the resort to fresh bank borrow- 
ings of Rs. 11.98 crores in the previous year. 

TABLE 6: CAPITAL FORMATION RATES AND IMPORTANT RATIOS OF 
SOURCES AND USES OF FUNDS 

- - ,  .- 
1971-72 1972-73 1973-74 1974-75 1975-76 1976-77 1977-78 - --- 

Capital formation rates 

1) Gross fixed assets for- 
mation . . . . .. 3.9  3.5 2 .4  6.1 3.7 4 . 3  4.1 

2) Net fixed assets forma- 
tion . . . . .. - 1 . 6 - 1 . 3  - 1 . 0  4.2 1.5 1.6 1.8 

3) Inventory accumulation 
4) Gross capital formation 
5) Net capital formation . . 
Ratios 

1) Gross fixed assets for- 
mation as percentage of 
total uses of funds . . 

2) Gross capital forma- 
tion as percentage of 
total uses of funds . . 

3) External sources of 
funds as percentage of 
total sources of funds . a 

4) Increase in bank bor- 
rowings as percentage of 
total external sources of 
funds . . .. .. -- 
" Numerator is negative. 

Institutional borrowings were repaid to a large extent (Rs. 16.79 crores) 
in 1976-77 following a year of high profitability. No attempt was made to 
raise fresh capital during 1971-72 to 1977-78 except in 1974-75 when the 
capital raised amounted to Rs. 1.18 crores. 

The share of raw materials and components, etc. consumed in value of 
production declined gradually from 20.9 per cent in 1973-74 to 19.1 per cent 

by 1976-77, but it rose to 21 . 0  per cent in 1977-78. The 
~ost-fhucture share of power and fuel input cost, on the other hand, rose 

steadily from 19.6 per cent in 1971-72 to 26.1 per cent in 
1976-77; there was, however, a decline to 24.4 per cent in 1977-78. The 
share of interest charges which was around 3 .9  per cent upto 1974-75 declined 
somewhat in the later years. 
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TABLE 7: EXPENDITURE COMPONENTS AND PROFITS AS 
PERCENTAGE O F  VALUE OF PRODUCTION 

i) Raw materials, components, 
etc. consumed C. . . . . . 

ii) Power and fuel . . . . .. , 19.9 19.6 19.9 20.8 23.1 24.3 26.1 24.4 

iii) Othermanufacturingexpenses 19.3 21.0 21.5 20.5 19.9 21.1 2i.4 19.1 

v) Employees welfare expenses 
(includingprovidentfund) .. 1.5 1.5 . 1 . 9  2:0 2.0 1.6 1.7 1.8 

vi) Depreciation . . . . .. 6.4 5.9 5.6 5.1 4.9 3.7 3.4 3.4 

vii) Interest charges. . . . .. 3.8 3 . 7  3.8 3.9 3.9 3.2 3.6 3 . 4  

viii) Other expenses . . . . .. 13.8 14.4 16.2 16.5 14.8 11.6 13.3 1 3 . 0  

-- * Operating profits less other income. + Indicates that numerator is negative. 
E Includes value of stores and spares consumed. 

Section III: Quantitative aspects pertaining to capacity, sales realisation 
and constructional and operational costs 

The cement industfy witnessed a gradual improvement in capacity 
utilisation in recent years from 72 per cent in 1974 to 88 per cent in 1977. 
As a result, production of cement also rose steadily from 14.3 million tonnes 
in 1974 to 19.2 million tomes in 1977. 

The distribution of the 18 selected cement companies according to their 
installed capacity is shown in Table 8 appended. These companies account 
for about 70 per cent of the total installed capacity in cement industry. 

, Nearly three-fourths of the total production of cement by these units 
was accounted fof by the 5 large units having capacity of over 8 lakh tonnes 
per' annum with an average capacity utilisation of 83.0 per cent. The re- 
maining 13 small cement units contributed 27 per cent of the production 
with nearly the same average capacity utilisation as that of the large units. 

The relationship between plant size (installed capacity) and capital costs 
(value of net fixed assets per tonne of cement produced) and between plant 

size and production costs (cost of production per tonne), 
Factorsaffe&g based on the data for the yeafs 1975-76 and 1976-77 of the 
Plant size selected companies is shown in the Diagram appended. 

All these companies are fairly old. Seventeen of them were 
incorporated in 1958 or earlier and the remaining company in 1962. The 
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largest unit, ACC, was set up in 1936. The selected companies are divided 
into 4 groups on the basis of their installed capacity, viz., upto 3 lakh tonnes, 
3 to 8 lakh tonnes, 8 to 16 lakh tonnes, and 16 lakh tonnes and above. It  
would be observed that as the capacity increases, both the capital costs and 
production costs per tonne have a tendency to diminish.* Such a relation- 
ship indicates that substantial economies in both the constructional and the 
operational costs can be secured by enlarging the capacity of a company. 
This type of analysis seems to suggest that setting up of only large cement 
plants in future might prove economical. However, it is almost evident 
that many crucial factors are to be taken into consideration while making 
investment decisions concerning setting up of large units involving a huge 
outlay. These relate to a steady flow of raw materials at competitive kosts, 
capital resources, borrowing capacity of the entrepreneur and marketability 
of the product. Feasibility studies try to balance these factors to ensure 
maximum economy. The setting up of cement units connotes a special 
function which can be put to no alternative use in case the project pioves 
uneconomical. Therefore, all the vafiables which affect the success of a 
unit must be investigated thoroughly. 

The trends in installed capacity, production and capacity utilisation of 
the 18 selected companies, their sales realisation behaviour and input prices 

behaviour based on the data available in the published 
Trends in annual accounts are collated to the extent possible with 
Production 
vis-a-vis 

the trends revealed by the production and prices data for 
hdex ~~b~~ the cement industry (Table 9). The steady incfease in 
of Production utilisation of installed capacity which was in turn ieflected 

in imptovement in production of the selected companies, 
(which accounted for 70 per cent of the total installed capacity of the cement 
industry) was in consonance with the rising trend of the Index of Produc- 
tion of cement industry which stood at 137.1 per cent in 1977-78 (1970= 
100). Similarly, the increases in sales realisation per tonne and the average 
prices paid fot major inputs like limestone, gypsum and clay by the selected 
companies were more or less parallel with the increasing trends in the Index 
of Wholesale Prices of cement and Indices of Wholesale Prices of limestone, 
gypsum and clay compiled by the Office of the Economic Adviser to the 
Government of India. 

L_I_ c-III- 

* For an aconomotric aadpia of production and cost functions, ploam sao nppondix* 



T
A

B
L

E
 9

 :
 IN

ST
A

L
L

E
D

 C
A

PA
C

IT
Y

, P
R

O
D

U
C

T
IO

N
, S

A
L

E
S-

R
E

A
L

IS
A

T
IO

N
 A
ND
.I
NP
UT
-P
RI
CE
S 

PA
ID

 B
Y

 
18

 S
E

L
E

m
D

 C
O

M
PA

N
IE

S 
V

IS
. P

R
O

D
U

C
T

IO
N

 A
N
D
 P
R
I
C
E
S
 I

N
 C

E
M

E
N

T
 I

N
D

U
ST

R
Y

 

Y
ea

r 

In
sta

lle
d 

C
ap

ac
ity

, P
ro

du
ct

io
n 

an
d 

C
ap

ac
ity

 U
til

isa
tio

n 
of

 1
8 

se
le

ct
ed

 c
or

np
an

es
 

In
st

al
le

d 
Pr

od
uc

- 
ca

pa
ci

ty
 

Pr
o-
 

C
ap

a-
 

ti
on

 
U

ti
lis

a-
 

du
ct

io
n 

ci
iy

 
tio

n 
ov

er
 

19
73

-7
4 

(L
ak

h 
(L
ak
h 

to
nn

es
) 

to
nn

es
) 

(%
j 

. 
(%

) 

Pr
ic

e 
of

 C
em

en
t 

In
pu

t-p
ric

es
 

pa
id

 b
y 

th
e 

18
 s

el
ec

te
d 

co
m

pa
ni

es
 a

nd
 

in
di

ce
s 

of
 w

ho
le

sa
le

 p
ri

ce
s 

L
im

es
to

ne
 

G
yp

su
m

 
C

la
y 

In
de

x 
of

 S
al

es
 re

a-
 

W
h

ol
e 

--
--
- 

Pr
od

uc
- 

lis
at

io
n-

 
sa

le
 

A
ve

ra
ge

 
In

de
x 

of
 

A
ve

ra
ge

 
In

de
x 

of
 A

ve
~a

ge
 h

de
x 

of
 

tio
n 

of
 

A
ve

ra
ge

 
pr

ice
s o

f 
pr

lw
 

w
ho

le
- 

pr
ice

 
w

ho
le

- 
pn

ce
 

w
ho

le
- 

C
em

en
t 

pe
r 

ce
m

en
t 

pe
r 

sa
le

 
pe

r 
sa

le
 

pe
r 

sa
le

 
~n

d
u

s-
 

t&
e 

to
nn

e 
pr

ic
es

 
. 

to
M

e 
pr

ic
es

 
to

m
e 

pr
ice

s 
tr
y 

(B
.1

 
(R
s.
) 

(b
.1

 
(R

S.1
 

19
73

-7
4 

. . 
. . 

14
2.

36
 

10
5.

68
 

74
.2

 
10

0.
0 

10
7.

6 
18

2.
83

 
11

2.
3 

N
.A

. 
18

3.
4 

N
.A

. 
11

2.
5 

N
.A

. 
12

9.
2 

@
 D

ec
lin

ed
 du

e t
o 

th
e 

ch
an

ge
 in

 pr
od

uc
t-m

ix
 o

f s
om

e c
om

pa
ni

es
. 

So
ur

ce
s 
:
 

1.
 

In
de

x 
N

um
be

rs
 o

f 
W

ho
le

sa
le

 Pr
ic
us
 (B

as
e:

 19
70

-7
1 =

lo
o)

, 
O

ff
ic

e o
f 

th
e 

E
co

no
m

ic
 A

dv
is

er
 t

o 
th

e 
G

ov
er

nm
en

t 
01

 h
a

a
, 

M
uu

st
ry

 o
f 

In
du

str
y.

 

2.
 

In
de

x N
um

be
rs

 of
 In

du
str

ia
l P

ro
du

ct
io

n (
Ba

se
 1

97
0=

10
0)

, C
SO
, G

ov
er

nm
en

t o
f I

nd
ia

. 
c

 
C
Q
 

N
.A

. =
N

ot
 a

va
ila

bl
e.

 
C

 



RESERVE BANK OF INDIA OCCASIONAL PAPERS 

Section IV : Outlook for the future 

It was noted in Section 1 that the installed capacity of cement industry 
increased gradually ffom 18.5 million tonnes in 1971 to 21.2 million tonnes 

in 1975, while the production fluctuated between 14.3 and 
Change in 16.2 million tonnes during the same period. With internal 
cement 
supply 

consumption lagging behind production, about 4 to 5 lakh 
position tonnes of cement annually was rendered surplus in the early 

seventies. The restrictions on the new construction activity 
imposed by the Government in 1975 suppressed the domestic demand. 
As a result, 14 lakh tonnes of cement became available for exports, though 
the impact was lafgely felt in the following year. With the change in 
the policy of the new Government in 1977 laying emphasis on construction 
activity, the pent up demand for cement pushed up the domestic con- 
sumption, reveising the situation to one of deficit. The installed capacity 
did not show any appreciable change till 1977. A part of the new installed 
capacity during 1978 was still undef gestation. Although large industrial 
houses were free to go in for cement since 1970, they started diversifying 
their activities into this line only recently. Thus large quantities of cement 
have now to be imported by the Government to meet the domestic demand. 

Cement production during 1979 was lower at 18.3 million tonnes as 
compared to 19.6 million tonnes in 1978, while the domestic demand was 

estimated at 24 million tonnes in 1979. Power cuts in most 
Cement Shortage of the States, inadequate supplies of railway wagons and a 

vital input, i.e., coal (the supplies on an average being 3.7 
lakh tonnes as against a monthly requirement of 4.7 lakh tonnes) accompanied 
by all-round increase in the prices of inputs such as raw materials, stores 
and spares and furnace oil were the contributory factors leading to shortfall 
in production. Despite imports of 2 million tonnes of cement last year, the 
domestic supply is not in a position to meet the growing demand. Consider- 
ing the industry's installed capacity of 24.3 million tonnes in April 1980, 
the cement production for the current year, subject to adequate availability 
of power, is estimated at 23 million tonnes against the expected 
demand of 28 million tonnes. The Government has decided t o  import 
2 million t onnes of cement during the current year t o  ease the shortage. 

The Government has taken the following measures to bridge the anti- 
cipated gap between demand and supply of cement. 1. Incentives : The cash 

incentive scheme to  boost production, grant of assistance to  
Government the cement industry for the use of furnace oil during period 
measures to 
remedy the of coal shortage and import of pre-calcinator technology. 
situation 2. Split-location : The regional imbalance in the distri- 

bution of cement caused by the location of plants near lime- 
stone deposits js sought to be minimised by split-location of new plants i.e., 
clinkerisation at one place and grinding units near major consuming centres. 

