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THE STRUCTURE OF CORPORATE FINANCE
AND SOME RELATED POLICY 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 to other uses such as for meeting increased reserve requirements
and credit to priority sectors. Moreover, the term lending institutions
are also fuced with a resources constraint particularly as the demand on
their resources is greater because of escalation in project costs.  Generous
provision of institutional credit to agriculture and other sectors which
have carlier been neglected is both necessary and desirable.  The proper
response to the emerging scarcity of funds for traditional industrial lending
is not so much to slow down the pace of sectoral reorientation of insti-
tutional lending but to develop alternative sources of financing industrial
units, especially those which are already well established.

Companies will be able to 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 to 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 II consists of a brief review of the structure of financing of medium
and large public limited companies. Part IIT discusses the factors influencing
the use of each of the sources of finance, with special emphasis on the role of
official regulations. Part IV presents some broad conclusions of the analysis.

Access to 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. Considerable assistance has been received
in the preparation of this study from the Economic Department (Division of Industrial Studies)
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.

II. 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 generasion 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 debentures is
negligible, amounting to less than 1 per cent of the increase in gross financing.
Deposits constituted the biggest external source of medium funds. Internal
funds provided more than three quarters of the gross financing and non-
market fong term borrowing contributed around a fifth.

While year to year comparisons are of doubtful validity, some broad
trends in the data may be noted.  Internal funds have continued to be the
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TABLE 1:
PUBLIC LIMITED COMPANIES 1971-78

123

SOURCES AND USES OF FUNDS OF LARGE AND MEDIUM SIZE

(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

Rs.Cr. ofGrom  Rs.Cr. of Grow
Total Total
Assets Assets
Net Fixed Assets 211 37 43 41
Net Working Capital 1 79 14 — 1 — 1
Depreciation 282 49 62 59
Total 573 100 104 100
Depreciation 282 49 62 59
Other Internal Funds 2 181 32 18 17
Capital Issues 26 5 5 5
(Shares 3) (22) 4 (5) )
(Debentures ¢) “ ) —) (=)
Other Long-term Borrowing 94 16 22 21
(Deposits) (52) ) )] )
Banks &) ) “ @)
(Institutions) ©) (1) @) )
(Governments) (22) “) () -
(Other) (11 @) “@ @
Other (net) —11 — 2 —2 — 2
Total Financing 573 100 104 100

1. Current assetMihinus current Jiabilities.

2 P@ud-up capital, reserves other than depreciation, surplus and non-current provi-
sions.

3. R?presgntls shares issued, fresh calls, calls in arrears, premium on shares and return
of capital.

4. Netof debentures redeemed and converted into shares.  Until 1975-76, also includes
debentures pledged or offered as collateral security.

Source :  Department of Statistics, RBI: Special tabulations,
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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 partially 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 capital 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 Jarger 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. 319 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 from 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 debt/equity 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 debt/equity
ratio exceeds one is shipping, which has a ratio of 1.5. Some of the other
industries which have above average debt/equity ratios are electricity
generation (0.61), cotton textiles (0.55), motor vehicles (0.54) and cement
. 5).

HOI. The Sources of Finance

This part consists of notes on each of the main sources of finance
available to companies, discussing the factors influencing their demand and
supply and the extent to which cach of the sources is used in practice.
Particular attention is given to official regulations.

* The Report of the Study Group to Frame Guidelines for follow up of Bank Credit,
R.B.1, Bombay 1975,
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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! .. Ve .. 44 19 37 44
Long term funds .. .. .. 79 35 — 1 — 1
Other (net)2 .. .. .. 2 1 _ — 1

Total .. 226 100 86 100

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)

Debt/Equity %)

Size of paid-up capital Industry Average Third quartile
(Rs. lakhs) levell
5— 10 . .. .. 0.21 0.27
10 — 25 .. .. .. 0.26 0.40
25 — 50 . . .. 0.33 0.57
50 — 100 . . .. 0.35 0.60
100 — 200 . .. .. 0.58 0.56
200 — 500 .. . .. 0.39 0.52
Over 500 . .. ‘. 0.37 0.49
Allsizes .. .- .. 0.39 0.51

1. i.e. the lovel exceeded by one quarter of the companies in the samplo.

Source : “‘Selected Financial and Other Ratios™ RBI, October 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, internal funds accounted for 629
of the increase in net total assets (fixed and working capital) and 809, 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 on accont of
investments in new machinery and plant, rehabilitation 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 be 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 12 per cent of its net worth, after payment of tax and interest.
In the prevailing circumstances, this is difficuli.

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 sharc
prices to respond more to dividend anticipations than to profit prospecis.

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

(1) Profits : (a) After the bonus issue, residual reserves should be at least
onc third of the increased paid-up capital;  (8) 307% of the average
profit before tax of the previous three years should yicld a dividend of
9%, on the expanded capital base; (¢) the company should declare
its dividend intention for the following year;
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(/i) Timing : Not more than 2 issues in 5 years and minimum lapse of 18
months between successive issues;

(7ii) 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 109, of share capital and 139, of debenture
capital raised by public limited companies (other than term lending institu-
tions). Of the amountissued by prospectus, about a third is usually allotted
prior to the public offer, to directors, 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
fromthe 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 609, of their capital to the Indian public. Of the
listed companies, only a small proportion are on the cleared/forward 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 securitics on the cash list, each transaction necccssarily Ieads to
delivery,  For the ordinary investor, the forward list is not of much relevance.
What is relevant is that of  the listed companies currently only about 200 or
so are 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

1973 1974 1975 1976 1977 1978 1979

Equity | . .o 117 94 99 87 93 101 112
(101) ©92) 95) (75) (85) (89) (81)

New Cos. 89 66 69 58 54 67 72
79) (64) (66) “n (43) 61) (48)

Existing Cos. 28 28 30 29 39 34 40
22) (28) (29} (28) 37 28) (33)

Preference .. .. 46 28 33 28 15 13 5
(40) 28) (32) 210 (15) (12) “)

New Cos. . . 33 18 26 24 11 9 3
(28) (18) 25) an (1 ©) )

Existing Cos. 13 10 7 4 4 4 2
(12) (10) Q) “ “) 3) 2

Debentures 4 4 4 1 1 1 1
@ “@ 3) ) @ - @ 1)

New Cos. .. .. — — _ — — — —_
Existing Cos. 4 4 4 1 1 1 1
“) “) (€) 6 ) ) Q)

Total .. .. .. 167 126 136 116 109 115 118
(145) (124)  (130) 97y (101 (103) 86)

New Cos. .. .o 122 84 95 82 65 76 75
107) (82) 91) 64 (59) (71) (50)

42 41 34 44 43

Existing Cos. 45 39
(38) 42) (39) (33) “42) (32) (36)

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
New Cos. 20.1 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. .. —_ — — — — R —
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 15.0 34.7 20.8 27.0 49.5 19.2
Existing Cos. 9.4 20.4 21.5 11.2 27.6 13.4 23.8

(figures in brackets are the number of issues to which data in I"urt B ;cf;:r,; -
Source : RBI Bulletin, September 1976 for data upto 1975, Thoereafter Provisional

dati provided by the Economic Department for 1976 to 1979 cover ali public
lrmited companies which made issues through prospectus on the mark ef.
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TABLE 5: OVER SUBSCRIPTION AND UNDERWRITING
OF EQUITY ISSUES
(Relates to issues through prospectus on which data are available, by non-government,

non-finangial public limited companies, excluding prior allotment and excluding issues in
the form of offer for sale).

Percentage
Number of issues Subscription ratel of amount
S e e e devolved on
A B C A B C underwriters
(per cent)
New Companies
1973 .. .. 66 3 10 1226 100 21 81
1974 .. .. 47 2 15 147 100 65 35
1975 .. .. 29 5 32 135 100 50 49
1976 .. .. 18 1 28 131 100 54 52
1977 .. .. 11 4 33 213 100 21 86
1978 .. .. 28 3 30 207 100 22 68
1979 .. .. 33 5 10 367 100 27 77
Existing Companies
1973 .. .. 2] — 1 1410 — 73 —
1974 .. .. 24 1 3 299 100 30 67
1975 .. .. 21 3 5 138 100 71 29
1976 .. .. 20 1 7 245 100 53 49
1977 .. .. 32 2 3 520 100 64 36
1978 . V. 21 —_ 7 1858 -— 11 88
1979 .. .. 30 1 2 1182 100 8l 68

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

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

Source ;  RBI Bulletin, September 1976 and provisional data provided by Econemic
Department, 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 December
1978 is currently being processed. An earlier survey as of 1965 showed that
the pattern was very highly skewed. Some data released by the Bombay
Stock Exchange (perlaining to 1968/69) shows that shareholdings of over
Rs. 50,000 accounted for 65 per cent of the total capital of listed companies.
There were then 8,800 sharcholders in this category including institutions.
About a quarter of the capital was in the hands of an estimated 2 million
book sharcholders (including holders of UTI units) each with a holding of
less than Rs.10,000*. With the growing imporiance of institutional holdings,
it is likely that the pattern of shareholding has become even mcre skewed
in the past decade. Tt is commonly stated that the dominant shareholders
and the financial institutions 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 guidelines issued by the Controller of Capital Issues
defining the minimum requirements for a company’s shares to be listed on the
Stock Exchange. In 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 confers two
benefits to the owner/managers of companies. The shares are more easily
sold and the market price of the share becomes the basis for the calculation
of wealth tax. Hence, the desire of a company to have its shares listed on the
Stock Exchangg is seen by the authorities as an opportunity to impose condi-
tions resulting in the dilution of ownership of dominant shareholders. This
approach has considerable merit, but one must also be consciousof 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 1o 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 premia
on the issue price of shares of existing companies (which tends to lead to over-
subscription of public issues) this allotment procedure has been effective in
widening the distribution of sharcholdings. But once again onc must be
conscious of the danger that a downward bias in the calculation of price premia
may wholly discourage new issues of capital by established companics.

¥ “Present position of the stock market in India”, The Stock Exchange, Bombay
1978, page 19.
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A third means of widening ownership has boen implemented in one ins-
tance rccently, where the dominant sharcholder was permitted to take up
only a fraction of his enttlement of a rights issue.  This meant that new
sharcholders had to be brought into raise the required amount of capital.
Although an cffective means of widening distribution. this procedure is avail-
able only in the case of MRTP companics and, even so. can be blocked by the
existing sharcholders.*

Despite all these measures to widen ownership. the Stock Market is ofien
described as stuggish. This is primarily due to the umsatisfactory return on
equity investment.  The dividend yield on ordinary shares tends to average
around 6 per cent, which is low in relaiion to the return on bank deposits.
New companics do not generally declare dividends for the first five or six
years and cven some older companics skip dividends.  Thus, the main attrac-
tion of ordinary shares is the potential for capital gains. Howaver, the capital
gain clement is highly variable from year to year and from scrip to scrip (sce
table 6). The total return from an investmenl! in shares is the sum of both
dividend and capital gain when the scrip is sold.  Using RBI indexes of
dividend yields and pricey of industrial securities, 1t is possible to caleulate
the total return earned by an “average” sharcholder who holds the “‘average”
scrip for one year. These rates of return are prescnted in the last column of
Tablc 6. and display widc variation from year to year.

TABLE 6 : ANNUAL RETURN ON ORDINARY SHARES!

(percent per annum)

QGross Capital Gain Total
dividend over previous returnt

yield2 year’
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 .1

I. Using RBIl indices on industrial securities’ yields and prices, based on the 1961-62
series upto 1972-73 and on the 1970-71 servies thereafter.  (Report on Currency and
Finance. Vol. II, RBI).