3. Ban or exports : In order to increase the overall availability of cement, 
the export of cement, except to Ncpal and Bhutan, has been banned. 
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4. Periodic increase in the retention price : The Government has been re- 
vising from time to  time the retention price payable to cement producers. 
Under the escalation clause in the Government's Resolution of 1st August 
1974, an increase in the price of cement, on account of rises in the cost of coal, 
power tariff, wages and dearness allowance and freight on coal, was granted on 
1st October, 1975; the retention price was raised to Rs. 160.75 per tonne. 
In May 1979, the Government announced a three-tier system of retention 
prices at Rs. 185, Rs. 202, and Rs. 220 per tonne for low cost, medium cost and 
high cost units, respectively. 

5. Mini-cement plants : The Government seem to favour setting up of 
mini-cement plants as these are expected to help in exploiting small deposits 
of lime-stone, encourage cement production in deficit areas, reduce the strain 
on transport and require low capital investment and shorter gestation period. 
In order to attract entrepreneurs to promote mini-plants, it has offered a 
number of incentives in the form of a rebate in payment of excise duty upto 
50 per cent for the first five years, etc. The Cement Research Institute of 
India, under the Council of Scientific and Industrial Research (CSIR), has 
achieved a break-through in restructuring the mini-cement plant technology 
and has recommended establishment of 200 mini-plants in the country, each 
with a capital cost of around Rs. 2 crores as against the current capital cost of 
about Rs. 25 crores for setting up a 4 lakh tonnes plant. The Government's 
policy, however, is not in favour of allowing large industrial houses and foreign 
majority companies to  set up mini-plants. 

6. Augmenting capacity : ' The recent decision of the Union Government to  
allow large houses to  establish fresh capacity of 4 .6  million tonnes in cement 
industry might augment the supply position of cement to  some extent. 

As per the Draft Sixth Five Year Plan, 1978-83 (Revised), the demand for 
cement is estimated at 31-32 million tonnes in 1982-83 due t o  greater con- 

struction activity, while indigenous production is expected 
Demand 
Projections t o  rise to  28-29 million tonnes. It is thus anticipated that 

the shortfall in cement production will be around 3.5 million 
tonnes in 1982-83. 
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CEMENT INDUSTRY 

APPENDIX 

PRODUCTION AND COST FUNCTIONS 

Mathematical forms of production and cost functions are frequently em- 
pirically worked out t o  know the precise relations between output and inputs 
of factor services, the cost of output and the corresponding costs of inputs, etc. 

The production function of a firm enables us to  know the maximum flow 
of output per unit of time achievable for any given rate of input services em- 
ployed by it for that unit of time. Important assumptions however underlie 
particular forms of production function viz., (1) there is always a single 
value of the output which is the maximum attainable for a given combination 
of inputs, (2) it. is possible t o  vary some of the inputs, singly or in combina- 
tion, which otherwise implies the possibility of continuous substitution of one 
input service for the other, (3) the nature of variation of out  put with diff- 
erent inputs is given by the mathematical form of the function postulated. 

Given the nature of production function, i t  is possible to derive a cost- 
output relation which in turn depends on certain assumptions about the 
markets for product and factor services. For  the short period, it is not possi- 
ble t o  vary all the input services. In this situation, the cost behaviour is 
analysed with particular emphasis on obtaining the best results within the 
frame work of inputs that can be changed during this period. In the long 
period, i.e. without any time constraint, when all the input services could be 
varied, the cost behaviour is  studied with a view t o  obtaining an optimal com- 
bination of all input services. 

There are different versions about the way costs vary' with changing output 
levels. One version states that since marginal product diminishes according 
t o  law of diminishing returns and average product may increase upto a level 
and decline thereafter, and  since for given set of factor and product prices, the 
average variable cost and marginal cost have an inverse relationship with the 
average and marginal product respectively, the relation between the output 
and cost takes the traditional 'U'-shaped curve for marginal and average 
costs. This analysis can be extended to the multi-product and multi-factor 
firms with some more assumptions such as substitutability among factors of 
production, factor-product convertability, etc. Another version states that 
"in general, average direct costs per unit of product will be expected to  
remain constant over large ranges of output, so long as the business 
continues t o  employ the same methods of production and the total of 
such costs will vary proportionately with total output." In this situation 
average cost (direct and indirect) curve can be described as 'L' shaped 
curve. This hypothesis is gaining support from the accumulating empirical 
evidence. 

That average costs per unit of output arerather probably lower in majority 
of industries, the greater the scale of production ofthe plant or the firm, is 

1.  P. W .  S .  Androws. hfarlrifi~cturirtl: &isirless, (The Macmillan Company, New York, 
1949), /,. 102. 
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based on the assumption of economy of scale of operations and efficiency in 
the use of input levels. Economy and efficiency in the case of large-scale 
production undertaken by business organisations is supposed to arise from 
their capacity to undertake bulk transactions, ability to hold sufficient reserves 
of monetary and labour resources and finally their capacity to employ speck- 
lised machines and men. A large firm with a single product and single plant, 
besides the above economies, can also reduce administrative costs per unit of 
output. In the case of large firms with a substructure of plants and products, 
economies result from reduction in bad debts, use of patents and trade marks, 
acquisition of the best talent, and finally through effective delegation of con- 
trol and proper management methods. Whatever be the substructure of the 
firm and product, cost reduction in the case of a large plant arises from factors 
such as reduction in the costs of inter-process movements of output, centralised 
repairs and maintenance services and finally from effective communication, 
co-ordination and supervision of plans and orders. 

It is however, argued by some that a "finite level of production is usually 
sufficient to exhaust any given source of economy, so that beyond the scale of 
output needed to reconcile these varying optima, costs will not decline any 
further. One school of writers holds that the power of the manager to  coor- 
dinate and control is in effect an indivisible unit, or factor, which may be cul- 
tivated subject only to diminishing returns."e The Management school, on 
the other hand, opines that "no limit is set to the size of the organisation, if 
correct principles are adopted to enable a single leader to delegate control"3 
and economy in the scale of operation is achievable at  all levels of output. 

Problems of empirical verification of cost-output behaviour of a firm 

Empirical verification of the cost-output relation of the firm is beset with 
formidable problems in obtaining proper data. We require an ideal series of 
paired observattons on cost and output which satisfy the following conditions 
enunciated by J. Johnston : 

"(i) The basic time period for each pair of observations shouId be one in 
which the observed output was achieved by uniform rate of production within 
the period.. . . . . . . . . 

(ii) The observations of cost and output should be properly paired in 
the sense that the cost figure is direcily associated with the output figure. . . . . . 

(iii) We should also like a wide spread of output observations so that 
- cost behaviour can be observed at widely differing rates of output. It would 

be necessary for the observations on any given rate of output to relate only 
to the periods when the firm was fully adjusted to producing at that rate and 
doing so with maximum of efficiency within the assumed capacity constraint. 

(iv) It would also be necessary to keep the data uncontaminated by the 
influence of factors extraneous to the cost-output reationship itself. . . . . . " - 

2. J. Johnston Statistical Cost Analysis, (McGraw-Hill Book Company, Inc. NowYork, 
1960), 6.23.  

3. P. Sargant Floranm, Tho logic of British and Amorican Industry, Routledgo & Kcgan 
Paul Ltd., London, 1953., 6. 142. 
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"To examine long run relationship essentially similar requirements apply. 
The basic unit of time to which individual observations relate should be short 
enough to avoid possible averaging effect, and the cost-output observations 
should again be properly paired. The requirement of wide spread of output 
observations is more stringent than before, for we must now have observations 
on firms with widely differing capacity limits, ideally ranging from very smaU to 
very large firms.. . . . . .In either case the statistical observations should only 
relate to periods when the firm is fully adjusted to both size and rate of output. 
Moreover, it is still important that cost movements due to factor price varia- 
tions should not appear in the data.. . . . .We require, ideally, that each firm, 
of whatever scale, should be producing within that scale in the economically 
most efficient manner, given the current state of technology and the current 
range of factor prices. . . . . .Published information, if it exists al: all, may be 
for unit time periods which are undesirably long for the purposes of a short- 
run analysis.. . . . . This accounting time period may still be a bad approxi- 
mation to the unit time period relevant to the underlying economic theory."* 

If the number of observations is spread over a considerably long period, 
then limitations such as change in capacity size of the firm, technological 
changes, changes in the quality of materials etc. will creep in. Another im- 
portant aspect is the change in the factor prices over a period of time, deflation 
by the price indices of which may introduce biases in the results. 

Long run analysis of the cost-output relation can be carried out on the 
cross section data of a fairly good number of firms for the same period of time. 
Some of the advantages as also limitations, of such an analysis as enumerated 
by J. Johnston, are as follows : 

"This automatically rules out the possibility of temporal variations in 
the factor prices distorting the cost-output relation, but it does admit the possi- 
bility of effects from spatial variations in the factor prices. If these are 
systematically connected with the size of the firm, then they may or may not 
require correction. . . . More substantial part of the spatial variations are 
probably due to the fact that cross-section data for the given year, say, will 
picture each firm at a different point on its evolutionary path. . . . The cross- 
section approach will obviously work best in an industry subject to  slow tech- 
nical change. If the technical changes were uniformly rapid for all size groups 
and if the age of equipment were randomly distributed with respect to  size, 
various ages of plant and equipment in a cross-section survey would produce 
discrepancies about the true cost-scale line but would not necessarily distort 
it. However, if the larger plants wkre, on the average, much newer than the 
old and if technical progress had not been concentrated at the upper end of the 
size scale, then the cross section survey would overstate the economies of 
scale."5 

The production and cost functions for the cement industry, based on the 
cross-section data of 18 public limited companies have been estimated for the 
individual years 1975-76,1976-77 and 1977-78 as also for the combined period 
A-- -- 

4. J. Johnston, ibid, p. 27, 28 and 29. 
5. J. Johnston, Ibid., p. 30. 
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1975-76 to 1977-78 (Tables 10 & 11). Traditional Cobb-Douglas type of 
production functions for the quantity as well as the value of production have 
been worked out with two main (input) variables viz., Capital stock (value of 
net fixed assets as at  the end of the accounting year) and labour (salaries, 
wages, bonus, provident fund and staff welfare expenses incurred during the 
accounting year.) These equations with capacity utilisation (worked out as 
the ratio of quantity produced to installed capacity) as additional variable were 
also tried. An important assumption in estimating production functions with 
output (quantitylvalue) as the dependent variable and only capital and labour 
as the major inputs is that other inputs (services) have a unitary elasticity with 
output and all the companies have access to inputs at  uniform prices. Cost 
functions, log linear as well as quadratic in the quantity produced have been 
worked out. All these cost functions with capacity utilisation as an additio- 
nal variable have also been tried. 

A result of significance from the relations is that after a reasonable level 
of capacity utilisation (75 per cent and above, or about I million tonnes of 
output), marginal cost of operations is less than the average cost and the 
firms, on an average, enjoy substantial economies of scale. For example, 
for a ten per cent rise in output, total costs rise by only 8.0 - 8 . 5  per cent. 
Another result is that, over the three years, the marginal cost of output is 
rising; the increase in marginal cost over the three year period being in the 
range Rs. 20-40 per tonne of output, according to various estimates. 

The production relations also show that the share of labour in the net 
value added by manufacture is greater than that of capital, it being of the order 
of 55-60 per cent. 
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HOUSES FOR THE RURAL POOR 

G .  A. Kelkar* 

Shelter is one of three basic human needs and investment therein is a life 
time asset. A vast majority of India's population not ony lives in villages, but 
many of them also live below the poverty line. Construction of shelter for these 
poor households, is, therefore, no less important than the construction of hous- 
ing colonies in urban areas. Public sector investment in housing, particularly 
in rural areas, has been negligible in the Five Year Plans and the programme of 
providing house sites and houses to rural poor has received lukewarm atten- 
tion only. Not  only is the provision of houses to rural poor necessary from 
the view point ofsocial justice but it has an economic justification also. Better 
houses would promote better living and a variety of economic activities in the 
village, thus enlarging the scope for rural employment. 

The data thrown up by the All-India Debt and Investment Survey, 1971-72 
suggest that the actual requirement of houses in rural areas would be consi- 
derably more than the provision of 14.8 million houses in March 1979 as 
estimated by the National Building Orkanisation on the basis of the 1971 
census data. The Survey data revealed that the houses of a t  least 22.9 million 
households in the rural areas were in urgent need of replacement, apart from the 
requirements of new households. In the census, count was taken of occupied 
houses irrespective of whether or not they were solely for residential purposes. 
Besides, the definition of "house" for purposes of census enumeration was so 
wide that the number of houses recorded under the census would be an over 
estimation. Secondly, in some of the backward region5 and tribal areas the 
existing shelters were so  inadequate and in such poor condition that they could 
be termed a 'house' only in the sense that a family had some kind of roof 
over its head. 

This article reviews the state of available houses of weaker section' 
in the rural areas on the basic, of the data collected during the All-India Debt 
and Investment Survey, 1972-72 and published by the Reserve Bank of India.2 
Estimates of financial requirement for provision of better houses t o  this class 
and the sources of funds is also attempted. Section I deals with the average 
size and value of a rural house. In Section 11, the problem of houseless house- 
holds is discussed and an estimate is attempted of the number of housing units 
required by the end of 1981 on the basis of both the Survey and census data. 
The schemes launched by the Central and State Governments to build more 
houses in rural areas are also discussed in this Section. Section 111 deals with 
the financial aspects of the problem and Section IV presents conclusions. 

* G .  A. Kelkar i s  Research Officer in the Division of Field Surveys of the Economic 
Department. 
This i s  an abridged version of a study, "Housing Problem in the Rural Sector", 
prep?.red in June 1957 in the erstwhile AIDIS Cellof the Econonlic Department and 
circi~lated fol. internal use in  the Bank. 

1 .  The "Weaker section" is dcfined, for the purpose of this study, as the group of rural 
households owning assets of less than Rs. 5,0001- 

2.  All-Indin Debt and Investment Survey, 1971-72-Statistical Tables relating to Area 
and Value of Buildings R: Structures owned by Ru1-al Households as on  30th JUIIC 
1971, publishctl i n  May 1978 
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There are certain limitations to this study. In the first place, in the 
Survey, the value of residential houses was recorded by the investigatois either 
on the basis of statements by the respondents or were based on an on-the-spot 
judgement of the investigators. As such, the recorded values of houses were 
broad approximations. Valuation was especially difficult as in villages many 
of the houses were old structures. Secondly, the tenant cultivators who had 
built their own houses on the landlord's land might not have included the 
value of this land in the value of residential houses since it was not owned by 
them. Thus, about 0 . 2 3  million households out of 71.9 millions did not 
report the area under the houses owned by them. . To this extent the average 
area per reporting household and the average value of house per reporting 
household might be understated. Thirdly, some areas of the country were 
excluded in the coverage of the All-India Debt and Investment Survey. Fur- 
ther, the timing for canvassing of the Survey was different from that of the cen- 
sus of 1971 and hence the total number of estimated rural households accord- 
ing to the Survey was lower by 2.5 millions than that enumerated in the census. 
The Survey estimates were higher than the census data in five States, with the 
vadation as high as 1 3 . 7  per cent in Gujarat. In the case of Jammu and Kash- 
mir, Haryana, Kerala, Assam and Rajasthan, the Survey estimates were lower 
than the census figures by 11 to 15 per cent. The estimates of houseless 
households given in Section I1 should be considered with this limitation in 
mind. Finally, the State-wise analysis attempted here does not take account of 
the data collected in the Survey in respect of the States of Tripura, Meghalaya 
and Manipur and the Union Territories of Delhi, Goa and Pondicherry, as 
the number of rural households was small (less than 2 lakhs) in each of these 
areas. 

Section I 

Size and Value of a Rural House3 

At an all-India level, the average size of a rural house measured 76 sq. 
metres. The cultivator's house was almost one and half times the size of a 
non-cultivator's house. 

TABLE 1 : AVERAGE AREA AND VALUE OF OWNED RESIDENTIAL HOUSES 
PER REPORTIh'G HOUSEHOLD -ALL-INDIA 

-_1____ 

(As on June 30,1971) ---- 
Proportion of Area in Value Value per 

Category of household households sq. in SQ. metre 
reporting metres* rupees -(Rs.) 
@er cent) 

Cultivators . . . . . - . 98.2 82 2,122 25.88 

All Rural Households .. . . 93.4 7 6 1,900 25.00 -- * One sq. metre is equal to 10.764 sq. feet, 
Source : AIDIS, 1971-72. 

e- . -- - ---- 
3. Relates to house for residential purposes only and docs not include houses used for 

farm or non-farm businm. The house arca comprises arm of rooms including closcd vcrtln- 
dahs ant1 balconies. Tho vxluc relates to that of cntirc ptemiscs including hause sitcs. 
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Valued at Rs. 25.88 per sq. metre, the houses of cultivators appeared to 
be of better type than those of non-cultivators. However, as would be seen 
later, the average size as also the average value of cultivator's house was mainly 
influenced by the cultivators in the higher asset groups. These 'big' culti- 
vator households generally had to provide space in their houses for storage of 
implements and inputs as also for harvested grains. 

Statewise, the size of a rural house varied between 116 sq. metres in Punjab 
and 56 sq. metres in West Bengal and the value of the house varied between 
Rs. 5,738 in Himachal Pradesh and Rs. 1,068 in Orissa. Of the seven States 
where the average size exceeded the all-India average of 76 Sq. metres, the 
average value per house also exceeded the all-India average in Punjab, Rajas- 
than, Jammu & Kashmir and Uttar Pradesh. Large sizes of families, climatic 
conditions and agricultural prosperity were the principal reasons for the high 
value of houses in these States. A relatively large percentage of poor house- 
holds in the rural population and the availability of forest material influenced 
the low values in Andhra Pradesh, Karnataka and Bihar. Of the ten States in 
which the average size of the house was lower than the all-India average, 

TABLE a: SIZE AND VALUE OF RURAL HOUSES (ALL HOUSEHOLDS) 
(JUNE 30, 1971) 

STATE Propor- 
tion of 
house- 
holds 

report. 
1ng 

Area of Value Value 
house of per sq. 

(in sq. house metre 
metres) per re- (Rs.) 

porting 
house- 

hold 
(Rs.) 

Persons 
per 100 
hous~-  
holds 
(Census 

data) 

Percent- 
age of 
house 
holds 
from 

the 
'Weaker 
Section' 
to total 
rural 
house- 
holds -- 
(6) 

Percen- 
tage of 
agricul- 

tural 
labour 
house- 
holds 

1. Punjab . . 
2. Uttar Pradesh . . 
3. Andhra Pradesh . . 
4. Karnataka . . 
5. Rajasthan . . 
6. Bihar . . 
7. Jamrnu andKashmir.. 
8. Madhya Pradesh . . 
9. Haryana . . 

10. Orissa . . 
11. Kerala . . 
12. Gujarat ; . . 
13. Assam .. 
14. Tamil Nadu . . 
15. Hilnachal Pradesh . . 
16. Maharashtra . . 
17.  West Bengal . . 

All-India* .. 93.4 76 1900 25.00 552 51.3 14.6 -- 
* Data are inclusive of Manipur, Meghalaya, Tripura, Delhi, Goa and Pondicherry. 
Sorrrcc : AIDIS, 1971-72. 
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only in Haryana, Kerala, Gujarat and Himachal Pradesh was the value of the 
house relatively higher. Necessity for a pucca construction due to climatic 
conditions, paucity of building material and higher transport expenses and 
,higher income from agriculture or from external remittances had a bearing on 
the more costly constructions in these States. In the remaining six States of 
Madhya Pradesh, Orissa, Assam, Tamil Nadu, Maharashtra and West 
Bengal both the size and value of house were lower than the all-India average 
reflecting the level of poverty of rural households. 

An examination of the housing conditions of the weaker section 
(households in the four lowest asset groups4) is attempted through a compa- 
rison with the position of households in the asset group Rs. 5000-Rs. 10,000, 
which is taken to represent a norm for rural living conditions throughout the 
country. The comparison not only brings out the deplorable housing 
conditions of the weaker section but also serves to indicate the extent of 
investment effort needed to improve rural housing conditions. The analysis 
is done separately in respect of cultivators and non-cultivators. 

As an all-India average, the house of the cultivator households in the asset 
group of Rs. 5000-Rs. 10,000 measured about 75 sq. metres and was li-ttle 
smaller than that of the non-cultivators. However, .the value of the non- 
cultivator's house at Rs. 3098 was more than twice the value of the culti- 
vator's house (Table 3). This wide difference in the values of houses may be 
attributable to the larger investments by non-cultivators in their principal 
fixed asset. 'House', formed only 18.8 per cent of the total assets of cultiva.tor 
households but as much as 45.0 per cent in the case of non-cultivators. 
Further, non-cultivator artisans like weavers, carpenters, toy makers, dress 
makers, shoe makers, hair dressers, using their houses for business purposes 
would also require some additional investment to equip their homes for 
their business activities also. 

Inter-State variations, both in size and value of the house, within a cate- 
gory of households and also between the two classes in a State were quite 
wide. For analytical purposes the States have been divided into 6 groups 
on the basis of topography, climatic conditions and contiguity. 

Jammu and Kashmir, Himachal Pradesh, Haryana and ~u;?jab form 
Group I. The value of the cultivator's house in these States was generally 
higher than that of cultivator households in most of other States. Apart 
from the main factors of severe winter and relatively large sized families, agri- 
cultural prosperity in this region seems to have influenced construction of 
better houses. The share of the houses in the total assets at about 26 per cent 
to 31 per cent of the cultivator households in this group, was also slightly larger 
than their counterparts in most other States. However, the value of the 
houses of non-cultivators in this group of States was not much differel.~t than 
that in other States. In fact, the value of the non-cultivator's house around 
Rs. 3500 to Rs. 4500 in Kerala. Tamil Nadu or Gujnrat was much higher than 
that in this group. 

---*-I_.- - --- -.-.---4-.-_.~---_1_~______I-__- - .  -_ .---a- . 
4. Thcsc asset groups arc: ( I j  uplo Rs. 500, (2) Rs. 500 - . Rs. 1000, (3) Rs 1000 .-a 

Rs. 2500 and (43 Rs. 2500 - Rs. 5,000. 
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In Group I1 are included the States of Uttar Pradesh, Bihar, Madhya 
Pmdesh and Orissa-all with considerable forest area. In these States, 
while the size of the houses of all categories of households was larger than 
the Group I States, the value of the houses was smaller. The share of the 
house of the cultivator households in the total assets was quite low in all the 
four States, varying between 16.0 per cent and 20.6 per cent. In this group 
also, the values of the houses of the non-cultivators were much higher than 
those of cultivator households. For instance, the value of the house of the 
non-cultivator in Bihar was more than two times that of the cultivator's 
house though the plinth area of the non-cultivator's house was little less. 
This higher value of the house may be attributed to steady income on 
account of longer period of employment in view of irrigational facilities or 
operation of coal mines. 

Rajasthan and Gujarat, in which arid tracts are prominent, form Group 
111. . The houses of both the categories of the households in these two States 
were smaller in size than those in the above two groups but were higher in 
value than those in the Group 11. 

Group IV consists of Maharashtra, Karnataka and Andhra Pradesh 
based on contiguity. In these States the area under the house was relatively 
larger than in the case of Groups I to 111, perhaps due to inclusion of large 
open areas like courtyards or varandahs. In fact, the area under the average 
house of a non-cultivator in Andhra Pradesh was as spacious as 125 sq. metres. 

Tamil Nadu and Kerala in group V are the southern most States receiving 
rains from both monsoons, and the houses here, therefore, need to be sturdy. 
However, due to large number of tenant cultivators5 in Tamil Nadu, the value 
of the house of cultivator household at Rs. 1016 was less thanhalf of thatofhis 
counterpart from Kerala and was the lowest among all the States. The low 
value and the larger size of the house of cultivator households in Tamil Nadu 
as compared to those in Kerala suggests that most houses in this State had 
mud walls and thatched roofs. Iil Kerala, the value of Rs. 2228 of the house 
of a cultivator household was next only to that of Himachal Pradesh. The 
share of the house at 14.1 per cent in the total assets of cultivator households 
in Tamil Nadu was the lowest in all the States. On the other hand, the share 
of the houses of non-cultivators in Kerala in the total assets at 64 6 per cent 
was the highest among all States. 

The Group VI would consist of the eastern States of West Bengal and 
Assam. Assam is a hilly forested tract with little rural development and the 
people, other than plantation workers, could not afford even ordinary houses. 
West Bengal experiences a constant threat of floods and also cyclonic storms. 
The houses of the households in these two States were generally of a small 
size and of a relatively low value. 

The features of foregoing analysis are summed up in the following : 
(1) For all asset groups taken together the average size as also the value 
of the h'ouse of a cultivator household was larger than that of a non- 
cultivator. But this average was pulled up by big cultivator households ---- ---. 

5. According to  AIDIS, 10.3 per cant of tho cultivator households in Tamil Nadu wore 
tenant cult~vators. 
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(with assets over Rs. 10,000). The house of cultivators in the asset group 
of Rs. 5,W-Rs. 10,000 was smaller and also the value was much less 
than the house of non-cultivators. (2) Geographical location and income 
gather than desire to have a decent house were apparently important factors 
for investment of the household in this asset, more so in the case of cultivators 
(3) In the case of cultivator households in all the States, except Himachal 
Pradesh and Kerala the value of the house did not exceed Rs. 2,000/-. As 
against this, in the case of non-cultivators in as many as nine States, viz., 
Bihar, Gujarat, Haryana, Maharashtra, Tamil Nadu, Uttar Pradesh, Kerala 
Rajasthan and Punjab, it exceeded Rs. 3,000j-. (4) In States like Gujarat, 
Tamil Nadu, Kerala and Punjab where the agricultural labourers had a steady 
income throughout the year in view of better irrigation facilities the value of 
non-cultivator's house was relatively higher than that of their counterparts 
in other States. 

Against this background, the data on the housing conditions of the weaker 
section i.e., those in the four lower asset groups are analysed. The discussion 
is restricted to  variations in the value of the house only, since the area undec a 
house as alsothe share of the value of the house in the total assets showed wide 
variations both State-wise and category-wise. 