2. Averageof dividend paid divided by average market price (adjusted for bonus and
rights issues) of each security in the sample. The sample consists of 356 securities
that cover over 807, of aggregate market value of quoted securities. 1t may be
noted that dividend rates were restricted in 1974-75.

3. Rateof change in average annual index of prices. This represents the capital 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 bonus and
rights shares.

4. Sum of dividend yield and capital gain. Thisapproximaites the pre-tax rewurn to the
““average” shareholder on an annual basis.

Source: RBI, Departiment of Statistics.
*  UnderSection 81 of the Companies Act, the cxisting sharcholders of @ company have

the firstright to take up any new issuc of capital unless thoy forcgo this right by meausofa
special resolution,
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The variability of returns on ordinary shares is enhanced by the following
factors :

(@) 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.

(¢) 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
investors who do mot 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 longer.

(¢) Sudden changes 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 of equity
shares of new companies can be deducted from total income to the extent of
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 sharcholders. Second, under
present circumstances, the benefit of tax concessions is derived only by those
who currently hold shares which, as noted carlier, constitute a small class.
An important undesirable feature of such tax concessions is their regres-
stvity i.c. greater benefit is derived by those who are in higher income-tax
brackets.
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In the long run, widening the distribution of share ownership will not be
possible without tapping the market outside the metropolitan centres. The
complexity of current procedures for thetransfers of shares constitutes a serious
obstacle for shareholders outside the 9 centres which have Stock Exchanges.*
Sharcholders outside metropolitan 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 of the above 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 amply confirmed that there is adequate public demand for scrips of
well managed companies that have a good dividend record. Non-FERA
issues of high quality have also bzen received 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 ofthe
owner/managers of the companies. It is surmised that there are perhaps less
than 100 companies which are willing to live with a truly broad distribution of
shares. For the most part, owner/managers are not willing to let their propor-
tionate share of'a company’s capital fall to such a level that another group may
gather enough strength to challenge their position. This threshold level may
vary from company to company depending on whether the balance of the
shareholding is held only by small shareholders or held in large lots. The
large sharecholdings of financial institutions has made the dominant share-
holders even more reluctant than bsfore 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 possibility 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 shareholdlng that might bz achieved by
all financial institutions if they were to 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 as persistent
default or mismanagement. One of the fears of the dominant sharcholders
is that the shares sold by the financial institutions may be acquired by a rival
group. This eventuality is not in the public intterest since companies riven by
9tnfe between rival groups are prone to financial trouble. Therefore, financial

* Stock Exchangcs have been established at (m chronOIOglcal Order) Bombay Ahme-
dabad, Calcutta, Indore, Madras, Hyderabad, Delhi, Bangalore and Cochin.
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institutions may consider selling shares acquired through conversion ouly 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 converlibility
clause, thereby weakening one of the impediments to publicissues 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 to the ierm lending institutions whose
shareholdings arc a result of their underwriting or conversion activities. The
objcctive of the term lending institutions should be to generaie more resources
and maximise their financing of additions to capaciiy. Towards this end
it is desirable that they actively seek to unload their investments 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 canmnot
be a policy of sustained unloading of shares from their investment portfolio.
These are investiment institutions whose shareholdings constitute an important
source of earmings 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 porifolio. GIC is inhibi-
ted from doing so to the same extent as UTI because it does not enjoy the 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 the markst
by improving their capacity to hold the shares of new companies during the
initial gestation period. As noted earlier, issues by new companies are 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 institutions have chosen their
projects well and exercised the necessary supervision over the promoters dur-
ing the construction phase of the project, the sale of shares at the end of the
gestation period should normally yield a profit.

The sale of limited numbers of shares of public sector enterprises could
increasc the supply of good scrips on the Stock Market while. at the same time,
relicving the Governmeni budget of the burden of supplying additional equicy
to these eneerprises. Not all public sector enterprises will be readily aceepied
by the public. The enterprises whose shares may be offered to the public
will have to be carefully chosen, being those enterprises which have reasonable
profit records without being too closely dependent on Government pricing
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decisions for their profiis. The public may be offered a minority sharc of
these companies wich the Government maintaining at least 75 per cent of the
sharcholding so that i has complete control over the passing of special resolu-
tions. Aliernatively, ithe Government may sell to the public pariicipating
preference shares, so thai resources can be mobilised without any dilution of
control. Ii is possible that the investing public might be aitracted to pariici-
pating preference shares (provided there is a generous linkage to profit) be-
cause they would carry the guarantee of a minimum rate of return independent
of dividend policy as long as che Company carns a profit.

It has also becn suggested that the reluctance of companies to issue new
share capital is parily the resuli of inierest on borrowings being deductible for
tax purposes. On anafier tax basis, commercial bank borrowing is currenily
only half as cosily as raising new cquity. Hence, it is argued, companics
prefer to incur debi rather than expand their equity base. This imbalance
could be remedicd if a pari of interest payments were not deductible or if
dividend paymenis up to some limits were made deductible. These sugges-
tions have far reaching implications which would have to be explored further.
For instance, the rate of corporafion tax would have to be changed if aggregate
tax revenuc were to remain the same.

3. Preference Shares

Issues over Rs. 50 lakhs are covered by CCI guidelines : Preference
Capital cannot exceed one-third of iotal paid-up capital and reserves; maxi-
mum dividend is 11%; and preference shares redeemable within 12 years are
included in compuration of the debijequity ratio which is generally expected
to be bzlow two. Higher debt/equity ratios are permitted in capital intensive
indusiries such as fertiliser, aluminium, paper, cement and shipping.

Compared with debentures, preference shares are decidedly more risky
because :

(@) A preference share holder gets no dividend if the company makes no
profii, whereas a debenture holder is entitled to his interest anyway.
However on cumulative preference shares, a company that does not
pay the full dividend in some years because of inadequate profit is
required to make up the deficit in years when profits are available
for distribution.

(b)  There is no guarantee of repayment of principal on maturity.

To compensate for the additional risk, preference shares offer a higher
return than debentures, but the premium is small, even after allowing for the
fact that dividends are included in the sources of income which are exempt
from income-tax (upto Rs 3,000) and debentures are not. CClimposes a ceiling
on preference dividend, currently at alevel half a per cent higher than the
ceiling on debenture inicrest. The ceilings on preference dividend and rights
debentures inicrest are set ai the same level. It isnot clear what purpose is
served by the imposition of a ceiling on the ratc of 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
preference shareholders have restricted voting rights.

Companies holding preference shares benefit from the tax concession
granted to inter-company dividends, which is not applicable to debentures.
This is of special relevance to GIC which is subject to normal taxation pro-
visions. UTD’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 of the 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. 11.5crores. 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 arc a very
attractive means of raising long term finance. Raising debenture capital does
not dilute control, unlike shares and unlike borrowing from term lending insti-
tutions with a mandatory convertibility clause. Unlike ordinary and pre-
ference shares, the servicing of debentures is tax deductible, reducing the
aftcr-tax cost by half. This is a characteristic that debentures sharc with
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TABLE 7: ISSUES OF DEBENTURES 1966-79

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

(Rs. crores)
Year  Number  Amountoflered  Amount
of issuecs to public subscribed
T ess .. T Thass 0 sss
1967 .. .. .. 11 17 .63 9.57
1968 .. .. . 19 29.25 16.23
1969 .. .. .. 9 29.85 19.82
1970 .. . . 7 12.55 9.51
1971 5 4.28 2.08
1972 5 25.00 21.68
1973 .. .. . 4 2.23 1.53
1974 4 5.00 2.76
1975 3 1.32 1.22
19706 .. .. .. 1 1.00 0.28
1977 .. .. .. 1 5.50 0.02
1978 .. .. .. Ik 2.00 3.67
1979 .. .. . ol 7.00 20.67

¥% Convertible bonds/debentures.
Source : RBI Survey of response to public issues.

other forms of borrowing, except that 15 per cent of the interest paid on
deposits is not tax deductible. But compared with other borrowings, 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 CCl. MRTP regulations
require that debt not exceed 507, of the company’s net block. CCI requires
that the debt/equity 1atio at the time of the new issuc be generally below 2:1
including the proposed issuc. Debt is defined as borrowings repayable not
earlier than 5 years from date of borrowing and perfercnce shares redeemable
within 12 years.

Rights debentures (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 119 for longer maturi-
ties upto a maximum of 12 years*. Their usc is restricted by the following

* The guidelines permit the payment of additional interest of, say, half a per cent in any
year if, in that year, the company declares dividends on its equity at arate exceeding a
previously established rate (c.g. the highest of the preceding 3 years).
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requirements : (i) They can be used only for Wworking capital finance, not for
additions to fixed assets;” (if) the issue cannot exceed 209, 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; (i) the total value
is subject to a maximum of Rs. 2.5 crores (this limit has been relaxed in prac-
tice); (iv) the debt/equity 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. - 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 for working
capital under the. 1978 guidelines of CCI is doomed to fail.

The current interest rate on debentures is quite attractive to charitable
trusts as the other approved securities in which these trusts can invest money at
present yield between 69, 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, whivh permits investment in industrial debentures only if they are
fully and unconditionally guaranteed by the Central or a State Government.
However, as the secured rights debentures of the companies do not carry
such a guaraniee, charitable trusts may shy away from investment in these
fiebeutures as they would become liable to pay income-tax on their accumulated
incomes. .

The main cgu'ise of the low public demand for debentures is the low rate of
retul_‘n. Tk}e c;eﬂmg on debenture interest rates is, at least in recent 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 public limited companies whose shares are listed on a
stock exchange, for the purpose of financing expansion and diversification as well as work-
ing capltal requirements. The mainamendments are: (i) The debt/equity ceiling has been
raised to 2:1, with further relaxation possible for capital intensive projects in industries like
fertiliser, petrochemicals, cement, paper, shipping etc. (ii) The interest rate ceiling has
N raised from 11% to 129 and made applicableto 7 year debentures; the additional
Interest payable has been increased from half a percent to onepercent. (iii) The requirement
that the debenture issuo cannot exceed the working capital gap has been dropped.
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one may compare the ceiling on debenture interest with the interest payable

on 5-year fixed deposits with commercial banks, as shown i Hiexfollowing
table :

TABLE 8, INTEREST RATE ON DEBENTURES

(percent per annum)

Yoar Debonturel  Sycar fiad
. 1963-64 .. e e .. 7.0 5.0
1970-71 .. .. . .. 8.0 7.25
1974.75 . Ve .. .. 10.5 10.0
‘ 1979-80 .. .. .. . 11.02 ' 10.0

1. For debentures with a maturity of 12 years.
2. For rights debentures only. For other debentures, including rxghts debentures,
of 7 year maturity, the ceilingis 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 commercial banks, against which the 'depositor can
borrow by paying a premium of 29, interest. An offsetting advantage of

debentures ‘is the provision for repurchase by 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 unsecuted
and should normally be paid a hlgher interest than secured debentures, with
some offset for the difference in maturitics. Nevertheless, the premlum is
rather high even in the case of well established companies.

It should also be noted that the income eamed by way of interest on
debentures and company deposits is not eligible for exemption from income-
tax. Interest income on deposits with commercial banks and dividends paid
by new companies and by UTI are eligible for this exemption (upto Rs. 3,000
per year; a further amount of Rs. 2,000 can be earned from UTI without
attracting tax). - In this respect, debentures and company deposits are on par.
In an effort to make debentures more atiractive, the rate of deduction of tax
at source has been reduced from 249 to 10%,. Bui here company deposits
have an advantage in that no iax is deducted at source if the -annual interest
payable to the depositor by each company is less than Rs. 1,000. Even this
limit can be breached if the depositer files an application to the Income-tax

authorities. For debentures, the procedure is more comphcated theteby
further reducing the effective yield.