Out of the 77 million rural households about 39- 5 millions or 51.3 per 
cent were from these foun asset groups. Of these 39.5 million households, 
5 1.8 per cent were cultivator households, 27.6 per cent agricultural labourers, 
4.2 per cent artisans and 16.4 per cent others. Households in these four asset 
groups in Bihar, Karnataka, Kerala, and Assam accounted for 50 per cent to 
60 per cent of the total rural households in each of these States. Such per- 
centage exceeded 60 in Andhra Pradesh, Tamil Nadu, West BengaI and 
Orissa. Predominance of these households in the total households would have 
an impact on the average housing conditions in these States. Of the total 
households in these four asset groups 34.9 million households (88.2 per cent) 
reported ownership of a house. However, judged from the value of the house 
reported by these households, particularly by those in the three lowest asset 
groups and cultivators jn some of the States from the asset group of Rs. 2,500- 
Rs. 5,000 the house owned by them would presumably be only thatched huts 
built entirely with mud walls. 'She data on value of houses per reporting 
households are presented in the Table 4. 

It may be seen from the table that in the case of the lowest asset group, 
the value of the house was less than Rs. 250 in all States, with the exception 
of Punjab and here too only in respect of non-cultivators. In the case of 
cultivator household in this asset group, the value ranged between Rs. 130 in 
Rajasthan and Rs. 244 in Haryana. 

In the next asset group of Rs. 500-Rs. 1,000 the value of the house per 
reporting cultivator household varied between Rs. 236 in Karnataka and 
Rs. 466 in Punjab. Only in three States of Punjab, Jammu and Kashmir and 
Hirnachal Pradesh the value exceeded Rs. 400. As against this, in the case of 
n6n-cultivator households in this asset g~oup,  the value exceeded Rs. 400 in 
almost all the States and was higher than Rs. 500 in Himachal Pradesh, 
Gujarat and West Bengal. 
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In the asset group of Rs. 1,000-Rs. 2,500 also, the value of the house of 
the cultivator household was lower than the value of the house of non-culti- 
vator varying between Rs. 791 in Jammu& Kashmir and Rs. 391 in Tam:'l 
Nadu. In as many as seven States, such value was less than the national 
average of Rs. 526. On the other hand, in the case'of non-cultivators, the 
value exceeded Rs. 900 in nine States and in the remaining States, except 
Assam, it was in the range of Rs. 800-Rs. 900. 

  he houses of non-cultivator households in the asset group of Rs. 2,500- 
Rs. 5,000 were generally more $aluable. But even here, the disparity between 
cultivators and non-cultivators was marked. As against the average house 
value per reporting non-cultivator household at Rs. 1,744 in many of the, 
States, cultivators' houses in this asset group were worth less than Rs. 1,000. 
Only in Himachal Pradesh the value exceeded Rs. 1,500 and in four others 
States (Punjab, Haryana, Jammu and Kashmir and Kerala), it was around 
Rs. 1,000-Rs. 1,200. The cultivators' houses in Orissa, Andhra Pradesh, 
Tamil Na'du and A'ssam were of a poor quality and were worth less than 
Rs. 700. 

In Table 5, a cdmparison is made between the value of houses of the two 
categories (cultivators and non-cultivators) in each of the four lowest asset 
groups with the value of the respective categories in the asset group of Rs. 
5,000 Rs. 10,000 which, as indicated earlier is taken as representative of a norm 
for rural living conditions. In this table, the value of houses in the lowest asset 
groups is expressed as a percentage of the corresponding value in the asset 
group Rs. 5,000-Rs.10,000. At the all-India level, this ratio ranged from 
12.4 per cent in the lowest asset group to 61 .4 per cent in the asset group of 
Rs. 2,500-Rq. 5,000 in the case of cultivator households and from 6.3  . 
per cent to 56.3 per cent for non-cultivators. While the ratio was higher in 
tbe case of the cultivators in all groups, it increased at a relatively faster rate 
in  the case of non-cultivators. This wider disparity in the ratio in the case 
of non-cultivators may be attributed to the additional investment in houses 
in the asset group of Rs. 5,000-Rs. 10,000 noted earlier. The condition 
of the houses of the households in the three lowest assets groups atleast, was 
obviously deplorable, as even in the asset group of Rs. 1,000-Rs. 2,500 this 
ratio was less than 40 per cent for' cultivators and 29.5 ner cent for non-culti- 
vators. 

State-wise, among the cultivators the disparity in the value of houses 
owned by the hauseholds in the four asset groups and those in the asset group 
of Rs. 5,000-Rs. 10,000 was especially marked in Punjab, Haryana, Rajasthan 
and Kerala, where the ratio was much less than the national average of 61 . 4  
per cent even in the asset group of Rs. 2,500-Rs. 5,000. On the other hand, in 
Bihar, Madhya Pradesh, Maharashtra and Himachal Pradesh, the gap was 
relatively small. In the case of non-cultivators, the gap was quite wide in 
Rajasthan and Assam where the ratio of the value of houses in the asset 
groups of Rs. 2,500-Rs. 5,000 and Rs. 5,000-Rs. 10,000 was less than 
50 $er cent. 

The analysis of the data on'the houses of the households in the four lowest 
asset groups brings out the following features. 



T
A

B
L

E
 5

 :
 
V
A
L
U
E
 O

F
 H

O
U

SE
 I

N
 T

H
E

 F
O

U
R

 L
O

-T
 

AS
SE
T 
G
R
O
U
P
S
 E

X
PR

E
SS

E
D

 A
S 

A
 R

A
T

IO
 O

F
 T

I-%
 V

A
L

U
E

 I
N 

T
H

E
 A

SS
E

T
 G

R
O

U
P 

O
F

 R
s.

 5
00
0-
Rs
. 

1O
OO

O 
(P

ar
 c

en
t) 

V
al

ue
 

of
 

h
o

d
 in

 n
ap

- 
0 
- R

s.
 5

00
 

Rs
. 

So
p 
-- 
Rs
. 

1,
00

0 
R

s.
 1

,0
00

 -
 Rs

, 2
,5

00
 

R
s,

 2
,5

00
 -
 Rs

. 5
,0

00
 

pe
r 

re
po

rt
in

g 
ho

us
eh

ol
d 

in
 

th
e 

as
se

t g
ro

up
 Rs
. 

5,
00

0-
 

-
 

R
s.

 1
0,

00
0 

ST
A

T
E

fA
SS

E
T

 G
R

O
U

P 
-
-
 

C
ul

ti-
 

N
on

- 
C

ul
ti-

 
N

on
- 

C
ul

ti
- 

N
on

- 
C

ul
ti-

 
N

on
- 

C
ul

ti-
 

N
on

- 
W

 
va

to
rs

 
cu

lti
- 

va
to

rs
 

cu
lti

- 
va

to
rs

 
cu

lt
i-

 
va

to
rs

 
cu

lt
i-

 
va

to
rs

 
cu

lti
- 

%
 

va
to

rs
 

va
to

rs
 

va
to

rs
 

va
to

rs
 

va
to

rs
 

% 
1 

2 
3 

4 
5 

6 
7 

8 
9 

10
 

d 

G
R

O
U

P 
I 

:
 

-
 

z 
1.

 
W

m
ac

ha
l P

ra
de

sh
 
. . 

-
 

9
.4

 
17

.8
 

18
.9

 
30

.3
 

37
 .Z
 

70
.1

 
75

.4
 

23
59

.2
 

26
68

.5
 

E
 

2.
 

P
uq

ja
b 

. .
 

. . 
7.

7 
23

.4
 

14
.3

 
28

.7
 

28
.4

 
52

.2
 

55
.1

 
19

87
.3

 
34

38
.3

 
3.

 
H

ar
ya

na
 

. . 
12

.3
 

6.
5 

15
.7

 
14

.8
 

35
.4

 
28

.1
 

51
.3

 
56

.3
 

19
81

.4
 

30
75

.0
 

$
 

-
 

4. 
Ja

m
m

u 
8s

 ~
a

sh
rn

ir
 . . 

6.
8 

21
.3

 
17

.6
 

40
.9

 
34

.0
 

58
.6
 

68
.8

 
19

32
.9

 
28

23
.5

 
G

R
O

U
P

 I
1 

z 
5.

 
~

tt
&

~
ra

d
e

s
h

 
. .

 
13

.3
 

6.
7 

24
.0

 
15

.9
 

41
.6

 
29

.8
 

63
.8

 
61

 -2
 

15
00

.3
 

30
49

.9
 

6. 
B

ih
ar

 
- 

.. 
14

.8
 

7.
1 

26
.3

 
15

.7
 

44
.0

 
30

.6
 

66
.9

 
59

.1
 

13
75

.8
 

31
SO

.2
 

7.
 

M
ad

hy
a 

~
ra

d
es

h
 . .

 
14

.5
 

8.
6 

26
.8

 
19

.1
 

43
.1

 
36

.7
 

67
.3

 
63

.8
 

11
67

.1
 

23
22
.6
 

8.
 

O
ri

ss
a 

. .
 

..
 

13
.5

 
8.

7 
25

.7
 

21
.4

 
40

.5
 

40
.1

 
61

.1
 

5
7

.5
 

11
26

.7
 

21
32

.2
 

G
R

O
U

P 
11

1 
9.

 
G

uj
ar

at
 

. . 
.. 

12
.8

 
6.

0 
24

.6
 

13
.6

 
38

.9
 

28
.5

 
38

.9
 

50
.9

 
14

66
.4

 
38

05
.5

 
10

. 
R

aj
as

th
an

 
. . 

.. 
9.

4 
4.

6 
18

.3
 

12
.5

 
31

.4
 

24
.0

' 
. 

52
.7

 
4
6
.9

 
13

85
.6

 
33

39
.6

 
G

R
O

U
P

 1
V 

11
. 

M
ah

ar
as

ht
ra

 
..

 
13

.1
 

6.
2 

2
4
.9

 
14

.7
 

38
.1

 
28

.9
 

68
.2

 
52

.8
 

13
23

.4
 

32
38

.9
 

12
. 

K
ar

na
ta

ka
 

. . 
. . 

14
.8

 
9.

0 
17

.9
 

20
.7

 
42

.3
 

38
.7

 
58

.5
. 

61
.6

 
13

19
.0

 
22

31
.7

 
13

. 
A

nd
hr

aP
ra

da
sh

 
.. 

12
.7

 
6.

1 
23

.9
 

14
.4

 
36

.4
 

30
.4

 
59

.5
 

52
.8

 
11

06
.7

 
28

50
.4

 
G

R
O

U
P

 V
 

14
. 

K
er

al
a 

. .
 

.. 
6
.8

 
4.

0 
13

.6
 

10
.7

 
27

 -3
 

22
.9

 
54

.0
 

53
.8

 
22

27
.6

 
46

07
.4

 
15

: 
T

ar
ni

l 
N

ad
u 

.. 
16

.2
 

4.
9 

25
.6

- 
11

.8
 

38
.5

 
24

.8
 

62
.6

 
54

.3
 

10
15

.7
 

35
49

.7
 

G
R

O
U

P
 V
I
 

16
. 

W
es

t 
B

an
ga

l 
. .

 
13

.1
 

7.
8 

25
.6

 
18

.5
 

42
.5

 
34

.2
 

65
.8

 
53

.2
 

13
61

.8
 

28
41

 .9
 

17
. 

AW
UII 

. . 
..

 
12

.3
 

8.
9 

23
.1

 
1
9
.5

 
3

9
.4

 
30

.7
 

60
.6

 
47

.7
 

11
08

.9
 

20
33

.9
 

A
ll-

In
di

a@
 

. . 
.. 

11
.4

 
6.

3 
23

.0
 

15
.0

 
3

8
.6

 
2

9
.5

 
6
1
.4

 
5

6
.3

 
1

3
a

. 9
 

30
98

.0
 

@
 I

nc
lu

di
ng

 d
at

a 
fo

r 
M

an
ip

ur
, 

M
es

ha
la

ya
, T

ri
pu

rn
, D

el
hi

, G
oa

 a
nd

 P
on

di
ch

cr
ry

. 
So

ltr
ce

 :
 A

ID
IS

, 
19

71
-7

2.
 



'RURAL HOUSING 205 

1. Of the total 77 million rural households in the country the state of 
houses particularly those of households in the three lowest asset groups 
(covering about 22.9 million houses) was very poor. This is seen from the 
fact that in a1 the States and in all the categories the value of the house was 
less than one-half of the value of the house of the corresponding households 
in the asset group of Rs. 5,000-Rs. .10,000. 

2. Houses of the cultivator households in the lowest four asset groups 
were particularly bad, since even in the asset group of Rs. 2,500-Rs. 5,000 the 
average value of the house in as many as nine States was in the range of Rs. 
600-Rs. 900, as against the average value.of about Rs. 1,400 ,in 'the ,asset 
group of Rs. 5,000-Rs. 10,000. 

On the whole, the houses of the households in the three lowest asset groups 
atleast, would need to  be rebuilt if a new life in the rural economy has to be 
infused. Though most of them would depend entirely on outside help, a few 
of them like artisans in the higher asset groups could be pursuaded to invest a 
part of their earnings for improving their houses. 

Section 11 

Estimates of houseless households and measures taken by the Government 

According to the Survey data, about 5.1 million ~ouseholds did not own 
a house. Of these, 19.5 per cent were cultivator households. The main rea- 
sons for not-possessing a house'could be (a) lack of financial resourm, (b) 
tenancy cultiyation, (c) separated families, (d) labourers not settling for a 
fixed vocation, and (e) nomadic tribes. However, lack of finance seems to be 
the predominant factor since 82.5  per cent of the houseless households were 
from the three lawest asset groups. Cultivator households who accounted 
for 15.1 per cent of the houseless households in the weaker section were evenly 
spread in all the asset groups. Among these could be cultivators working on 
land on a tenancy basis, and those practising shifting cultivation as, for in- 
stance, in the North-East region. Some cultivators would also be sharing or 
renting houses. More than two-thirds of houseless non-cultivator house- 
holds in the weaker section were from the lowest asset group of less than 
Rs. 500 (Table 6). 

In the total houseless households, the percentage share of Tamil 
Nadu, West Bengal, Karnataka and Maharashtra was more than 10 per cent 
each and these four States together accounted for 47.4 per cent of the house- 
holds without houses in the country (Table 7). The States of Uttar hadesh, 
Andhra Pradesh, Gujarat, Madhya Pradesh and Kerala accounted for another 
36,2 per cent of the total houseless households. On the other hand, in 
Punjab, Haryana, Himachal .Pradesh and Jammu & Kashmir the percentage 
of houseless households was much less. In Tamil,Nadu, Karnataka, Gujarat 
and West Bengal, increase in the rural households during the ten year period of 
1961 and 1971 ranged between 18.4 per cent and 33 .5  per cent. Poverty 
could be cited as the main reason for the relatively large number of 
houseless households in Tamil Nadu. I n  this State 38.1 per cent of the total 
aural households had assets of less than Rs. 1,000. 
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TABLE 6: ESTIMATED NUMBER OF HOUSETJWS HOUSEHOLDS IN JUNE 1971 

(In thousands) - .-- * 
" 

. Asset ~ ; o u p  of (Rs.) 

0-500 500- 1000- 2500- Total 5000- clOOOO Total 
1000 2500 5000 of col- 10000 and 

Category u r n s  1 above 
to 4 

. ' 
1 2 3 4  5 6 7 8 - 

1. Cultivator households . . 211 108 206 . 178 ' 703 452 138 993 
(15.1) (19.5) 

2. Non-cultivator households 2682 457 539 263 3941 104 57 4102 
(84.9) (80.5) 

3. Total rural households . . 2893 . 565 745 441 4644 256 . 195 5095 
(100.0) (100.0) 

4. Number in each asset group 
as percentage to total rural 
households.. .. .. 56.8 11.1 14.6 8.7 91.2 5.0 3.8 100.0 

- -  - 

Figures in brackets are percentages to total number of houseless rural households. 
Source : AIDIS -- 1971-72. 

TABLE 7 : HOUSELESS HOUSEHOLDS 

(As on June 30,1971) 

STATE 

1. Tamil Nadu . . 
2. West Bengal . . 
3. Karnataka . . . . 
4. Maharashtn . . 
5. Uttar Pradesh . . 
6. Andhra Pradesh . . 
7. Gujarat . . 
8. Madhya ~r;&sh . . 
9. Kerala . . . . 

10. Assam . . . . 
11.Orissa .. .. \ 

12. Bihar . . . . 
13. Rajasthan . . . . 
14. Punjab . . . . 
15. Haryana 
16. Himachal dkdesh' ' 
17: Jammu & Kashmir 

All-India@ , . 

Cultivators Non-cultivators A11 House- 
holds 

No. (In Percen- No. (In ~ercen- No. (In 
thousands) tage to thousands) tags to thousands) 

total total 

1 2 3 4 5 -- 

-- -- 
@ Including data for Manipur, Meghalaya, Tripura, pelhi, Goa and Pondichorry. 

Figures in brackets are percantages to All-In&. 
Source : AIDIS 1971-72. 
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Category-wise, the number of houseless cultivator households was quite 
large in Tamil Nadu, West Bengal, Karnataka, Uttar Pradesh and Assam, and 
each of these States accounted for 9 per cent or above of the total number of 
houseless cultivator households. As stated earlier, the practice of tenancy 
cultivation or share cropping in West Bengal and Tamil Nadu might be the 
reason'for such large number of 'houseless households in these two States. 
Among non-cultivators, houseless h6useholds were in large number in Tamil 
Nadu, West Bengal, Karnataka and Maharashtra. The proportion of agri- 
cultural labour households among the non-cultivators was quitelarge in these 
States, perhaps because of the seasonality of agricultural operations and the 
lack pf employment opportunities. 

'Information in respect of occupied residential houses was also collected 
in the 1971 census. Such -houses6 as were actually used either wholly as resi- 
dence or in 'combination with other. uses on the census day were. treated as 
occupied residential houses,, Thus, the census data did not 'include houses 
which were found vacant or.where no person was residing at the time of visit 
of t'he enumerators. - At the same time, the data would include workshops, 
factories, garages, shops, depots, etc.,-where one,or mbre persons'like watdh- 
man, ,peon, driver;,attendant, etc., were living. . These facts will have to  be 
borne in mind while analysing thecensus data; .' In Table 8, the census data on 
the number dfrurai households are juxtaposed against the number of occupied 
hoyses; In col; 4, tMe difference between these two sets of figures is presented. 
Assuming that each house:was occupied by a single rural household, the 
number of houseless rural households was 6.9 million a t  the time of enum- 
eration (col. 4). ..This figure is higher than the estimate of 5.1 million 
houseless households  made in  the AIDIS. It may be due to different time 
-of enumeration forcensus and.AIDIS; --The census-was carried. out in March- 
April of 1971, months in.which there is some migration to urban centres in 
search, of, employment, with agricultural operations at. an end. Another 
reason: for ilie differeqce could be in the coverage of rural households. The 
Sufvey estimate' of number of rural households at 77 millions was less by 25 
lakhs ,than the.iiumber of'rural h6useholds :enumerated in the census due t o  
exclusion of certain areas for the purposes oftlie Surtrey and difference in time 
of enumeration. 

State-wise, according t o  the census data the number of houseless house- 
holds was large in Uttar Pradesh and Bihar, on the assumption that each of 
the occupied houses had a single rural household. The Survey data however, 
(col. of the Table 8) do not collaborate this with the proportion of house- 
holds reporting owned houses being higher than the ratio of occupied houses t o  
rural households according to the census data. On the other hand, in States 
like Tamil Nadu, Karnataka, West Bengal, Gujarat, Kerala and Assam the 
proportion of households reporting owned houses was much less than the 
,ratio of.occupied houses to rural households as given in the col. 3. This 
confirms our assumption that many of the tenant cultivators or labourers in 
these States were occupying the tenements owned by the landlords. --- -------.-..--- 

0. A census house is a building or a part of a building having a separate main entrance 
from tho road or common courtyard:or staircase, etc., u+ or recognised as a separate unit. 
However, all the structures within an enclosed compoimd, but with a separate entrance w e r e  
treated as separate &nsbs houses. 
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TABLE 8 : HOUSELESS RURAL HOUSEHOLDS 

(Census- 1971) 

Proportion 
of rural 

No: of No. of Column 2 Column 1- huuseholds 
STATE rural occupied as  per- Column 2 reporting 

households houses centage (id lakhs) residential 
(in ltrkhs) (in lakhs) of thildings 

c o l d  1 (AIDIS 
Data) - __i_ 

1 2 3 4 s - 

4. Mahakshtra ;. 
5. Andhm Pradesh 
6. Tamil Nadu . . 
7. Orissa . . 
8. Klirnataka . . 
9. West Bengal . . 

10. Rajasthan . . 
11. Gujarat . . 
12. Kerala . .. 
13. Punjab . . 
14. Haryaw 
15. . Jimmu & ~ a & k i r  
16; AssBm . . 
17. Himachal ~ra&h 

All-India . . 
-- 

( ~ i g u r e  in brackets am percentages to All-India) 

  he above analysis brings out that : (a) toughly tae number of houseless 
rural households in 1971 was around 5 to 5.5 millions and this formed 6nly 
about 6 to 8 per cent of the total rural households in t i e  countty, (b) the 
problem of houseless households was acute in the States of Tamil Nadu, West 
Bengal, Karnataka, Maharashtra and Gujarat. 

With that idea of the exteqt of houselessness in rural areas on the basis of 
two sets of data, we may liow 'try*to estimate the increase in the rural house- 
holds who would be in need of a house by the turn of this decade. While not 
all these new households would need help for building a shelter for them- 
selves, the proportion of those who would have t o  be aided would be quite 
large, as most of the new rural households would perhaps be very small be- 
cause of the breaking up of the existing joint families and therefore, with limi- 
ted resources. 

The basis for this exercise is the rural population estimated for the year 
1981 by the Expert Committee on population projections. This estimated 
rural population was then divided by the average size of the rural family cal- 
culated on the basis of the 1971 census. Thus, we get an estimate of 94.9 
million rural households by the year 1981, and this shows an increase of 15.3. 
millions over the rural households enumerated in the 1971 census (Table 9). 
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TABLE 9 : ESTIMATED INCREASE IN RURAL HOUSEHOLDS BY 1981 

(No. i n  lakhs) -- 
Estimated Average Estimated Number Increase in 

rural size of number of of rural the number 
STATE popula- rural rural households of rural 

tion by family households in 1971 households 
198l@ (census by 1981 census between 

1971) (col.l+ 1971 and 
col. 2) . 1981 (col. 3- 

col. 4) --- 
1 2 3 4 5 - 

1. Andhra Pradesh 
2. Assarn . . . . 
3. Bihar .. . . 
4. Gujarat . . 
5. Haryana 
6. Hi machal ~ r a d e s h  
7. Jammu & Kashrnir 
8. Karnataka . . 
9. Kerala 

10. Madhya Pradesh 
11. Maharashtra . . 
12. Orissa . . 
13. Punjab . . 
14. Rajasthan . . 
15. TamilNadu . . 
16. Uttar Pradesh 
17. West Bengal . . 

All India - . .. 5239.0* 5.52 949.1 796.0 153.1 

-- . - - --- 
@ Census of India 1971 India Series I Paper I of 1979. Report of the Expsrt Committee 

on Population Projections. * United Nation's Population Division estimated Indian rural population at the end 
of 1980 at 5345.4 lakhs. 

This is a rough estimate.subject, for instance, to such changes as might occur 
through the impact of the family welfare programme and progressive ad- 
vancement in the'marriage age. Phenomenal success of agricultural advance- 
ment in some States may start inter-state population movement which may also 
change the number of households in those States. 

Among the states, the increase in the number of rural households as  
estimated by us would be relatively large in 'Andhra Pradesh, Bihar, 
Madhya Pradesh, Rajasthan, Uttar Pradesh and West Bengal. 

Although the problem of houseless households was not very serious in 
1971 the state of houses owned by atleast 22.9 million rural households 
was so bad that reconstruction of such houses was necessary to satisfy mini- 
mum living standards. Apart from this, 4 . 6  million in the weaker section 
did not have shelter in 1971 and 1 5 -  3 million would be hew households, 
most of whom would need financial aid for housing. Thus, by the turn of this 
decade there would be need to build a t  least 42.8 million housing units, as 
compared to 14.8 million units estimated by the National -Building Organisa- 
tion. 
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Prior to the First Five Year Plan little or no attention seems to have been 
paid to the problem of rural housing. During the First Five Year Plan due to 
limited financial resources, it was left to State Governments to do something in 
this direction through the grant of long-term interest-free loans to villagers for 
building houses and disseminating information regarding construction of 
cheap houses. In the Second Five Year Plan, a provision of Rs. 10 crores was 
made and the Village Housing Projects Scheme was formulated by the Govern- 
ment of India in August 1957. This scheme sought to ensure a co-ordinated 
approach to the problem of housing and connected programmes of rural 
development and was based on the following principles : 

1. Aided self-help; outside help, particularly financial, to  be restricted 
to the barest minimum. 

2. An all round economic development of the rural areas in which the 
.programme is undertaken to enable villagers to maintain their houses and to 
repay their housing loans without undue hardship. 

3. Improvement of housing conditions in a village or the physical 
reconstruction of the village to be treated as a long-term programme spread 
over a period of about 10 years, to keep in step with the improvement of 
economic conditions in the village. 

About 5000 villages all over the.country, in suitable and economically 
progressive blocks, were selected for undertaking housing projects. As of 
December 1978 out of 1,00,271 houses sanctioned under the scheme, 66,817 
houses had been completed. 

Yet anothei scheme was formulated in October 1971. Under this 
scheme, landless workers in rural areas, who 'did not already own house 
sites or built up houses or huts on land of their own, were to be provided with 
developed house site free of cost. On the house sites so provided, workers were 
expected to build houses with their own fesources or with such assistance as 
could be provided by State Governments and other voluntary organisations. 
State Governments were required to utilise the land available with them and 
the Gaon Sabha land in the villages for the purpose. Priority was to be given 
to those blocks where there was a sizeable concentration of landless workers of 
scheduled castes and tribes. 