* Company can repurchase debentures upto the face value of Rs. 25 lakhs in any
accounting year at par value provided the total holdings of the debenture holder do not
exceed Rs. 10,000 and the debentures have been held 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
financial institutions. Hence, debentures have become largely a means of
transferring funds fiom 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 bave
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.

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

(@ “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 encoturaging long term
investment. The falling current ratio indicates that some accumula-
tion of long term assets might have been financed by 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 finance”. This is a weak argument. Longterm
borrowing, especially through public issues, can easily be taken into
account by banks in implementing RBI guidelines. In fact, as stated
earlier, one of the objectives of policy should be to develop sources
of long term financing as alternatives to commercial banks.

(¢) “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 excessive reliance of companies on the term lending
institutions for a high proportion of total project cost.

(d) “To protect the market for Government securities”. Since Govern-
~ ment securities have a captive market anyway, a ceiling on debznture
interest rates is irrelevant. Financial institutions are required to
channel specified ratios of their funds into approved securities. There
is no scope for substitution between government securities and indus-

trial and industrial debentures on grounds of rates of return.

()  “To protect the equity market™. Itis 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 sharcholders because additional
leverage would enhance after tax profitability onequity. To theextent
debentures are a substitute for more expensive short term borrowing
from banks, corporation’s interest burden would also decline.
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There appears 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 debenture 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 increasing their average cost
of capital. When short term interest rates are exceptionally high, companies
will wish to keep debenture interest rates well below the shortterm rates.
Conversely, in periods when short term rates are exceptionally low, com-
panies might bz willing to pay even higher rates for long term finance and
should not bz 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, althovgh converti-
ble debentures are subject to the same interest ceilings as rights debentures.
The buyer of a convertible debenture is offeted the option 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 finance 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 reducing the
yield to the investor bslow 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 debentures. The investor will then be
required to hold the balance up to maturity or sell at a substantial discount.
Thus, it is possible that some disillusionment 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 were 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 debentures
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 to
accept a substantial dilution ofits 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.
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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 mlght 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 Affairs. Certain categories of de-
posits are completely excluded from the purview of regulations (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 ;

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

With effect from April 1981, the distinction between these two categories
of depositsis to be removed.  All deposits would then be subject to an over-
all ceiling of 25 per cent of net worth. The rules spe01fy minimum and maxi-
mum maturities for deposits. The maximum maturity is 3 years. The mini-
mum maturity 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 cannot exceed
10 per cent of net worth. As the distinction between the two categories of
deposits is to be abolished with effet from April 1, 1981, deposits from any
source 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 cent of deposits maturing in the year. Companies wishing to raise de-
posits have to do so by public advertisements providing information on a4 num-
ber of pomts specified by the rules.

In a significant departure from prevxous practice, 10 selected public sector
enterprises have recently been allowed to raise deposits upto 25 percent of
their met worth. It is envisaged that these enterpnses would raise about
Rs. 100, crores in this form during 1980-81.



CORPORATE FINANCE 143

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 10-13 11
2 years 11-14 12
3 years v 4 14-16 13}

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 bears the expense of administering and servicing a large number of
depositors or brokcrage fees if these 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 borrowers to pay more for
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 brokerage) may turn out to be more 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
depomts 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 crores to Rs. 925 crores.* Part of this growth represents the effect of
wider reporting by companies accepting deposits.  This drawback can be
eliminated by 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 acceptancé of deposits by non-financial
companies are two-fold:

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

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

* Provisional data for March 1979 based on returns received from 3102 companies

showed that deposits amounted to Rs. 689 crores and exempted borrowings to Rs. 803
crores.
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In discussing these objectives, it was accepted by the Study Group on
Non-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 for 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 gll borrowings to net worth, not
only that of deposits tonet worth. Even ifa 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
to 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 Affairs 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 the Study Group on Non-Banking Companies, RBI, Bombay 1975
(para. 2.17). ‘



CORPORATE FINANCE 145

With effect from 1st April 1981 the exemption for in ter-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 deposits from
the public. Other inter-company deposits will be subject to overall ceilings.
This proposed change in rules follows the recommendations of the Raj Com-
mittee. The Committee recommended that the general exemption for inter-
company deposits be withdrawn “since a company, whose financial position
permits 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 former 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. Inthe 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 depositshad a maturity of
less than one year;

(i) they were at commercial interest rates: 75% of the deposits carried
interest at more than 129 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,

It should benoted that inter-company deposits do not constitute mobili-
sation of deposits from the public and are not, therefore, deserving of any
special concession. Indeed, there are good grounds for restricting inter-com-
pany deposits because they make it easier for companies to circumvent regula-
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 on other sources
of finances, itis 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.
However, 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 their 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 déposits by non-fi nancing companies.

The amended rule incorporates the exemption in the case of new com-
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
séverity. of the restrictions of the maximum amount of deposits permissible in
relation to company’s net worth.  On: average, inter-company deposits
amounted to 5.7 per cent of net worth of the 418 companies in R,B.1.’s special
study. Obviously, some companies would have a much higher ratio.. For
public limited companies in the special study, the ratios of inter-company
deposits. to.nét 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 depositor 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.term deposits generally implies that the company wishes to supple-
ment the credit obtained from the banking system i.e. to circumvent credit
discipline. . This situation must be sharply distinguished from the one where
the non-financial companies use long term funds from outside the banking
system to finance working capital. In the latter case, the banks can clearly
take account of these alternative sources in estimating the need for bank
finance. However, if the alternative sources provide short term 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 scope 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 rcquiring 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 at 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 rates 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 -6n 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 RBIL.

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

. N » ’/ . 0 -
(Loans disbursed to industry, underwriting and direct subscription to industria} .
securities in - Rs. crores)

~ Year IDBIl IFCI iCICI IRCI SFC SIDC UTI LIC ‘ Tétal
(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)?

197475 .. 167 3 45 8 80 27 .8 54 425
197576 . .. 115 35 6l 5 100 27 5 28 436
1976-77 . 29 55 67 11 105 35 6 3 597
197798 . ... 35 s 92 9 107 M4 T 4 65
1978-79 . 489 74 11 12 135 s 20 32 931
1979-80* .. 55 iy 137 12 187 4 66 68 1180

Source ; IDBI, “Oparational Statistics” 1964-65 to 1975-76, 197677, 1977-78, RBI,
‘SAtatistics Department for 1978-79. " ;

* Provisional. -

Excludes refinance tov'SFC,SIDC,SIIC to avoid double counting.
. IRCI started disbursing funds in 1971-72,
Relate to 13 SIDCS. »

whe=

All the institutions have expanded significantly, with IDBI emerging as
the biggest by far. For assisted pro jects, the share of total project cost finan-
¢ed by the term lending institutions can rise to as high as 85%. The rate of
interest (normally 119, 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 or
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
debt/equity ratios in relation to project cost and a requirement that the pro-
moter contribute a minimum of 209, of the project cost. Stock Exchange
Regulations require that not more than 409 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 permitied to make his contribution in the form of underwriting the equity
issue or as a subordinated loan not repayable without the approval of the
institutions as long as their loans are outstanding. The debt/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



CORPORATE FINANCE 149

raise equity through new issues. Equity is defined to include Government
subsidies and unsecured developmental 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 (IDBI, 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 recently
been raised to Rs. 1 crore. 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 “value” arrived at after taking
into account the break up value, market quotations and earnings rate of the
existing shares. Loans to mew 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. Asshown in the following table (Table 10) the option was exerci-
sed in 63 cases. An analysis of the reasons underlying the decision in specific
cases has shown that the convertibility decision is overwhelmingly influenced
by financial considerations. :

TABLE 10 ; CONVERTIBILITY CLAUSE

" Exercised Waived Total
Number of cases upto December 1979 .. 63 95 158
Amountofterm loan (Rs.Cr.) - .. .. 83 107 , 190
Amount subject to cot:wersion (Rs.Cr.) 16 21 37

9 S 19 .19 19
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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 control 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 finance, 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 rate 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 or
accept a secured loan from financial institutions, the company must have avail-
able ready assets that can serve as security. Loans from term 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 exist-
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 proportlon of assistance by coimmet-
cial banks. In the case of industrial lending this may bz partly becaus;n\of
current disbursements of project assistance sanctioned some years earlier. In
the last couple of years, industrial term lending by banks has been 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.

Outstandmg term-loans amounted to Rs. 2,765 crores in December 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 in 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 term
lending institutions. The appraisal process is easier, with fewer guidelines on
sector of operation or debt/equity 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 aggregate) they involve the bank in long
term commitments for the future which the banks might be inclined to avoid.
For industrial companies, this source may be 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 in 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 2 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 Credxt

This can be either a source or a use of funds for an individual fim. 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 t}_le. other non-Government
companies i.e. small enterprises. There is no exphmt int.erest cosf: 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 Table 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 greater extent. Some analysis further shows
that the ratios in the 1970’s are generally 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

debtorst .
197475 T 197576

Public Limited Companies

Large e e e 1.36 1.22

Medium and farge .. .. .. .. " 1.37 1.26

Small ce e e 1.18 1.22
Private Limited Companies ) - .

Medium and Large .. .. ..  1.20 1.14

Small . e e .. .. ’ 1.13 1.20

Govrernment compaxiies e .. . © 1.50 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 Finance 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-
prises may evade restraints on credit from institutional sources by squeezing
more credit out of their small suppliers, who tend not to suffer as much from
credit curbs and sometimes pay lower interest than larger enterprises 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 are available. For the

* Shetty, S. L.: Incidence of Interest Cost on Manufacturing Industries in India (un-
published). -



CORPORATE FINANCE 153

best customers, interest rates are around 67; 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 fixed 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 scarcity 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 companics 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 ordimary investor gains greater
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 requires that regulations are designed on the basis of an integrated
view of allits 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 established 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 canbe 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 AND 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
small 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 at the all-India level,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
3‘3‘3‘ of the the Reserve Bank survey,the official definition (then obtaining)
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 from the list
of small scale units financed by 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 study was done entirely by M. G. Potdar and Thankom Subramanian.
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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

Limitation of the ) 4+ heen covered by the survey. This limitation has to be
survey borne in mind in interpreting the survey estimates.

In this study, some of the 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

sl;"';g,"se ofthe  (12,356) for which data were collected is sufficiently Jarge,

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

Size of the 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 Industiy was 2. 58

lakhs in 1972, of which only 62 per cent were functioning units. In other

words, nearly 38 per cent of the units registered with the State Directorates of

Industry in 1972 were 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 considerably 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 inclusive 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 lakhs functioning small scale units assisted by the commercial banks

(termed here as the assisted sector). The number of non-

Assisted sector  traceable and closed units (in which category non-responsive

units wete 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 1977.1

* The official definition of small scale industrial units has changed twicesince 1972. At
the time of the 1972 Census, all units having an investment upto Rs.7.51lakhs (original cost)
in plantand machinery or Rs. 10 lakhs in the case of ancillary units were treated as small scale
units. Subsequently, the ceiling was raised to Rs. 10 lakhs and Rs. 15 1akhs. In July 1980, this
was again raised to Rs. 20 lakhs and Rs. 25 lakhs, respectively. ,

T According to the Economic Survey of 1978-79, the total number of small units assisted
by the Public Sector banks was 2. 88 lakhs in June 1976 and 4. 30 lakhs in June 1977, showing
an increase of 1.42 lakhs in one year. The variation between the Reserve Bank survey estimate
and the aggregato published in the Economic Survey of 197879 could be attributed to the
differencesin 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 machinery. 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 over 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 factory units employing 20 or more
- workers with or without power and if using power, employ-
Qualitative aspects ing 10 to 20 workers. In other words, only 17 per cent of
the small scale units assisted by banks belonged to the o1ga-
nized factory sector. According to type of organization, 68.2 per cent
of the assisted units were proprietory 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 pet 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-urban
centres (population between 10,000 and one lakh) while 14 per cent were in
metropolitan 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 Wthh more
than 30 per cent of the 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 different characteristics
have certain inherent 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.