The progress of this scheme was initially sluggish and only about 32 
lakh house sites had been allotted till June 1975. More recently however, the 
States have been pursuing the scheme vigorously. According to the informa- 
tion available with the Ministry of Works and Housing, 18 States and 6 Union 
Teiritories were implementing the scheme and by August 1977, about 7 . 3  
million out of 11.4 million eligible families had been allotted house sites. 
However, it is reported that very few of these sites were developed. Both 
these schemes were originally sponsored by the Central Government and were 
transferred to State Governments subsequently. 
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In addition to the above schemes, as part of ameliorative measues for the 
socially weaker sections of the community, Government of India undertook 
subsidised housing for scheduled castes, scheduled tribes and other backward 
classes and handloom weavefs. Some State Governments also launched 
special schemes involving mass participation to construct houses fox the rural 
poor. Kerala's "One lakh housing Scheme", the Andhra Pradesh Co-opera- 
tive housing scheme for the scheduled castes and scheduled tribes, the 
Kax nataka Government's "People's Housing" are some examples of assisting 
the beneficiaries in construction of their own houses on the plots allotted to 
them. 

Hardly about 67 thousand houses were constructed in the whole country 
by 1978 as against 5 . 1  million households who had no house in 197 1. The 
Village Housing Projects scheme covered only 5,000 villages out of over 5 lakh 
villages in the country. The other scheme, viz., provision of house sites to 
landless labourers also moved in a tardy manner. Though 64 percent of the 
eligible families were provided with the house sites, most of the sites were re- 
ported to be underdeveloped ones, thus compelling the poor allottees to spend 
money on developing these sites, before putting up a small house. 

Section 111 

Financial Aspects of the Problem 

As mentioned earliel, dufinp the Second Plan, an amount of Rs. 10 
crores was allocated for the village housing scheme. However, this formsd 
about 8 per cent of the total plan provision for housing. Only a part of this 
amount, viz., Rs. 3.70 crores was actually spent. In the Third Plan, the 
amount allocated for rural housing was smaller in proportion to total outlay. 
On11 in the last two years of the Fourth Plan, a 'Crash Programme' for pro- 
viding house site. to the landless was launched at an approved cost of Rs. 19.8 
crores, but this achieved little. In the Fifth Five Year Plan, though there was 
no separate provision for rural housing, the main thrust of the housing pro- 
grammes was directed towards ameliorating the conditions of the backward 
sections of the society by augmenting the programmes for construction of 
housing colonies and by taking up on a large scale proglamme for provision 
of house sites for landless labourers in rural areas. The draft Sixth Five Year 
Plan (1980-85) envisaged an outlay of Rs. 500 crores for rural housing. In  
sum, very little was done in the past, during the entire plan era, towards the 
provision of housing for the fural l'.ouseholds, thereby resulting in a huge 
backlog. 

The 1971 census revealed that out of the total housing stock of 7 4 . 4  
million units in rural areas, 4 3 . 6  per cent or 32.4 million units were kuchha 
houses either serviceable or unserviceable. Though the AIDIS did not 
collect such data separately, the value of the houses owned by 22 .9  million 
rural households in the lowest three asset groups indicates that these houses 
could be catergorised as unserviceable, kuchha houses. Apart ffom this, 4 . 6  
million households of the weaker section did not own any shelter. In addition 
to these 2 7 . 5  millioll households in need of new houses, there would be a n  csti- 
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mated increase of 15.3 million households as was seen in the earlie1 Section 
during the decade 1971-81. Further, houses of many of the cultivator house- 
holds in the asset group of Rs. 2500-Rs. 5000 wete in urgent need of replace- 
ment. Thus, in all, about 43 million households will be in need of houses by 
1981. The estimate of expenditure of construction of these units is based on 
the value of houses recorded as in June 1971 in the case of households in the 
asset group of Rc. 5000-Rs. 10.000, at the averege value of Rs. 1,503 per house 
with a plinth area of about 75 sq. metres, in consonance with the norm for a 
village family, mentioned earlier. This value of Rs. 1,503 per feporting house- 
hold is inflated to Rs. 3,056, commensurate with the increase in the index 
number7 of cost of conmruction of rural -buildings (Table 10). For compara- 
tive purposes, it may be noted here that twelve dwelling units for the economi- 
calIy weaker section have been built in 1977 in Sultanpur Re>ettlement 
Colony in Delhi for the Delhi Development Authority by the National Build- 
ing Organisation. Each of these houses has a plinth area of 15.05 sq. metres 
with a living room, a multi-purpose room, an open bath and W.C. The cost 
of this house was about Rs. 3,800.8 Revised State-wise estimated values are 
shown in column 6 of Table 10. Taking these adjusted values for different 
States, it is estimated that the construction of 42.8 million units in all States 
would involve an expenditure of Rs. 13,090 crores as would be seen from 
column 7 of the Table 10. 

It would be necessary here to mention some of the limitations to this 
estimate. As indicated at the outset the value recorded in the Survey was given 
by the respondent or judged by the investigator. In view of the difficulties of 
appraising the value of structures of different types and ages, the value per re- 
porting household recorded in the column 5 has to be taken as a broad approx- 
imate. Secondly, though all new households have been taken into considera- 
tion while calculating the expenditure, it is likely that not all of these would 
require outside help for house construction. On the other hand however, the 
number of houses in the asset group of Rs. 2500-Rs. 5000 in need of repairs 
and reconstruction, has been ignored. Thirdly, in the absence of State-wise 
index number of cost of construction of rural buildings, the index number at 
an all-India level has been used for estimating the requirement of each State; 
this is a serious limitation since cost of construction differs widely from State 
to State as was seen earlier. Fourthly, the estimated number of households 
-given in the column 1 of the table is an under-estimate, because of the ex- 
clusion of some areas from the Survey. 

In many States, the estimated cost of construction of a house works 
out between Rs. 2000 and Rs. 3000. It exceeds Rs. 4000 in Haryana, Punjab, 
Himachal Pradesh, Jammu & Kashmir and Kerala. 

4- 

7. The index number for construction cost of rural buildings is compiled by the Natio- 
nal lncome Division of the Central Statistical Organisation. For the year 1974-75,the 
latest yea! for which this index number is available, it was 255.4 as against 168.3 in 1970-71. 
We have ~nfiated it  to 342.2 for the year 1979 on the basis of about 34.0 per cent increase in 
the prices of chief construction materials like tiles, cement, structural clay, asbestos cement, 
iron and stool, wood work, stc., during tho period 1975 to 1979. Wo could not,however, 
get information regarding rise in the construction labour costs. This is a very broad ~ l l c u -  
lation. 

R. Annual Rogort 1977-i8, Ministry of Works & Housing, Govcrnrncnt of India, 
P. 26. 
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It may be of interest to know that the Study Group on Rural Housing 
appointed by the Government of India had also made an estimate of total 
investment in rural housing in its report submitted to Government in March 
1975. The Study Group's estimate was Rs. 9352 crores for construction of 
11.7 million units at an average rate of about Rs. 8000 per unit of 35.8 sq. 
mettes. The higher cost per unit (as compared to our estimate of Rs'. 3056 
per unit) is probably due to provision for construction of houses of high and 
middle income groups. 

The major chunk of the total estimated expenditure of Rs. 13,090 crores 
on houso building would be in the States of Andhra Pradesh, Bihar, Tamil 
Nadu, Uttar Pradesh and West Bengal. Though the cost of construction 
per house is low in these States, the amount of expenditure is large because of 
substantial number of the households in the lowest asset groups who will have 
to be. provided with new houses. 

a Of the total expenditure of Rs. 13,090 crores, the beneficiaries may be 
expected to contribute about 10 per centg which works out to Rs. 1310 crores 
or about Rs. 306 p6r household as could be seen from Table 11. I t  
may not be possible for many of the rural households to spare even this little 
amount of Rs.306as their income level is too low to allow for any saving for 
this purpose. It is suggested that a scheme on the lines of "Kitty Bank 

TABLE 11 : SOURCES OF FUNDS 

Total Per household 
(Rb. Crore~) o r  Unit (Rs.) 

1. Total atimattd expenditure . . . .  . . . . 13090 3056 

2. Of item 1 beneficiaries' cash contribution at 10 per cent 1310 3 06 

3. Voluntary labour contribution estimated at 3.3  per 
cent of the total expenditure . . . , . . . . 43 0 101 

4. Financial assistance required [ Item I-( Item 2 + 
Item 3 )I . . . . . . . . . . . . .. 11350 2649 

5. Annual financial requirement if the programme is 
spread over 10 years . . . . . . . . . . 1135 

6. -Annual governmental assistance in the form of subsidy 
a t  the rate of 25 per cent of the financial requirement t: 285 662* 

7. Gap in annual requirement (item 5-item 6) . . . . 850 1987* 

> 

* Relates to  total loan/subsidy per household. 
E The subsidy granted undermost of the rural development schemes isaround 25 percent. 

g. The Study group on Rural Housing appointed by the Government of India in 1974 
assumed the value of self help and mutual help in the house construction cost around 10 
to 15.per cent. The Expert Committoe on Performance Approach to Cost Reduction in 
Bull&ng Construct~on appointed by tho Government of Kerala in 1972 estimated tho share 
of labour supplied from home at 3.08 per cont. ion theso basis we have taken 10 per- 
cent as beneficiary's contribution and 3.3 per cent as volunta~y labour. 
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Scheme" of various commercial banks may be started by the village co-oper- 
atives or rural banks inducing the households to put in the "Kitty Box" at 
least 25 to 50 paise every day. The amount so deposited may be collected by 
the SocietyIBank once in a week and adjusted in the loan account maintained 
for each of the household. In the case of labourers working on large farms 
engaged in cultivation of cash crops like cotton, sugar, tobacco, oilseeds, etc., 
it should be possible for the societies/banks to arrange with the employer to 
collect this amount from their wages daily. It is realised that collection o f .  
funds under this scheme, though seemingly simple would present operational 
difficulties. Firstly villagers generally have very little faith in the spon~ored 
schemes and are reluctant to participate in such schemes unless they are 
convinced of the benefits through demonstration. Secondly, tkough the 
commercial banking has spread considerably i n  the rural areas in recent 
years10 the banking habit is not widespread. 

The job of providing housing loans and collecting savings from door to 
door would be further aggravated by lack of transport and communication 
facilities in some of the areas. Considerable propaganda and persuasion 
would, therefore, be necessary in this regard. 

The expenditure on construction couldbe reduced with tlie aid of volun- 
tary labour of the beneficiaries and other social organisations. In the case of 
villages near urban areas, it may be possible to draw a large voluntary force of 
youth from colleges or schools for this purpose. Assuming that about 3 . 3  
per centll of the total costs could be met by such voluntary labour the burden 
of the total expenditure can be reduced by  another Rs. 430 crores. 

The balance of Rs. 11,350 crores will have to be raised as loans from 
various, credit agencies and grantsfsubsidies from the Central and State 
G overnrnents. 

Almost nothing has been done for provision of institutional finance for 
rural housing. The Life Insurance Corporation had advanced, upto March 
1979, an amount of Rs. 276.37 crores to State Governments, for implementa- 
tion of social housing schemes. The Housing and Urban Development Cor- 
poration had sanctioned, upto December 1978, loans totalling Rs. 383 crores 
for constl'uction of units and development of plots. Scheduled commercial 
banks' housing finance amounted to Rs. 124 crores in June 1977. Thus, the 
total housing finance provided by major institutional credit agencies am- 
ounted between Rs. 750 to Rs. 800 crores by 1978. Almost all of this bene- 
fited urban centres. Virtually nothing has been done for rural areas. So far 
as the role of State Governments is concerned, the budgetary provision for 
1979-80 financial year for housing both on revenue and capital account amoun- 
ted to Rs. 122.0 crores. Against this, the sum of RS. 11,350 crores required 
to be raised for constructioli of houses in rural areas appears as an 
enormous amount. Increased awareness towards the problems of houses for 

- - ----- . A A- 

. As i n  June 1979, there were 13,333 branches of commsrcial banks in rural areas. 
11. Please see Foot-note 9. 
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weaker sections is, however, being noticed in recent times. For instance, on 
the recommendations of the Working Group on Bank Finance for Housing 
Schemes, the Reserve Bank of India instructed the scheduled banks to finance 
ititcr' alin rural housing schemes.l: Another enccuraging development is 
the entry of the General Insurance Corporation (GIC) in the field. In  1978- 
79, the Ministry of Works and Housing of the Union Government allocated 
it Rs. 14 crores for granting loans to various State Governments, for the irn- 
plementation of village housing projects and for the construction of houscs 
for the cconon~ically weaker section of the society. 

Because of the magnitude of the problein and the huge financial outlay 
involved, the obvious need is for a phased programme, spread over a period of 
seven to ten years. It should be possible to  plough back ths funds received 
in the form of repayment of loans if the programme is spread over years thus 
reducing the burden gradually every year. In view of the extreme poverty of 
the beneficiaries, it would be necessary that the burden of the repayment of 
the loans of about Rs. 1.987 per household may be spread over a long period, 
say 25 to 30 years so that the monthly jnstalment would bt quite small and 
within the capacity of the borrowers. 