Sectoral
aggregates

It may be pointed out here that over three fourths of the units had lower
averages than the corresponding averages at 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 for 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) Rs. 89,787
Plant and machinery ( ,,) : Rs. 48,783
Gross output Rs. 433,725
Raw materials consumed Rs. 303,041
Gross value added Rs. 65,795
Total credit outstanding .. .. e .. Rs. 90,315
Of which from institutions .. .. .. .. 70.87%
Number of persons employed e 12.79
Gross value added per person .. .. .- .. Rs. 5,140
Fixed assets per person . .. .. . Rs. 7,020
Plant and machinery per person ‘e e ... Rs. 3,814
Wages and salaries per person .. . .. Rs. 2,525
Gross value added to total asset e .. 0.73
-Wage component of gross.value added .. .. 49.1%

Raw materials consumed to gross output .. e 70%

‘As seen in the earlier section, aggre.gativesectoral averages do not reveal
the significant inter-industry differences in various characteristics. There-
Distribution of units fOr¢, the subsequent sections are devoted to the analysis of

and share of . individual industries.
employment by

broad Industry

growp -

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 largest 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 cent and woodsn 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(6.0 %), textile products (5.79,) and chemical
products (5.0%)." Within the métal products industry group, over 33 per
cent of units were engaged in metal fabrication anid 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, it has to be borne in mind that the survey data is confinsd
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 in importance
was non-metallic minerals (10.29%), followed by chemical products (9.7%)
and metal products (8.8%). Repair service and scientific and specialised
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jtems industries accounted for 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

1. Cotton textile .. 19.1 6.3
2. Wood and wood products 11.2 . 4.2
3. Metal products . 8.8 8.1
4. Machinery and fools 6.0 6.7
5. Textile products 57 4.3
6 Chemical products 5.1 9.7
7. Food products 4.6 7.2
8. Repair service 4.5 1.2
9. Leather products 4.4 0.8
10. Non-metallic minerals 4.4 10.2
11. Paper products and printing 4.2 2.9
12. Rubber and plastic products 3.7 4.8
13. Edible oil, tea and coffee 3.4 . 5.8
14. Wood and synthetic textile 3.0 2.5
15. Electric machinery and appliances 2.6 3.7
16. Basic metals ‘ 2.5 - 4.8
17. Transport equipment 2.3 2.5

18. Scientific and specialized items 2.1 1.6
19. Beverage and tobacco 1.4 11.1
All Industries 00.0 100.0

J—y

An attempt is now made to analyse the important factors affecting em-
ployment and production at the industey level. For this purpose, some of
the important per unit averages based on the survey data are

iﬁ‘alﬁ;sm“f analysed for major industries. The per unit gross value added
indpu(;mes 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 performance in

terms of gross value added or income generated 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 furpiture making

by manufacture  jndustiy (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 thotigh over 29.8 lakh persons were employed in the assisted sector of .
small scale industrial units as a whole, thé per unit average of paid employees
was only 12.8. As already mentioned, an important quali-

Size of employment fication to be taken into account here is that these figures do
not include self-employment 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 more significant in traditional
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 piresents something of a paradox. Of the total numter 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 ac 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 ‘tobacco’, with
widely different employment patterns. The industry with the second highest
average employment was ‘structural clay’ with 55 persons. This follows from
the fact that about 60 per cent of the units in this industry employed more
than 20 persons each.

One of the most important factors intluencing the activities of. manu-,
facturing units is the level and type of capltal investment. The average value
- of total fixed assets per unit in each industrial group has been
Capltal 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 81 per cent of the
small scale sector, accounted for only 37 per cent of the total investment in the
sector.  In other words, but fot 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 fixed asset was as low as Rs. 6,000 for handloom
cotton textile 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 7;), handloom cotton textile (45 %), beverage and tobacco (41%), wooden
furniture (37 ;) and structural clay units (28%). Similarly, the industries
where czpital 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 clectrical 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 predominantly 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 bigher levels of capital investment and output.

In the case of industrial units where investment in fixed assets is low and

the plant and machinery used for production purposes censist mainly of sim-

ple traditional tools, productivity measures may have only

Productivity of  limited validity. These measures can nontheless be used to

Iabour and capifal broadly indicate-the- relative position of different industries

within the sector. Labour productivity is measured for the

puxpose 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 asséts 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), synthatic textile (Rs. 9,800), industrial mac-
hinery (Rs. 9,400), containers and paper boxes (Rs. 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 the per unit invest~
ment was, in mest cases, significantly higher than the sectoral average. This
would suggest that the units in these industries were the more modern, more
sophisticated 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 orgamzed’
of the industries within the sector. :

For the purpose of the present analysis, labour-intensity of a unitis
measured in terms of the number of persons employed for an investment of
Rs. | lakh in fixed assets. Statement 2 appended presents
this measure for each of the industries arranged in descending
order. The values presented 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. 1 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.

Labour Intensive
Industries
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It may be of interest to compare the results of the Reserve Bank survey
with the datd from the Annual Survey of Industries (A.S.I.) available for the
latest year 1975-76. Since the A.S.I. covers all factory units

ﬁﬁ;‘{,’;‘}";‘,’,‘,’v‘g‘(‘,‘f registered under the Factories Act, the data collected through

Industries and the A.S.I. units may be taken as relating to the organized
g}ﬁ"" Bank factory sector. Units employing less than 10 workers are
y 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
sector (see¢ Tablz 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. coverage. 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 cerit of the total units emplo-
yed less than 20 persons. Although it is not possible to consider employ-
ment along with the use of power, it is clear 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 comparable averages of A.S.I. and R.B.I. Survey units

A.S.1. of 1975-76 - R.B.L Survey
Entire Factory Small Scale Small Scale  Tiny Sector
Sector Sector Sector (Investmentin
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
lakhs lakhs
Gross output per unit .. Rs. 41.47 Rs 12.5 Rs 4.34 Rs. 2.15
lakhs lakhs lakhs lakhs
Gross valueadded .. .. 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. 33911 Rs. 24,300
Gross valueadded .. .. Rs. 10,013 Rs. 5,001 Rs. 5,040 Rs. 4,080

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

Note : There are some difinitional & coverage differences between the two scts of data,
Fixed assets in Reserve Bank survey is taken as broadly comparable to ‘fixed capital”.
Og (/1\3[ while, ‘gross output’in the former is ‘output’ and ‘gross valuc addod’ is ‘valuc
added’.
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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 figures from the Reserve Bank survey being considerably lower
than those of the A.S.I. This obviously follows from the fact that in the
coverage of the Reserve Bank survey, small units outside the factory sector
predominated. However, a few per employce 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 very small or ‘tiny’ units covered an important segment of the

Reserve Bank survey, the broad features of the ‘tiny” sector

Tiny Sector may be seen 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 arsa with population upto 50,000. Since the classi-

fication of unite is not separately available according to the population cri-

terion, for the purpose of the following analysis, only the investmznt criterion
has been adopted.

In the Reserve Bank survey, about 89 per cent cf the units reported an
average investment upto rupees one lakh in plant and machinery. From the
point of location of the tiny units, 25 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 per 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) are presented in the last column
of Table 3. The data show that as is only to be expected per unit investment
and employment are much lower in the tiny sector than in the sectorasa
whole.

From the foiegoing analysis of the broad features of the small scale in-
dustrial units covered by thz Reseive Bank survey, it is clear that the small
Non-homogeneous scale industria_l sector  was ma{'kedly non-tomogeneous.
units Some of these industries were dominated by very small units,

which were more in the nature of artisan units than ‘industrial’
units. The non-homogeneous nature of the industries at the sectoral level is
characterised by the inclusion of the traditional industries dominated by arti-
san units using no power and a few technologically advanced industiies such
as sawing and planning, electrical motors and scientific equipment industries
where all units employed paid labour and used power in their production
processes. At the same time, some of these industries with a low level of tech-
nology also includes units with high investment and employment, which fur-
ther ecmphasises the non-homogenous nature of the scctor as a whole.  The
following Table illustzates this:
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“Table 4 : Industries dominated by small units

Percentage of Units

Paid employ- Fixedassets Usingno Using
ment i power  power
dustries Nil More Less Rs.1 ‘
Indusiria , than than lakh
20 Rs. and
1,000 above
Wooden & canebox making .. 74.4 2.2 70.4 3.9 76.0 24.0
Handloom cotton textile .. . 73.2 2.3 45.4 0.8 98.3 1.7
Leather.foot-wear .. . 68.8 1.3 64.2 0.9 97.4 2.6
Beverageandtobacco .. .. = 65.1 7.9 41.3 4.8 829 17.1
Allindustries e e .. 29.3 1.8  21.9 18.9 452 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
commercial 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 it 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 to 29.8

Summary and lakh persons as wage-earners during 1976-77, the reference

conclusion 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”, Rescrve Bank of
India Bulletin, April 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 [(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 mumber of persons employed 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
were 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 traditional industries where labour-productivity is also low.
In most of these cases, output at the unit level is less than the sectoral
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 characteristic renders the sector markedly
non-homogenous and resulis in a skewed distribution of all the charac-
teristics.
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Statement 1 :  Gross Value added, Investment & Employment in individual industry

APPENDIX

Per unitaverage

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)
1 2 3 4 5
Beverage & tobacco 235.8 99.03 43.3 2.38 5.44
Paints and Varnishes .. 233.5 18.80 330.3 12.42 0.71
Industrial machinery-food .. 192.7 20.45 218.9 9.42 0.88
Foundry casting 186.1 23.70 265.1 7.87 0.70
Drugs and medicines 180.1 17.46 267.0 10. 31_ 0.67
Industrial machinery-others 175 .4 23.03 248.3 7.61 0.71
Radio and television .. .. 158.1 17.54 157.0 9.01 1.01
Printing & dyeing of cotton textiles 155.3 19.33 124.8 8.03 1.24
Electrical motors .. .. 141.2 18.73 214.6 7.54 0.66
Electrical appliances 137 .4 22.60 238.4 6.06 0.58
Synthetic textile 136.4 13.92 185.0 9.80 0.74
Surgical equipments. . 131.6 16.62 217.8 7.91 0.60
Motor vehicle parts 131.3 18.20 231.1 7.21 0.57
Hardware manufacture 127.9 20.65 321.1 6.19 0.40
Acids and alkalies 126.8 18.13 391.2 6.99 0.32
Containers & paper boxes .. 122.8 13.44 162.3 9.14 0.76
Knitting mills . 115.3 12.75 121.7 9.04 0.95
Edible oil . 112.6 14.20 212.9 7.94 0.53
Bicycles, etc. .. .. 107.2 14.53 156.9 7.38 0.68
Structural clay products 93.1 55.09 78.0 1.69 1.19
Plastic products 91.2 11.92 172.6 7.65 0.52
Machine tools 90.0 12.81 181.0 7.03 0.50
Metal products 81.9 12.52 99.1 7.54 0.33
Metal fabrication 70.4 8.69 82.6 8.10 0.85
Cosmetics 58.9 7.13 65.9 8.26 0.89
Metal utensils 56.8 10.61 84.1 5.35 0.67
Textile garment 63.7 9.29 39.6 5.78 1.36
Agricultural machinery 50.7 8.23 75.8 6.16 0.67
Statione;'y & Printing 50.6 7.48 9.1 6.76 0.64
Book printing 47.7 8.05 94.8 5.93 0.50
Grain milling .. .. 32.9 16.59 90.9 3.10 0.36
Wood sawing & Planning 32.3 7.62 46.8 4.25 0.69
Motor vehicle repair .. 26.6 5.01 44 .8 5.31 0.59
Power loom cotton textile .. 26.4 5.63 26.2 4.69 1.0
Wooden furniture 18.1 4.02 14.1 4.51 1.29
Wooden & cane box-making 16.5 2.41 19.6 6.85 0.84
Handloom cotton textile 10.5 2.71 6.0 3.89 1.75
Leather footware 8.9 1.60 8.0 5.61 1.12
Al Industrics 85.8 12.79 89.8 5.14 0.73

1 Family & unpaid labour have not been taksn into account,
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STATEMENT 2

Measure of labour intensity and capital-output ratio

Labour intensity

Capital-output ratio

Electrical appliances
.Stationery printing .
Industrial machmery—food
Industrial machinery-others
Bicycles .. .. .
Foundry casting -
Electrical motors, etc. -.
Book printing

Containers and paper ‘boxes
Motor vehicle parts ..
Surgical equipments

Industry Persons employed Fixed assets
for rupees one
lakh in fixed Gross value added
assets

Beveragesand tobacco .. 228.7 0.184
Structural clay .. 70.6 0.838
Handloom cotton textiles .. 45.2 0.571
Wooden furniture 28.6 0.779
Textile garments .. 23.4 0.622
Powerloom cotton textiles . . 21.5 0.992
Leather footwear 20.0 0.899
Wooden sawing and Plannmg 16.3 1.449
Printing & dyeing of cotton textiles 15.5 0.804
Metal utensils .. 12.6 1.481
Metal products 12.6 1.210
Wooden box making 12.6 1.188
Grain milling . 11.6 2.763
Radio & television .. 11.2 0.993
Motor vehicle repair 11.2 1.684
Agricultural machinery 10.8 1.495
Cosmetics .. 10.8 1.119
Metzl fabrications 1 1.173
Knitting-mills 1 i .056

1.

1.

1.

1.

1.

1.

1.

1.

1.

1.

1.
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Synthetic textiles 358
Machine tool 2.011
Plastic products 1.893
Edible oils 1 891
Drugs and medicines 1.483
Hardware manufacture 2.511
Paints and varnishes 1.141
Acids, alkalis and salts 3.085
- All Industries 14.2 1.365




A STUDY OF THE CEMENT INDUSTRY IN INDIA
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. The 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 : -

(1) 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

@ Outlook for the future.

Mention may be made of a few limitations of a general nature. The
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 2 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 715 kgs. in Japan and 606 kgs. in Austria.

The cement industry has shown marked progress since 1961 as may be
Growth of secen from Table 1 and Diagram |.
the industry

* B.S.Nagaraja Rao is Director and Kamlesh Chander, Research Officer in the Com-
pany Finance Division If of the Department of Statistics.  The authors wish to acknowledge
the valuable guidance and encouragement received from Dr. P. K. Pani.




MILLION TONNES

TABLE 1: INSTALLED CAPACITY AND PRODUCTION OF CEMENT INDUSTRY

CEMENT INDUSTRY
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(Miilion tonnes)

Pro-

Year Installed R Capacity uti-
capacity -duction lisation (%)
1961 9.5 8.3 87.4
1966 12.6 11.1 88.1
1970 17.0 14.0 82.4
1971 18.5 14.9 80.5
1972 19.8 . 15.8 79.8
1973 . 19.8 15.0. 1758
1974 19.9 14.3 71.9
1975 21.2 16.2 76.4
1976 21.5 187 - 87.0
1977 21.9 19.2 87.7
1978 23.0 19.6 85.2

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 frem 9.5 million
tonnes in 1961 to 23.0 million 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
decline till 1974; there was a marked improvement since then, and it stood
at 87.7 per cent in 1977; the fall in 1978 could bz attrlbuted to addmons
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, mostly in the
. southern and western regions of the country. On the other
Locafional hand, demand for cement is more than production in the
Characteristics  northern and eastern regions, resulting in a regional im-

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

TABLE 2: REGION-WISE BREAK-UP OF INSTALLED CAPACITY,
PRODUCTION AND CONSUMPTION OF CEMENT IN 1975
(Million tonnes)

No. of Installed Produc- Con- Capacity
Region Units Capacity tion sump-  Utilisa-
' tion tion (%))
1. Eastern .. v .. .. 12 3.7 2.7 3.0 73.0
(17.4) (16.6) 20.3)
2. Westemn .. o . . 14 6.3 5.1 3.8 §1.0
(29.8) (31.3) (5.7
3. Northern e .. .. 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) (1:00.0)_ (IOOTO)

Such regional imbalanccs are expected to be corrected by taking care
of the “demand factor” while issving 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 proposed 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. Inthe wet process, crushed limestone, clay and water are

fed into grinding mills where the mixture is converted into

Manufacturing a thick creamy substance known as slurry. The slurry is

processinbrief  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, then calcined

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 pellets is
called ‘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 meal is mixed with water to form no-
dules. These nodules are then fed into a moving grate, through which 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 cither process is allowed to coo! and then fed
“into grinding mills, where alongwith a small quantity of gypsum it is rcduced
to very fine powder. Gypsum is added in order to control the sctting time
of cement during the placing of concrete and water.

The determinant in the choice of process is the water content of the pri-
‘mary raw material. If the water content is high, the wet process 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 consumes 20 to 25 per
‘Wet Process . ) ) . o gy
cent more fuel per tonne than dey 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 limestone
deposits, though all are 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 in 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 cement.
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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
g,o'l’,tr';%]es 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 pre-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 escalation 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. In order 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 tonnes)

Year ' > Production Exports pE:c%g{ztisg: sof
‘ ‘ production
196869 .. .. .. .. .. 122.40 2.32 19
196970 .. . .. .. .. - 138.00. 1.15 0.8
197071 .. .. e e .. 145.50 1.84 1.3
197172 .. . . . .. 150.70 1.99 1.3
197273 .. .. .. .. .. 15550 1.98 1.3
197374 .. .. .. .. . 146.60 1.24 0.8
197475 .. .. . ... 148.00 3.10 2.1
197596 .. .. . e .. 172.00 4.01 2.3
197677 .. .. o e .. 188.40 8.20 4.4
197778 .. .. .o o 193.18 8.10 4.2

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 {wenty years old. Imitially, IDBI planned to advance Rs. 200
crores per annum at a concessional rate of 7% 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 econemic 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 II: 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 33.59,. 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 Ist October 1975)
and higher production which was in turn brought by better 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 (11.3%) when the
sales stood at Rs. 348.74 crores (Statement 1).

The gross profits, after an initial increase of Rs. 0.55crore from Rs. 22.91
~ crores in 1970-71 to Rs. 23.46 crores in 1971-72, showed a continuous decline
thereafter 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 increase.
In the year following, these dropped to Rs. 18.11 crores before 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 after tax.
The 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. In 1977-78,
pre-tax profits showed an increase of 1879 and stood at 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 companies 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, therc was W1thd1awal from the past
savings. In 1977-78,.the retained profits were negligible at 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)

1970- 1971~ 1972- 1973- 1974- 1975- 1976- 1977-
71 72 3 74 75 76 77 78

1. Gross profits as parcentage
of Sales .. . .. 129 12,3 80 3.7 3.8 86 58 9.0

2. Gross profits as percentage of
total net assets .. . .. 9.7 95 63 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

* Numeratoris negative.

1 Net of rebate and discount and excisc duty and cess.
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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 manufacturers 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 1.11 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
51.9in 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

1970- 1971- 1972- 1973- :1974- 1975- 1976- 1977-
71 7273 74 75 76 77 78

1. Ra.tio of current assets to current
liabilities .. .. . .. 146 1.47 1.46 1.34 1.26 1.22 1.10 1.11

2. Debt as pereentage of equity .. 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. . . B,

Total net assets/liabilities of the selected cement companies amounted

to Rs. 303.17 crores in 1977-78 as against Rs. 257.98 crores in. the year

1973-74 (Statement 2). Net fixed assets constituted a lower

Pattern of Assets 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 crores 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
fl?(rlmat"’“ of fixed assets formation, gross and net, increased from 2.4
financing per cent and —1.0 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 per cent in 1977-78.  The rate of inventory accumu-



176 RESERVE BANK OF INDIA OCCASIONAL PAPERS

lation exhibited a rising trend 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. However, owing to the
marked fall in inventories, capital formation rates, gross and net, declined
to 0.9 and —2.9 per cent in 1976-77 and 2.3 and —0.3 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 —13 —1.0 - 4.2 1.5 1.6 1.8
3) Inventory accumulation 9.7 9.0 8.3 9.9 10.1 — 9.4 — 3.9
4)- Gross capital formation 5.1 4.6 3.7 7.0 5.2 0.9 2.3
5) Net capital formation .. 1.9 2.1 2.3 6.3 4.8 —2.9 — 0.3
Ratios )

1) Gross fixed assets for-
mation as percentage of . .
total uses of funds . 44.2 71.2 35.8 71.2 30.3 126.9 56.6

2) Gross capital forma-
tion as percentage of
total yses of funds . 71.9 120.5 71.0 105.3 56.0 35.8 41.1

3) Externalsources of
funds as percentage of
total sources of funds .. 16.1 21.2 104.0 80.8 34.4 69.3 22.0

4) Increasein bank bor-
rowings as percentage of
total external sources of
funds .. ..

* Numerator is negative.

10.6 * 27.6 * 7.7 189.3 *

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

Cost-Structure  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.



CEMENT INDUSTRY 177

TABLE 7: EXPENDITURE COMPONENTS AND PROFITS AS
, PERCENTAGE OF VALUE OF PRODUCTION

1970~ 1971- 1972- 1973- 1974- 1975- 1976- 1977-
777 713 14 75 76 71 18

i)} Raw materials, components,

etc. consumed £. . .. 17.5 16.4 17.6 20.9 .19.7° 19.1 19.1 21.0
i) Powerandfuel.. .. .. 199 19.6 19.9 20.8 23.1 24.3 26.1 24.4
iii) Othermanufacturingexpense‘s":1,9.31 21.0 21.5 20.5 19.9 ‘21.1 21'.4 19.1
iv) Salaries, wagesand bonus .. 10.3 10.3 10.8 12.0 13.0 11.6 11.4 10.8
v) Employees welfare expenses . .

(including providentfund) .. 1.5 1.5 .1.9 2.0 2.0 1.6 1.7 1.8

vi) Depreciation .. .. .. 6.4 59 56 5.1 49 37 3.4 3.4
vi) Interest charges.. .. .. 3.8 3.7 3.8 3.9 3.9 32 3.6 3.4
viij) Otherexpenses .. .. .. 13.8 14.4 16.2 16.5 14.8 11.6 13.3 13.0
ix) Profits* .. .. .. .. 75 7.2 27 + 4+ 38 0.1 3.3

, Operating profits less other income. '
+ Indicates that numerator is negative.
_ £ Includes value of stores and spares consumed.

*

Section II: Quantitative aspects pertaining to capacity, sales realisation
~and constructional and operational costs.

-~ The cement mdustry witnessed a gradual 1mprovement in capaclty
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 mllhon tonnes’
m 1974 to 19.2 million tonnes in 1977.

' The distribution of the 18 selected cement companies accofding 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 for 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),

Factorsaffecting  based on the data for the years 1975-76 and 1976-77 of the
Plant size selected compames is shown in the Diagram appended.
All these companies are fairly old. Seventcen of them were

incorporated in 1958 or earlier and the remaining company in 1962. The
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DIAGRAM 2 A
RELATIONSHIP BETWEEN PLANT SIZE AND CAPITAL AND PRODUCTION COSTS
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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 costs,
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 conmnotes a special
function which can be put to no alternative use in case the project proves
uneconomical. Therefore, all the variables 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
gl;_"g:'vql;mﬂ the trends revealed by the production and prices data for

Index Numbers the cement industry (Table 9). The steady increase in
of Production utilisation of installed capacity which was in turn reflected

in improvement 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 for 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.