The housing programme in rural areas will inevitably need a sizeable ~ u b -  
sidy component since such a programme has to benefit poor households, who 
cannot bear the burden of a large loan. It would appear that a t  least 25 per 
cent, which is the subsidy component of most of the rural development sche- 
mes, out of the total financial requirement of Rs. 11,350 croles will have to be 
in the form of a subsidy from the government. This arnoui~t works out to  
Rs. 285 crores per annum. Pitted against the present expenditure of about 
0 .8  per' cent- on both urban and rural housing, the expenditure of Rs. 285 
crores on rural housing alone will absorb little over one per cent of the 
combined budgetted expenditure of Central and State Governments. This 
leaves a gap of Rs. 850 crores in annual financial requirement of rural housing. 
The task of  raising this amount every year is admittedly difficult. But the 
plough-back of the repaid instalments will ease the situation gradually. 
Further, as the programme gains momentum it would generate new employ- 
ment opportunities in rural areas there by stimulating savings. which could 
be mopped up by the commercial banks' branches and co-operatives. 

An important pre-requisite for the success of the scheme is that proper 
machinery xhould be set up for the execution of this programme. The form- 
ation of a Rural Housing Board at the national level, as suggested by the con- 
ference of State Ministers of Housing and Urban Development in October 
1975,and of State Rural Housing Boards at the State level a5 suggested by the 
National Commission on Agriculture, could co-ordinate the \vork of finance 
and construction of houses throughZijla Parishads, Panchnyat Snmitis xnd vill- 
age panchayats. The administrative machinery of the Sma l l  F;lrlner.i Dcvc- 
lopment Agencies maj  alsr) be of help i n  this regard. Thc cst;lblishmcilt 
of rural co-openttive hou~ing societies may not be uortt~~vllilc, a s  i t  ~ V O L I I C !  n o t  
--I-------.-. -. .. - -. - .- - __- - _ _ _ . _ _ _- . . _ _ _ - - .- - - - 

12. Thc banking .;y\tcr~l fi~l;rr~ce towartl, hoti \c  constructloll  :~ctivriic\ bot t~  i r  rhan 
and rur:rl --- i5, howcvcr, rc~trictctl to arolrr~cl H\. 75  crorc5 per irnntirrl. 
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be possible for small farmers and agricultural labourers to bear the additional 
burden of contributing towards the share capital and the administrative 
expenditure of these institutions. 

Section IV 

Conclusions 

The foregoing discusiion reveals that the level of living of the llo~tie- 
holds is reflected in the wide inter-state variations in the averagc value of the 
house. In four States, viz., Punjab, Haryana, Jammu & Karhn~ir and Hima- 
chal Pradesh, the a\erage value of the house of a rural household cxcecdcd 
Rs. 3,000. On the other hand, in Assam, Andhra Pradesh, Tamil Nadu and 
Orissa it was less than Rs. 1,500. 

Among the various reasons for not having a house, lacke of financz way the 
most important, as nearly 82. 5 per cent or 4 . 2  million hou:eless households 
were from the three lowest asset groups. Among these 8 7 . 5  per cent werc 
non-cultivators mostly agricultural labourers. The houseless households 
were ~elatively large in number in four State!. of Tarnil Nadu, West Bcngal, 
Karnataka and Maharashtra. Tenancy cultivation or  bonded labour system 
in some of these States also could be one of th? causes. 

Though houselessness was not a serious problem, the condition of the 
houses rzported by the 22 .9  millicn hou~eholds from the three lowest asset 
groups was deplorable in so far as the value oftheir house was not even half 
of the value of the house of the norm for villag- living. The houses of the 
poor cultivator households (in the  three lowest asset groups) were even inferior 
to those of non-cultivators. 

The reconstruction of houses of these people and also providing houses 
to new households which may come into existence by 1981 would involve a n  
estimated expenditure of about Rs. 13:090 crores on the basis of about Rs .3:056 
per house. Evcn assuming that 10 per cent would be the beneficiary's contri- 
bution and itnothei 3 .  3 per cent would represent voluntary labour for house 
construction, the balance of Rs. 11,350 crores would have to  be raised. Assu- 
ming a11 annual governmental subsidy at the rate of 25 per cent of  the financial 
requirernents the gap i n  financial requirements would be of the order of 
about Rs. 850 crores pel- annum. 

Better housing in rural areas would lead to niore employment and incnnle 
of faniilics. It will also have a healthy inlpact on productivity of labour in  
rural areas. Thus, this programme will contribute to an  increase in  the total 
national income about half of which arises from tllc rural areas. The invcst- 
ment of Rs. 11.350 crorc. on rural houui~!g ovcr 3 period of ten years. would 
I I ; L V ~  it5 rc\v;ircis. 



NOTES AND COMMENTS 

GENERATION OF RANDOM NUMBERS FROM A NORMAL 
DISTRIBUTION WITH ZERO MEAN AND UNIT VARIANCE 

D. Ray and K. S. Namboodiri* 

In many applied econometric studies involving estimation of economic 
relations, it becomes necessary to check the consistency and efficiency of 
the parameters obtained through variobs statistical procedures. While for 
this purpose sampling distributions of the parameters have been developed 
in econometric theory in many sophisticated estimation procedures, large 
sample theory forms the basis for the di~tributions so derived. In conse- 
quence, only the asympt0t.i~ properties of these paran~ctcrs arc known. 
In practice however, one has lo work with finite yamples and sometimes the 
available data do not exceed even 20 observations. The dis.tribution provided 
by theory are therefore not adequate where small samples are used for 
estimation purposes. 

One way of studying the small sample properties of estimators is to 
utilise the 'Monte Carlo' approach. This procedure consists of the following 
steps: (i) an assumption on the nature of probability distribuiion of random 
numbers to be associated with the specified economic relation; (ii) the 
drawing of a finite sample of these numbers from the assumed distribution 
and associating them with the relation; fiii) the estimation of the parameter 
jet implied in the economic relation and (iv) comparing the same with 
the known parameter set which is fixed a priori. This process, known a3 
'experimentation', can b:: repeated with different finite samples of random 
numbers being associated with the relation. Thus, one could arrive at a set 
of parameter estimates wifih sample drawings of random numbers. The 
distribution of estimated parameters n,ay, in turn, yield information on 
an empirical basis on their bias, efficiency, and related properties. A very 
commonly used hypo thesis in econ~metric me thodology is that the random 
errors associated with economic relations are distributed normally with 
a specified mean. which is generally zero and constant variance. While tables 
of random numbers from "uniform" distribution are available, those from 
'normal' distribution are rarely published. The purpose of this paper is to 
provide such random numbers which should be, useful in applied star istical 
and econometric work. 

The problem of generation of random numbers from a l~ormal yopula- 
tion with a specific mesn and variance can be solved in a number of ways. 
In this. paper we shall illustrate two of the several methods. These methods 
are simple as well as easy to adopt on a computer. The availability of a 

-Y_- 

* D- Ray is  Research officer and K. S. Nambdiri  is staff oficcr in Econometric Division 
of the Department of Statistics. The .authors are grateful to Dr. P. K. rani and 
T. R. Venkatachalam for their valuable guidance in preparation of this paper. 
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computer package for generating a set of random numbers from a trrliforrn 
distribution in the interval (0, 1) is, of course, assztnzed. In other words, 

....... we have ass~med that a sequence of random numbcrs X,, X,, X,. 
can be generated from the distribution, (uniform density of function F) 

The philosophy of the two methods is that a suitable transformation of 
the above sequence will generate a sequence of normal numbers. 

Method 1 

This technique is based on the Central Limit Theorem. It is known 
that if we have a sequellce of random numbers XI, X,,. . . . . . .  .XN, from 
( I ) ,  then, for sufficien.tly large N, t.he statistic Y wherc 

-. 1 
and X - - (X, + X,+. . . . . . . . .  .XN) . . . .  (3) 

. N 

will be approximately distributed as N (0, 1). In our prescnt exercise, we 
have taken N=50. (Random numbers generated by this method are not 
however presented in this paper). 

Method 2 

While the above method generates only one random number of 
N (0, 1) from a set of N random numbers of a uniform distribution, the 
second method yields a pair of random numbers (Y,, Y,) which are N (0, 1) 
from a pair of random n.umbers (XI: X2) drawn from (I). The mathematical 
transformations between the two palrs which yields this results are: 

........ Y,=(-2 Log, XJ: Cos 2 7T X, 

........ Y,=(-2 Log, XJt  Sin 2 x X, 

This givcs Y,2+Y22= -2 Log, X1 
. 

Or X I =  , - 4 (YlZ+Ys2) 

The relationship between thc frequency distributions of the pairs of random 
variables (XI, X,) and (Y,, Y,) may bc slzown in the following manner. 

The joint probability distributioh of X,, and Xi each following (I)  can 
bc written as 
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If we made the transformation (4), the joint distribution of Y,, Y, can 
be written as 

where J is the Jacobian of the transformation given by 

Now the value of J may be evaluated as 

Substituting the value of J in (6) we get 

J =  

1 dF (Y,, Y2) )= Z; Xl dY1 dY2 

This shows that Y ,  and Y, are independent and each of them follows 

-(-2 loge '3-! cos 2 n X~ -(-2 log x,)* 2x Sin 2n X: 

Test for normality and Randomness 

X1 

-(-2 loge Sin 2 n x, (-2 loge XJ* 232 COS 232 X2 
X 1 

Before testing the normality and randomness of the set of numbers 
generated by each of the methods, we try to assess the fastness of the 
methods at which the numbers are generated. For this purpose, two sets \ 

of 1000 numbers are generated by each of the methods and the time required 
to do so is noted. It is interesting to note that the second method is superior 
than the first one as the former (second method) is substantially faster 
than the latter. For testing the normality and randomness, a set of 1000 
numbers are generated by the Method 2. The test of nomality is carried out 
with the help of Pearsonian xZ, which compares the observed frequency 
with the expected one ffom N (0, I )  defined on a set of class intervals. 
The observed and expected frequencies are given in the following table: 

(7) 
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Table 1 : Observed frequency as generated by Method 2 and expected frequency 

Class Interval Observed Expec led 
Frequency Frequency 

TOTAL 1000 1000 

The calculated value of x2 is 8.80 which is less than x20 .05 with 1 1 d.f. 
supporting the hypothesis thai the set of 1000 numbers have come from 
N (0, 1). 

For showing that the generated set is a set of random numbers from 
N (0, 11, it is enough if we show that the numbers are uncorrelated among 
themselves. For this purpose, the autocorrelations' (rk) of upto lag 24 
have been calculated and are presented in Table 2. 

Table 2 : Autoco~elation upto lag 24 

Autocorre- Lag 
lation 

Autocorre- Lag 
lation 

Autocorre- 
lation 
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We know that the autocorrelation of lag K (K=l, 2, . . . . . . . .) cal- 
culated from a set of uncorrelated n.nurnbers follows asymtotically a n c ~ m a l  
distribution with mean zero and variance I/,. From the above table it may 
be seen that all sample autocorrelation upto lag 24 lie within the 3 times 
of the standard deviation, which is in favour of the hypothesis that all tile 
autocorrelations upto lag 24 are uncorrelated. This together with normality 
shown earlier indicates that the set of 1000 numbers generated by the method 
2 is independently and norntally distributed with zero mean and unit 
variance. 

The set of 1000 random normal numbers thus generated with zero 
mean and unit variance is given in the Appended Table. 

Reference : 

1) Box G.E.P. and M.E. Muller, 'A note on the generation of 
random normal deviates7-Annals pf Mathematical Statistics-Vol. 29, 
1958. 
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BOOK REVIEWS 

''Financial Ratios as Predictors of Borrower's Health-with 
reference to Small Scale Industries in Jndia3'-V. S. Kaveri- 
Sultan Chand & Sons, New Delhi-Rs. 70-232 pages 

This book contains the author's worik for his doctoral dissertation 
and as such, begins with a survey of earlier attempts by researchers towards 
enhancing the quality of ratio analysis. ?he author attempts t o  show how, 
by using the sophisticated statistical tool of a discriminant model, he has 
broken new ground. While the focus of earlier research, we are told, was on 
predicting failure of a k /corpora te  body, bankrup8cy/insolvency position/ 
failure to repay loans, the present work identifies scope for predicting the 
events which precede the failure of a firm viz., irregularity and sickness. 
Further, the predictive ability of the selected ratios is stated to  have been 
examined for the first time in respect of small scale industries in India. 

The author sets before himself the following hypothesis, examines them 
and concludes that all of them hold good : 

(a) Financial ratios of good, irregular and sick units differ from one 
another. 

(b) Financial ratios differ from industry to  industry and, from one 
combination of size, age and type of organisation to another. 

(c) Financial ratios are the predictors of a borrower's health. 

(d) Of the 22 ratios examined, only a few ratios are found significant 
in all statistical tests and useful to bankers. 

(e) A trend ratio is a better predictor of' the health of the small units. 

The author's effort at originaI research is to be appreciated. He seeks 
to evaluate the significance of financial ratios and their validity for predicting 
borrower's health, on the basis of a model based on a sample of 524 small- 
scale units, the requisite data being drawn from the lending bank. However, 
most of the units in the sample are proprietory and partnership concerns, 
with a maximum investment of only Rs. 3.75 lakhs (p.  39). It  is an 
acknowledged fact that the accounting systems and audit requirements of 
such small units leave much to be desired in our country. The quality of the 
author's model would obviously depend on the quality of the basic data. 
A further assumption i9 that private limited companies and partnership 
firms manage funds better than sole pr~prietory concerns. Banking experience 
would show that this assumption, which might sound plausible, may 
not always hold good. Sole proprietory concerns, partnership firms and 
limited companies are various forms of business organisation, which have 
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a bearing more on the size of the unit rather than on the quality of financial 
management. 