* For an econometric analysis of production and cost functions, ploaso seo appendixe
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Section IV : OQutlook for the fature

It was noted in Section 1 that the installed capacity of cement industry
increased gradually from 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
Sement consumption lagging behind production, about 4 to 5 lakh
po‘s?tion 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 largely 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, reversing 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 under 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. 7lakh 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 to import
2 million tonnes of cement during the current year to ease the shortage.

_ The Government has taken the following measures to bridge the anti-
cipated gap betw;en demand and supply of cement. 1. Incentives : Thecash
- Incentive scheme to boost production, grant of assistance to

Gove:;lgetl;t the cement industry for the use of furnace oil during period
rmeeasmedy 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 is sought to be minimised by split-location of new plants i.e.,
clinkerisation at one place and grinding units near major consuming centres.

3. Banor exports : In order to increase the overall availability of cement,
the export of cement, except to Nepal and Bhutan, has been banned.



CEMENT INDUSTRY 183

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
Ist 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 atiract 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 to greater con-
» struction activity, while indigenous production is expected
?fg;‘&ns to 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. '



RESERVE BANK OF INDIA OCCASIONAL PAPERS

184

LL-9L61 ‘Setuedwo) pawry anqng 251e7 Jo saduvur],

B T T NS
So1uBdWOD UIEld) ‘g /- 0} /- o] I

sau13s [erousnbminb oy; yjoq 03 uowwod jou e yorym sar Telx 8L R.mﬁh 5 cmmm wmmw«oﬂzm CIne 10 e e O
S[onde oY) 01 ptuwl 0q AW 6OUSIYYOI ‘SWUDT SNOIIBA JO suonmysp pue s1deouod 103 (])

NNQZ
S Com 3 nml Omnbl h@a [— Wﬁfn» S0 .- .. pauieiadl quOun.m AQV
o o % it 9 Ve 33 8¢, S souaIojolg (1)
98¢, L2%9 99 L8 L8°€ 06' LS 70’ o _ frmuplo (1)
98'L 9¢9 18%9 80°1 €L vZ9 0£°9 - TED o spwpiAld (o)
s 9L 0L'tl SET— LET— LIS 9501 Ler vttt ot swloyesigolg it
Tyl 899 €9 L8T 91 8r'€ (453 8S°€ o © uomsiAoxd xe] s5a7 "07
ps'zz ¥8°L £L°07 T8 aT— $9°g 8291 SE9T Do XE1olIopeq s1joid 6]
18°C 1 06'v. S 79— 8S € v (—)oyop/(-+)snidins Suneredo-uoN  *8
£L°61 039 £8°ST 9 — 05— L0 STl 11°91 v v swoldSupersdg g
99°T1 IET1 096 758 9°L L 0T'L 089 - . . isaIoM] §597 ‘91
6£°1€ 1181 €¥'ST ob's TIL -6S°ST 9IrET 16°CC . .. .- SjgoId sS0ID ‘1
T8°11 $90°T £6°01 0301 666 YOI T eVII 6€°T1L ot uorsiaoid uonealde P
86 It 8Lyt 89°CE 6£°CE V' Ie sciLe 887 D sosuedxo 100 €
zI'9 og’s 8% SEY L6°E 19°¢ $6C ILT B ** Sosmodxo aIvjlom
(S99£07dWo PUE PUNJ JUSPIACI] ‘7]
6E°LE ys'se SHvE 9.'82 6v'cT (43 ¢4 L8561 LT81 T snuoq pue soSum ‘sdlreres C[[
6E'S 0I°9 SIS S8°T 8E°T 6. 9 10% *t sasuodye Supnpenurw YO ‘0
0Sb3 SS18 9L 76°08 oY $8°8E 08°L€ 08°s€ B . . lenjpue Jomod °6
609 6L°09 0L'LS £0°Iy 99°L€ yoeLE 10°€ ra i . powmsuod soleds pue s9I0)§ g
S9°TL 1L°6§ 08°‘9s SE‘Ey W0°IY 8PpE 0L TE 0T°I€ . N tt o ** pownsuod
*019 ‘syueuodmiod ‘sjeiIojewr Mry L
. SNOILVIYdOUddV ANV TANLIANTIXA
86°LSE £E°0%E oTLoE 08°'€cT 87861 - IL'861 PP S61 181 . SNOILVIIdOdddY ANV
: FINLIANAIXE/ANOINI TVIOL "9
18 $+0°1 06y 8% 99— 8¢ £ B /4 (~—)ndyep/(+)sardins Sunerodo-uopny ¢
o' 659 09% 86°C €8T €LT STT 08°C . . . smodul 1M1 b
LL'9VE 0LTIE IL'L6T £2°022 LO96T 0bs61 9I°€61 8b°8LT . (¢ + 1) wononpouxd jo snjep ‘¢
96 1— ¥s— 6LT oL~ 0 8¢ 01z . 8T "ttt -+ 'ssorgord-ur-yrom
put $po03 paystay Jo 30035 jo onjea
) . . ut (—) 95BAIVD 10 (4) oseaJouy -z
PLSYE el 66T $6°0zC £0°p61 861 90161 0z°8LL R - - speS ' -
NOLLDNAOY¥d 0 ANTVA ANV TINOINI
811161 L1961 91561 SLHL6] VL-€EL6] ELTL6T TLUIL6T 1L-0.61
(s3odnt jo siyje)

40 SINNOJOJY NOLLYIMJO

8L-LL6T OL 1L-0L6] ‘SAINVJINOD ONTUNILD
UddY ANV TINLIANIIXA ‘NOLIDNAOYd

VAONVIN INIINAD 8T
40 HNTVA ‘HINODNI QANIFINOD

‘T INHINALVLS



185

CEMENT INDUSTRY

“WwayI WIEW oY} 0} dn ppe jou op swa}1-qus ayj - ‘pejussaid a1e Sws)Y pIoales Aluo jo sdo-yeaiq oyl, . JION
‘Spiemuo ;/-9/61 EoC SAJASOI OOUBMO[ JUDILISOAU]

* y ¢ 'S 80°L Ste (£33 LBT e t - = s2dUE[Eq AUTY PUT YSED O
.__w.w Mm.m mﬂnw mw._ I 81°C 61°C I£T .- - : : sjesse PBIPO ‘N
— —_ = — S6 — — — . . ?e_m.é.a Xy} Jo 35 xﬁ.oESE Jo duespy N
£ 11 6511 09‘8 bS‘s b6'6 8p'01 P01 001 o sjuoun)saAu] "]
$0'09 8pLS 86'SS 19°th ey 8s°or 9Ty |1 4.1 o 82:“_2 .83% 1oyjo pur saoueApE pue sueoy 3
ELL 716 968 68'S YIS 16°S 99° 09 . a "= spoof pausiurd
SOl 434 8PPl os‘rt ZETH LY TT LE°6 9¢'6 . o .- "R "mEogano) sjeusjeWl MeY
$o°LL SL08 80°68 $6°08 99°€L 66°L9 LET9 L89S . " . ' sopojueAu]  °f
£l TUIel 60°6Z1 SILTI 10°CTL £TECT 98Tl ¥6°9C1 o . - . . ©+ spasse paxiy PN I
9179t 1) 37 I ‘Epl 6L'SET €L°STL PLSTI 00°60T S1°86 . . .- . uoistaoad uonerdidoq $so7 "H
IZ°S0Z  SO°961  Ov°L81  66°LL1 LISO1 L0091 I8l $Ziost . - X ESE%E pue jueid “yoiym JO
69°S6T  SI'PRT  SSTUT  b6IIT LY 6'IPT  98°€ET  60°STT T . : : SJISSE PIxy) ss01n D

SLHASSV

LI'E0E  68°I6T  YET6T  TC'89T  86°LST  06°LbT VIOV STULET . n ** SLASSY / SALLITIAVIT 1VLOL
0r or 6 L [ & 1 I I o e . SIDUIGRI] JUSLMI-UOU SNOMB[IISIIA  “d
IL‘201 €L°T8 8I‘s8 8°bL €I'6S 'S ' ob 09°9¢ vt v ** SaDIQeL] JUdAIND 130 pue Sanp 3per, H
bLL 9T'l $0°1 08 9 |53 144 €@ ) T JUSUIUIOAOD)-WAS PUE ROWLLINA0H
ol TI°Il 16°LT YTt £9°6C 89T rA X1 SI‘IE . e -+ 'sorousSe pruonnipsuy
65°0T 89°0b 0.3 L8°LT 1.1 80°LT LT LERLT . . . o o X syueq
€6°8L €p'b6 89°c8 8T'S8 L6P8 P78 9L'48 8€°S8 e ot v " . v ssumosrog
SE'6 v6°t 0z's 8 — 6s 181 [43 .- Qﬁ-oEOo:_ 3o 9ouEApE O 19U) yonEXBL,
01T 9E‘PL 08°stT 96°‘8 ir'e €56 z8°‘6 L . . - I SUOISIAOLT  *D
9107 9T yLi1Z £0°cT 79°€C P0'ET 6£°27 P17 ottt OAIBSRI 9)egRl JURWAORAR(T
66°Tt 881t 0T'op I6°EE 09°0r €697 ov'Ly 89'vv - i v . - snjdins pue s9A1S9Y ‘g
PT°9 ¥Z°9 ¥T9 T 00°9 v6°S 86°S 209 - . . . ssusIsloly (q)
SI‘I9 S1°6S €1°6S 20°6S 08¢ £8°L8 £8°1C zZiL8 . : v oo o Aleuplo (®)
6€°19 6£°69 LE°C9 97°69 8049 LL'E9 18°€9 $T't9 . B e o T [epde0 do-preq
WL 0v's9 8£°9 8C's9 60°v9 8L°€9 869 STE9 : . " : . [epded areys (v

mm:bdmﬁq ANy "TVLIdVD
8LLLOT  LL9LGL  9L-SL6T  SLVLGY  PLEL6L  €LTL6T  TLIL6L  T40l61
(seodnu jo syyeT)

8L-LL6Y OL 1L-0L61 ‘SHINVAINOD ONIMALIVIANVIN INFWID 81 JO LAAHS IINVIVE QANIAINOD ¢ T INFIWHLVIS



RESERVE BANK OF INDIA OCCASIONAL PAPERS

186

e e e e s e, B

‘WS urelr syy 01 dn ppe J0u Op SW)-qus oY) ¢ pojussedd o1e Swo1 pagosles A[uo jo sdn-3volq oyy aJON

*sonss1 10u SnSIIdWwod AJUIvIAl 4

"SPIBMUO [/-9/6] WIOI} OAJOSOI GOULMOJ|® JUSUNSOAU]