The author has said bhat banks define @. 27) 'good', 'irregular' and 
'sick' accounts jn the following manner: 

(a) A 'good' account is one whose outstandings are within the drawing 
power o r  the limit sanctioned. 

(b) An 'irregular' account is one in which the outstandings are for a 
temporary period beyond the drawing power or the limit sanctioned. 

(c) A 'sick' account is one which maintains is'regularity for Ionget 
period.. 

The above definitions, besides being somewhat crude, do not teally 
reflect the prevailing banking practices, although the author has chimed 
that banks adopt the said definitions. Subsequently, however, he seems 
to have developed reservations regarding the use of the above definitions by 
banks as would appear from his statement, "The study considers these defini- 
tions as followed in the banks" (p. 27). It may be stated that banks classify 
units as irregular for violation of any of the terms and conditions of the 
sanction e.g. documents expired. Thus, the author's presumption that "irre- 
gularity" reflects a fall in the income flow of the unit does not necessarily 
hold good. 

In fact, until 1976, banks were not classifying units as "sick". The 
practice was to  classify advances as "irregular" and "bad and doubtful 
debts". Banks started classifying units as "sick" only after the Reserve 
Bank's circular on the subject issued in November 1976. This circular 
defined a sick unit as one which has incurred cash loss for one year and 
which, in the judgement of the bank, is likely to continue to incur cash losses 
for the current year as well as the following year and which has an imbalance 
in its financial structure, such as current ratio of less than 1:l and a 
worsening total outside liabilities to net worth ratio. According to the 
definitions mentioned by the author, "jrregular" accounts P m e  "sick" 
if irregularity is maintained for a "longer period". The distinction sought 
to be made is rather vague and does not lend to operational guidance, since 
"longer" is not defined. Besides, the existence of irregularity for a "longer 
period" (however defined) i s  not by itself a definite indication of "sickness" 
of a unit. What is more relevant is the nature of the irregularity and ultimate 
viability of the unit. 

Another assumption of the author is that banks use a large number 
of ratios, in the follow up of the advances. This assumption is made on 
the basis of 13 ratios used in the bank whose borrowers have been selected 
for inclusion in the author's sample. To these 13 ratios, the author has 
added another 9 for more meaningful interpretation (pages 52-53). Any one 
familiar . with the small scale industrial advance* departments of banks 
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would know that particularly in the case of this sector, ratio anaJysis is 
hardly used for follow up purposes and even where used, attention is con- 
bed to the current ratio, the total outside liabilities-equity ratio and one 
or two'profitability ratios (or merely to the fact that the unit is working at 
reasonable profit). lir the matter of analysis and interpretation of borrowers' 
annual financial statements, there exists a wide gap between what is prescribed 
in'.the book of instructions and the practices obtaining at the levels where 
advances to small scale units are sanctioned and followed up. 

The research work of the author is based on data relating to the years 
1965 to 1973, while the book has been published early in 1980. Since the 
time of the research done by the author, there have been several develop- 
ments in the area and on a perusal of the book, one would wonde~ whether 
the efforts of the author which have gone into the building up of his mcdel 
and the statistical analysis (chapter IV) have any practical value for bankers. 
Besides, there are some fundamental differences between what is advocated 
by the author on the basis of his research and what is now being followed 
in practice. Banks have now been advised BO establish a "Information 
System" in respect of borrowal accounts which is expected to serve as a tool 

'for detecting incipient sickness. Although adoption of the system has not 
been made obligatory in the case of units whose borrowings from the 
banking system are less than Rs. 1 crope, the Reserve Bank has advised 

"banks to collect from such units select operational data on a monthly basis. 
The experience of the operation of this system is that it is useful and enables 
the banker to note incipient sickness of the units at an early stage. As 
against this, ratio analysis, which can be done only at annual intervals, 
cannot be considered as an effective tool for detecting incipient sickness. 
It can, at best, confirm the findings of the quarterly information system] 
monthly operational data. Moreover, as .the author himself has observed, 
financial statements are not compiled by most of the small scale units in 
time;. besides, there is no uniformity in the structure of the statements which 
is a prerequisite for realistic ratio analysis. 

The author has identified five ratios as "statistically significant" 
(p. 99). But, as mentioned above, in the case of the small scale units and even 
the relatively bigger units, the banker's attention would be more particularly 
focussed on the current ratio, the total outside liabilities to equity ratio 
and a couple of profitability ratios in ordinary conditions. However, if one 
wishes to present a picture of analysis as it ought to be rather thari as it is 
in practice, the author's five ratios would hardly be adequate, especially 
when there are symptoms of sickness. Even in normal situations, the financial 
analyst cannot ignore the ratio of creditors to purchases and the ratio of 
debtors to sales; a high ratio of creditors to purchases has both a good or 
bad story to tell, depending upon the state of the unit and i t  is a question 
of interpreting the ratio in relation to the other ratios. As regards the 
stock cost of goods sold ratio, which is one of the five ratios identified by 
the author as significant ratics, according to the present thinking, the banker 
will not be satisfied only with such an omnibus ratio, but is bound to relate 
the components of stock viz., raw materials, stock-in-process and finished 
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goods to  the annual consumption of raw materials, wst of p~oduction and 
cost of sales, repectively. 

There are a number of minor flaws which mar the quality of the analysis. 
The author has indicated the same ratio as good for equity-term debt and 
equity-total ou ts ib  liabilities (pages 78, 80) which cannot be the case. To 
the financial analyst, the t e ~ m  'diversification' (pages 69, 85) has a different 
connotation and does not mean the same thing as 'diversion' which the 
author obviously wanted to convey. The author has used 'working capital' 
and 'net working capital' as synonymous terms, but it is not so to the bancial 
analyst (pages 55, 60 and 62). It  is doubtful whether the ratio net working 
capitallnet sales (p. 60) is significant, though the working capital/net sales 
ratio is relevant. According to  the Reserve Bank guidelines, investments 
other than "trade investments", though quoted, should not be classified as 
current assets, as a banker would not like funds to be diverted for invest- 
ments, unless there is a surplus of long term sources after meeting the work- 
ing capital margin (p. 72); the borrower's current assets should be xelated 
to his line of business/ production activity which is not the case with 
investments, though marketable. In similar ratios, e. g. fixed assets-net 
sales and turnoverlfixed assets, the fixed assets should be treated consis- 
tently as either the numerator or  denolninator (p. 71). "Deposits kept with 
suppliers" ( p. 83 ) is an item of current assets; perhaps the author had in 
mind "deposits kept by the customers". The quotation No. 47. on page 79 
is relevant to  'net worth/ total outside liabilities ratio' and not 'net worth/ 
debt ratio'. Again, to  say that sick firms suffer fr'om shortage of working 
capital and that there are chances of using long-term borrowing resources 
lo finance working capital ( p. 204) is not altogether correct, because 
generally sick units stretch their short-term liabilities and utilise them for 
non-current uses and to meet "cash losses, etc.; sick units are equally short 
of long term resources and a banker expects even good units to-finance part 
of the working capital requirements'out of their long term resources. Finally, 
if the considerable repetition of ideas at various places had been avoided, 
the presentation would have made better reading. 

In conclusion, while the effort pulr in by the author in undertaking 
the research is certainly to be commended, his suggestion that the model 
developed by him could be used by banks while evaluating fresh loan 
applications is not quite realistic and appears to have been made on the 
basis of inadequate information about banking practices. The book does 
not take the banker forward in the use of financial ratios for detection of 
incipient sickness. As a matten of fact, since the research work was completed, 
there has been considerable sophistication in the procedures of follow up 
of bank credit and identification of incipient sickness. 

-M K Desai* 

* M. K. Desai is Deputy Chief Officer in the Department of Banking Operations 
Development. 
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"A Treatise on Tax Planningw- D. D. Shah-N. M. Tripathi Private Ltd., 
Bombay-Rs. 60-236 pages. 

The importance of tax planning cannot be over-empbasised. Attempts 
to minimise tax liability are a matter of common experience. Whether t h e  
attempts always bring the desired results fo the tax-payer is another story. 
Now perhaps suooess could be oonsidered nearer with an addition to the 
armoury of the tax-payer-namely, the treatise under review. 

The major handicap for a tax-payer, apart from the complexity of the 
legal provisions, is inadequate guidance in the matter of tax planning. The 
present book will go a long way in helping a tax-payer in reaping 
the maximum benefits of his labour. In this book, the author has not 
only enunciated various principles operating in the jungle of taxation, but 
he has also, witb the aid of his expefience, examined various legal provisions, 
brought out their implications, considered various models of tax planning with 
distinct advantages of all such modes. The distinctive features of the book are 
the suggestions as regards special care to be taken while adopting one or 
other of the modes. The critical form adopted by the author is in keeping 
with the nature of the subject of discussion. The empbasis on functional, 
rather than analytical, attitude of ways and means to reduce tax liability only 
enhances the utility of the book. 

The presentation of the subject is logical. At the outset, the author has 
explained the significance of tax planning and the objectives behind it. The 
objective of tax planning is not merely to claim an expenditure or make an 
investment in tax-free assets. "The saving for the purpose of income tax is 
the main objective of saving tax in the hands of tax-payer, distribution of in- 
come among the relatives of tax-payer so that such relatives pay tax at a lower 
rate, getting more savings in the hands of the family as a whole and finally 
create mole income out of such savings". Tax planning envisages legal avoi- 
dance of tax and it has been well-recognised that the tax-payer is entitled to 
so arrange his affairs as not to attract tax or bear only the least possible 

. incidence of tax. But the difficulty is to k d  the ways of so arranging one's 
affairs. This book would be of' some help in solving the difficulty of finding 
ways and means to this end. 

The problems are varied; individual demands for solutions are varied. 
In this book, the author has taken pains to cater to the needs of various cate- 
gories of tax payers. For example, in the chapter 'Tax Planning for Salaried 
Employees', modes for attracting less tax on salary income have been discussed. 
Receipt of conveyance allowance always dissipates the tax concessions, other- 
wise available. On the other hand, using one's own car may not be advan- 
tageous. An altehlative is, however, available whereby the employee can pay 
a small fixed amount for the personal use of a car and also claim the maximum 
standard deduction. Reduction of tax liability is also possible through the 
distribution of the gratuity payable over more than one year. Certain other 
allowances which are advantageous to employees a9 also various methods of 
tax planning for businessmen and professionals havo been separately 
considered in detaib. 
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Apart from the individual requirements, the author has also dealt-with 
several ways and means which can be resorted to with the objective of reducing 
tax liability. These are planning through trust, through charities, planning 
through insurance and through wills. Various aspects of these modes have 
been discussed elaborately. The author has brought out the effectiveness of 
these methods as instruments of tax planning, provided sufficient precaution 
is taken while resorting to  them. 

Even with all the emphasis on the care and precautions to be taken while 
indulging in the exercise of tax planning, one cannot overcome the iealisation 
that tax planning is "an exercise of highly intellectual disposition and a com- 
plete legal thinking". Being aware of this, the authof has made no secret of 
the fact that the "treatise is primarily meant for Indian Tax Planners". He 
has also added a word of caution that one should not "indulge in tax planning 
all by himself but leave the problem to his adviser with confidence", who with 
his experience can sucoessfully lead the estate owner through the "intricate 
and highly technical labyrinth of tax planning." The nature of the subject 
is too complex to ensure lucidity in exposition. This book also is no excep- 
tion. It  is, however, very much to the credit of the author to make the 
discussion as less complicated as possible. I n  a critical study like this, word- 
to-wofd reproduction of lengthy statutory provisions may appear a little out- 
of-place, as i t  tends to hamper the contiguous flow of exposition. 

The printing is good and the getup superb. In fine, for saving more, 
spending Rs. 601- is worthwhile. 

-- 
* S. R. Kolatkar is Assistant Legal Adviser in tho Legal Department. 
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I 
Money Supply in India : Concepts, [ 

Compilation and Analysis 

I Report of the Second Working Group 

The Reserve Bank of India has reprinted the 
Report of the Second Working Group on Money 
Supply in India. The Group was constituted primarily 
for the purpose of reviewing the existing analytical 
framework of money supply and to make suitable 
changes in concepts as well as methodological aspects 
of compilation of monetary data, keeping in view the 
developments in  monetary theory and experience of 
monetary management in India. 

The Report of the Group, has, at length, dealt 
with conceptual issues involved in providing a meaning- 
ful definition of money, examined the analytical signifi- 
cance of what has come to be known as factors affecting 
money supply and identified four measures of money 
stock as of importance for monetary analysis and policy 
formulation. A revised series of money supply com- 
piled in the Iight of discussion of various conceptual 
issues are also presented in the Report. The Report 
of the earlier Working Group constituted in 1961, 
appears as an annexnre to the Report of the second 
Working Group. 

f 
Copies of the Report priced at Rs. 71- each in 

India and $6 1.75 abroad (including postage) are 
available from the Director (Administration), Economic 
Department, Reserve Bank of India, P.B. No. 1036, 
Bombay 400 001. 

Cheques payable at Bombay shonld be drawn in I favour of "Reserve Bank of India". 