8L°8 0S°T €67 or'[— £9°c 86— S6 - seouvIEq AUEq PUS YsT) “jy
89 € — 61 2 01— [I— — . e .. -+ sjassE HYO 1
9 — 06T 9 or I— ps— 9 — or " n . Tt sjuammsauy cy
95°C 081 LET1 6€°T $9°T 88— vy S3JUE[E| 10}GIP JOYIO PUT SIDUCAPE PUE SULO]
IV~ 81 LO°E yi— 44 (%4 901 . . n . Spoo3 paysiuly
£z 99° T — z — 8I¢ S8 01T — Tt '010 ‘syuauodwos fsjenisien mey
I~ £E°'g— PI‘8 6T°L L9°s 196 1SS . - . . SILIOJuSAN]  °]
9I‘6 $9°8 or'6 8°T1 0L LO°E 91°L ©T o (Arounprw pue jur(d Yowym Jo)
SSIT @o°IY 19°6 61'SE s [18] w's o . o s)asse paxyy ssoan ‘H
SUNNA 40 SAsn
oot vI'6 69°1€ - SEIT T191 op°TI ¥8°61 SANNA 40 SASOQ/SAIANOS TVIOL
— I I 9 —_ — —_ SONIHYE JUSLING-UOU SROSUTIPISIA] D
86°61 SYT— 9¢°01 OL'ST 88°CY 08y P8'c SIPHIGE] JU2IND PO PUT SINP IpLay, “f
8t t44 k4 ST %49 9 I JUDWUISAOL)~1LUOS PUL JUSWIUIDAO)
06— 6L9T— LO°T 09T 81‘c— I€c— £0°c— o " '+ Sopuede jeuonnisuy
60°07— 86°T1 8 PRe— 79y £€9— ¥e ' : o . syueg
0s‘ST— SL'8 14 | £3 95T SET— 79— . . X . sdummosiog g
— (4 11 811 i€ r— £ — > v .- slondes dnpregy g
8p'p €€'9 68°01 STLI SL9T w'e 8I°c . - Tt SHDAUNOS TVNYILXA
I¥'S 9z’ 1— 1399 £0°1 bt I— T 0€T (¥e}-atu00ul JO 9OUBAPE JO 19U) uONLXLY
€16 LS6 L9°L 90°01 669 PL'6 $8°01 . . ©T uonepdde(y
I8°ST €I'g ISP 0801 69°S sh'6 Pl . . o . suosmorg "o
I~ 87— 61— 65— 8¢ 9 $6 . xOATOS0T 0312QO) JuswdoloACt
68°1— T€e's— 62°9 0L'9— £6°0— Ly— LT .. - Snjdans pue saanssy g
gaﬂ . —_— — — — — O@ .o .. . —dumﬁs Q:-ﬂmﬁ& .<
%w'st 187 0802 or'y b9 — 86°S 9991 : T SHDMNOS TYNYALNI
e - SANNA 40 SHOUNOS
_BULL6L  LIOI6  9ISL61  SLVL6T  bL€L61  SiTL6l zi-Liel ,

(s32dn1 jo spje)

8L-LL6Y OL 2L-TL61 ‘SANNI A0 SASN ANV SADANO0S : € INAWALVLS



CEMENT INDUSTRY 187

APPENDIX

PRODUCTION AND COST FUNCTIONS

Mathematical forms of production and cost functions are frequently em-
pirically worked out to 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 to 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, it 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 to vary all the input services. In this situation, the cost behaviour is
analysed with pariicular 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 to 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
to 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 constani over large ranges of oufput, so long as the business
continues to 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 6utput are rather probably lower in majority
of industries, the greater the scale of production ofthe plant or the firm, is

1. P.W.S. Andrews. Marnnfacturing Business, (The Macmillan Company, New York,
1949), p. 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 specia-
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.”’®> 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™
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 observations on cost and output which satisfy the following conditions
enunciated by J. Johnston :

“@i) Thebasictime period for each pair of observations should be one in
which the observed ouiput was achieved by uniform rate of production within
the period..........

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

(éi)) '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.

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

2. {b.z%l;ngo??’smtistical Cost Analysis, (McGraw— Hill Book Company, Inc. NewYork,
3. P. Sargant Florance, The logic of British and American Indust n
Paul Ltd., London, 1953., f. 142. merican Industry, Routledgo & Kega
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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 small 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 facior prices. .. ... Published information, if it exists at 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. Amnother im-
poriant 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, butit 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-
nicalchange. 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 were, 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.”’

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

4. J. Johnstonm, ibid, p. 27, 28 and 29.
5. 1. 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 (quantity/value) asthe dependent variable and only capitaland 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

All these cost functions with capacity utilisation as an additio-

worked out.
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 1 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 of social 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 Organisation on the basis of the 1971
census data. The Survey data revealed that the houses of atleast 22.9 million
houscholds 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 regions 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 Teviews the state of available houses of weaker sectiont
in the rural areas on the basis of the data collected during the All-India Debt
and Investment Survey, 1972-72 and published by the Reserve Bank of India.?
Estimates of financial requirement for provision of better-houses to 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 II, 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 IIT deals with
the financial aspects of the problem and Section IV presents conclusions.

*  G. A. Kelkar is Research Officer in the Division of Field Surveys of the Economic

Department.
This is an abridged version of a study, ““Housing Problem in the Rural Sector”,
prepared in June 1977 inthe erstwhile AIDIS Cell of the Economic Depariment and
circulated for internal use in the Bank.

1. The “Weaker section” is defined, for the purpose of this study, as the group of rural
households owning assets of less than Rs. 5,000/-

2. All-India Debt and Investiment Survey, 1971-72—Statistical Tables relating to Area
and Value of Buildings & Structures owned by Rural Houscholds as on 30th June
1971, published in 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 investigatos either
on the basis of statements by the respondents or were based on an on-the-spot
judgement of the investigators. Assuch, 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 0.23 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
variation as high as 13. 7 per cent in Gujarat. Inthe 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 II 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 REPORTING HOUSEHOLD —ALL-INDIA

(As on June 30, 1971)

Proportion of Area in Value Value per
Category of household households sq. in sq. metre
_ reporting metres* rupees (Rs.)
(per cent)
Cultivators .. .. .. .. 98.2 82 2,122 25.88
Non-cultivators .. - .. 80.7 57 1,197 21.00
All Rural Households .. .. 93.4 76 1,900 25.00

* One sq. metre is equal to 10.764 sq. fect,
Source : AIDIS, 1971-72,

3. Relates to house for residential purposes onl i
C y and does not include houses used for
garm ornon-farm business. The house area comprises area of rooms including closed veran-
ahs and balconies. The value relates to that of entire premises including house sites.
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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 forthe 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 2: SIZE AND VALUE OF RURAL HOUSES (ALL HOUSEHOLDS)
. (JUNE 30, 1971)

STATE Propor- Area of Value Value Persons Percent- Percen-
tion of house of persq. per100 ageof tageof
house- (insq. house metre house- house agricul-

holds metres) perre- (Rs)  holds holds tural

report- porting (Census from labour
ing house- data) the house-
hold ‘Weaker  holds

(Rs.) Section’

to total

rural

house-

) ) holds
1 ¢)] 3 @ &  ©® O}
1. Punjab .. 95.1 116 3684 31.76 607 42.2 .25.8
2. Uttar Pradesh . 96.8 91 2283 25.09 559 40.1 8.1
3. Andhra Pradesh 93.5 85 1264 14.87 489 64.0 23.1
4. Karnataka .. 86.8 82 1819 22,18 563 54.0 . 19.3
5. Rajasthan .. 96.2 80 2141 26.76 576  38.1 3.3
6. Bihar .. 98.1 79 1808 22.89 576 51.0 13.4
7. Jammu andKashmir.. 98.8 78 3484 44.67 . 598 18.3 0.7
8. Madhya Pradesh .. 94.4 75 . 1533 20.44 543 45.7 10.3
9. Haryana .. 95.6 72 3246 45.08 654 34.4 14.7
10. Orissa .. 95.5 72 1068 14.83 528 64.7 12.1
11. Kerala . 90.8 67 2973 44.37 596 52.6 3.8
12. Gujarat | . $9.4 67 2510 37.46 578 46.1 18.3
13. Assam - 90.2 67 1426 21.28 602 53.2 6.2
14. Tamil Nadu .. 88.6 66 1254  19.00 470 67.7 26.6
15. Himachal Pradesh .. 96.0 63 5738 91.08 542 14.7 0.6
16. Maharashtra .. 91.1 61 1662 27.25 551 49.6 19.8
17. West Bengal .. 90.3 56 1699  30.34 565 62.1 17.4
All-India* . 93.4 76 1900 25,00 552 51.3 14.6

* Data are inclusive of Manipur, Meghalaya, Tripura, Delhi, Goa and Pondicherry.
Source ; 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 groups?) 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 indicaie 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 little
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 cultivator
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 Puﬁjab form -
Group 1. 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 different 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 Gujarat was much higher than
that in this group.

4. Theso asict groups arc: (1) upto Rs. 500, (2) Rs. 500 —- Rs, 1000, (3) Rs 1000 —
Rs. 2500 and (4) Rs. 2500 — RS 5,000,
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In Group II are included the States of Uttar Pradesh, Bihar, Madhya
Pradesh 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 valuye of the house may be attributed to steady income on
account of longer perlod of employment in view of irrigational facilities or

operation of coal mines.

Rajasthan and Gujarat, in which arid tracts are prominent, form Group
IIL. . 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 II.

‘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 III, 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 cultivators® in Tamil Nadu, the value
of the house of cultivator household at Rs. 1016 was less thanhalf of that of his
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. In 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 i 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 p]antatlon 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 Iow value.

The features of foregomg analysis are summed up in the following :
(1) For all asset groups taken together the averagesize as also the value
of the house 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 cent of the cultivator houscholds in Tamil Nadu were
tenant cultivators.
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(with assets over Rs. 10,000). The house of cultivators in the asset group
of Rs. 5,000—Rs. 10,000 was smaller and- also-the value was much less
than the house of non-cultivators. - (2) Geographical location and income
rather 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. 3,000/-. (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.

Agamst 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 restncted to variations in the value of the house only, since the area under a
house as also the 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 four asset groups. Of these 39.5 million households,
51. 8 per cent were cultivator households, 27: 6 per cent agncultural Iabourers,
4:2 per cent artisans and 16.4 per cent others. Households in these four asset
groups in Bihar, Karnataka, Kera.la, 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, Weést Bengal 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)
réported ownership of a house. - However, judged from the value of the house
reported by these households, partlcularly by those in the three lowest asset
groups and cultivators in 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 entlrely with mud walls. The ‘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
reportmg cultivator household varied between Rs. 236 in Kamataka and
Rs. 466 in Punjab.  Only in three States of Punjab, Jammu and Kashmir and
Himachal Pradesh the value exceeded Rs. 400. As against this, in the case of
non-cultivator households in this asset group, 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 Tamil
Nadu. - In as‘manyas 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.

. The houses of non-cultivator households in the asset group of Rs. 2,500-
Rs. 5,000 were generally more valuable. 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 Nadu and Assam were of a poor quality and were worth less than
Rs. 700.

In Table 5, a comparison 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 categomes in the asset group of Rs.
5,000 Rs. 10,000 which, as indicated earlier is taken as representatlve of anorm
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—Rs. - 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
the 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 inthe case
of non-cultivators may be " attributed to the additional investment: in - houses
in the asset group of Rs. 5000-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 ver cent for non-culti-
vators.

State-wise, among the cultivators the disparity in the value of houses
owned by the households 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.. 5000 and. Rs. 5,000-Rs. 10,000 was less than
50 per cent.

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



204

“CLIL6T ‘SIAIV ¢ 9danog

E.Gaoanom pue eop ‘myioq ‘einduy, ,w?_aauou& <ndruepy 10§ vEp vaio& ®

RESERVE BANK .OF INDIA OCCASIONAL PAPERS

0°860¢ 6 ToET €95 v'19 $'6% 9'8¢  0'SI 0°€T £9 ver 0 OupuEnv
6°€£07 6°8011 L'y 9:'09 L°0¢ v 6t s°61 1°€C 6°8 €Tl Wessy .2
6 1¥8¢ 8 19t1 TES 8¢9 (A2 1944 <81 95T 8L €l : jeSueqg oM 91
' - IA dNOYO
L 69S€ L'ST0T €vs 9°29 8°¥T §°8¢ 811 9°5¢C 6'v 791 NpeN {lurey, Mw—
v L09Y 93T 8¢S 0¥ 627 £LZ Lot 9°€1 od 89 : LA 2
. , A dN1OYO
#0587 L79011 8°¢s $§°68 A7 V9t v yi 6°'tT 19 L2l ** gsepeld ®IYpuy gl
L IETT 0'6IEI 9°19 $°8S L'8¢€ £°¢h Lot LA 0°6 31 o *tooeyejedrey gl
6°8¢Ct | A YA 8¢S 7°89 682 1°8¢ N4 6T 9 1€l elyseEqeiN [}
Al dNOYWD
9°6€£€€ 9°'G8¢T 6°9% LTS /c.vu VIt $Cl £°81 9P b6 °t ©+ueyiseley Oy
- §°508¢ v 99b1 6°05 6'8¢ $°8T 6°8¢€ 9°€1 9°¥vT 09 8T e . jeienn g
. 11 4N0uo
(443 (A L9Tll §°LS. 1719 1oy 114 v IC LSt L8 S°€l tt eSO "8 .
9°7ZET S 104011 8°€9 €19 L9t 1tk “1 61 8°9¢ 98 Y1 't Usopeld BAUPEN 'L
T0S1¢E 8°SLET 1°65 699 9°0¢ o' LSt £'9C 'L R 20 Ieqig g
6°690€ £°00ST c'19 8¢9 867 9°'1p . 6°S1 0°'¥T L'9 € ¢l : ysspeld JeN] °§
. : I dNOYUDH
$°ET8T 6°T7£61 2°89 98¢ 0've 6°0p 911 £ Ic 89 — © Iuyse)] P nuwer -y
0°SLOt " 1861 £°9§ €18 1°8¢ %> 8Pl L'ST $'9 €¢I : . vuvAleH ‘€
£°8EPE €°L861 I°ss (4% '8¢ L'8C €Vl b €T LL - : e qefung -7
$ 8997 7°6S€T b'SL 1oL TLE €°0¢ 681 8Ll 76 - © ysspeld [eqorvWIH T .
. . . - 1 dN0YOD
01 6 8 L 9 $ v ¥ z I
© sio3eA SIOJEA - SI0JEA ©. sIoA . .- sIojea
~f SIO1RA: . -pno SI0JBA ~Hnod - si0jeA - slojea’ =jno SIOIRA
~UON -npy | -uON e ~UON SRED . -uON Y - -UON . -0
T 000°0T SH R . . T dNO¥D LISSV/ILVIS
—000°S ‘S B—Sw 195SE o) ‘ . .
ut pjoyssnoy Bunsodar rod oSﬂn .mm 005’ ‘T o% T S9 —000°1 15y So; mx Sm Y 008 'S4 —0
_seadnd ur gsnoy Jo onjep -

(oo 10g)

00001 mxlcgm SH .mO dNOUH LASSV AHL

Zn FNTYA THL IO OLLYVH V SY aiassTIIXH SdIO¥D LISSV ISAMOT 3004 FHL NI meOI 40 WD.:S 'S ATAVL



‘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.
(covermg about 22.9 million houses) was very poor. This is seen from the
fact that in all the States and in all the categories the value of the house was
Iess than one-half of the value of the house of the corresponding households
in the asset group of Rs. 5000-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 I
Estimates of houseless households and measures taken by the Government

According to the Survey data, about 5.1 million households did not own
ahouse. Of these, 19. 5 per cent were cultivator households. The main rea-
~sons for not possessing a house’could be (a) lack of financial resources, ()
tenancy cultivation, .(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 housecholds were
~ from the three lowest 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. :Amorg 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
cach 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 Pradesh,
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 citedas the main -reason for the relatively large number of
houseless households in Tamil Nadu. In- this State 38.1 per cent of thetotal
rural households had assets of less than Rs. 1,000.
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TABLE 6: ESTIMATED NUMBER OF HOUSELESS HOUSEHOLDS IN JUNE 1971
{In thousands)
» - ‘Asset Group of (Rs.)
0-500 500- 1000~ 2500- Total 5000- 10000 Total
1000 2500 5000 ofcol- 10000 and
Category : umns 1 above
' ‘ to 4 .
. 1 2 3 4 5 6 71 g
. Cultivator households 211 108 206 -178 '~ 703 - 152 138 993
lv ultivator ho ‘ . (15.1) ; (19.5)
2. Non-cultivator households 2682 457 539 263 3941 104 57 4102
: : (84.9) . T (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 i : :
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

Non-cultivators

Cultivators All House-
: holds
No.(In Percen- No.(In Percen- No. (In |

thousands) tage to thousands) tage to thousands)
T total total .
1 2 -3 4 5
1. Tamil Nadu . 114(11.5) 15.5 622(15.1) 84.5 736(14.5)
2. West Bengal .. 97(9.7) 16.4 496(12.1) 83.6 593 (11.6}
3. Karnataka . . .. 101(10.2) 18.3 450(11.0) 81.7 551 (10.8)
4. Maharashtra . 8(8.1) 14.9 457 (11.1) 85.1 537 (10.5)
5. Uttar Pradesh 98(9.9) 22.4 339(8.3) 77.6 437(8.6)
6. Andhra Pradesh 54(5.4) 12.4 380(9.3) 87.6 434(8.5
7. Gujarat .. . 28(2.8) 7.0 373(9.1) 93.0 401(7.9)
8. Madhya Pradesh .. 88( 8.9 26.7 241(5.9) 73.3 329(6.5)
9. Kerala . .. 68(6.8) 28.2 173( 4.23 71.8 241(4.7)
10. Assam 105(10.6) 54.7 84(2.0) 44.4 190(3.7)
11. Orissa 50(5.0) 29.9 117(2.8) 70.1 167(3.3)
12. Bihar e 37(3.7) 22.7 126(3.1) 71.3 163(3.2)
13. Rojasthan .. 37(3.7) 31.1 8 5 2.0) 68.9 . 119(2.3)
14. Punjab 12(1.2) 15.8 64(1.6) 84.2 76( 1.5)
15. Haryana .. - .. 7 5.0.7 -14.9 40(1.0) 85.1 47% 0.9)
16. Himachal Pradesh 5(0.5 26.3 " 14(0.3) 73.7 19(0.49)
17. Jammu & Kashmir 3(0.3) 50.0 3(0.1) 50.0 6(0.1)
AllIndia@ ..993 (100.0). 19.5 4102(100.0) 80.5 5095(100.0)

f
i

@ Including data for Manipur, Mecghalaya, Tripura, Delhi, Goa and Pondicherry.

Figures in brackets are percentages to All-India,

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 ccultivator 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 households 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 of employment opportunities.

Information in respect of occupied residential houses was also collected
in the 1971 census. Such houses® 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 Vvacant or. .where 1o person was residing at the time of visit
of the enumerators. - At the same time, the data would include. workshops,
factories, garages, shops, depots, etc., where one.or more persons like watch-
man, -peon, driver, attendant, etc., wére living. - These facts will have to be
borne in mind while analysing the census data, . In Table 8, the census data on
the number of rural households are Juxtaposed against the number of occupied
houses; In col. 4, the 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 at 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 for census 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 agrlcultural operations at an end. Another
reason for the diffefence could be in the coverage of rural households. The
Survey estimate of number of tutal households at 77 millions was less by 25
lakhs than the fiumber of rural households enumerated in the census due to
exclusion of certain areas for the purposes of the Survey and difference in time
of enumeration.

‘ State-wise, according to the census ddta 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.’5 of the Table 8) do not collaborate this with the proportion of house-
holdsreporting owned houses being higher than the ratio of occupied housesto
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 ouf assumption that many of the tenant cultivators or labourersin
these States were oc'c‘u'pying the tenements owned. by the landlords.

A census house is a building or a part of a building having a separate main entrance
from the road or common courtyard, or staircase, etc., used or recognised as a separate unit.
‘However, all the structures within an enclosed compotmd but-with a separate entrance were
treated as separate cénsus houses.
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TABLE 8 : HOUSELESS RURAL- HOUSEHOLDS

(Ceénsus  1971)
Proportion’
' of rural
No: of No.of Column2 Column 1— households.
STATE rural occupied asper- . Column2  reporting
households  houses  centag (ifi'lakhs)  residential
(in lakhs) (in lakhs) of- Buildings
’ ~ columi 1 (AIDIS .
. , -Data)
1 2 3 4 5
1. Uttar Pradesh 135.9 119.0 87.6 16.9 (24.6) 96.8
2, Bihar .. 88.0 74.4 84.5 13.6 (19.8) . 98.1
3. Madhya Pradesh 64.2 57.6 89.7 6.6 (9. T 94.4
4. Maharashtta .. - 63.0 57.9 91.9 5.1 (7.4 91.1
5. Andhra Pradesh 71.8 66.7 92.9 5.1 (7.4 93.5
6. Tamil Nadu .. 61.1 56.6 92.6 4.5 (6.6 88.6
7. Orissa .o .. 38 34.2 89.8 3.9 (5.7 95.5
8. Karnataka .. .. 39.4 35.9 91.1 3.5 (5.1) 86.8
9. West Bengal .. . 5.0 56.1 95.1 2.9 &2 90.3
10. Rajasthan ‘e . 36.9 35.5 - 96.2 1.4 2.0 96.2
11. Gujarat = .. . 33.2 32.1 96.7 1.1 1.6) 89.4
12, Kerala - .. <. 30.0 29.2 97.3 0.8 1.2§ 90.8
13." Punjab - .. . 17.0 16.2 . 95.3 0.8 (1.2) 95.1
14. Haryana e . 12.6 11.9 94.4 0.7 (1.0) 95.6
15. Jammu & Kashmir .. 6.3 5.6 88.9 0.7 (1.0) 98.8
16: Assam .. .. . 22.6 22.6- 100.0 0.0 (—) 90.2
17.  -Himachal Pradesh 5.9 5.7 96.6 0.2 (0.3) 96.0
All-India .. .. 796.0 721.3 91.4  68.7 (100.0) 93.4

- (Fgurm in brackets are percentages to All-India)

The above analysis brings out that : (a) roughly the number of houseless
rufal 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 the country, () the
problem of houseless houscholds was acuté in the Statés of Tamil Nadu, West
Bengal, Karnataka, Maharashtra and Gujarat. ‘

. With that idea of the extent of houselessness in rural areas on the basis.of
two sets of data, we may now 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 havé to 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 theérefore, 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 949
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.in lakhs)

Estimated Average FEstimated Number Increasein

: rural size of number of ofrural the number
STATE popula- rural rural  households  of rural
tion by family households in1971  houscholds
19381 @ (census by 1981 census between
1971) (col. 1=~ 1971 and
col2) 1981 (col. 3-
: col., 4)
1 2 3 4 5
1. Andhra Prades .. 403.7 4.89 82.6 71.8 10.8
2. Assam .. .. . 182.2 6.02 30.3 22.6 7.7
3. Bihar .. .. .. 603.9 5.76 104.8 88.0 16.8
4, Gujarat .. . 2313 <« 5.78 40.0 33.2 6.8
5. Haryana .. .. 100.9 6.54 15.4 12.6 2.8
6. HimachalPradesh .. 38.9 5.42 7.2 59 1.3
7. Jammu & Kashmir .. 47.6 5.98 8.0 6.3 1.7
8. Karnataka . .. 260.5 5.63 46.3 9.4 6.9
9. Kerala .. .. 212.7 5.96 35.7 30.0 5.7
10. Madhya Pradesh ..o 432.4 5.43 79.6 64.3 15.3
11. Maharashtra .. o 397.8 5.51 72.2 63.0 9.2
12. Orissa . .. 243.3 5.28 46.1 38.1 8.0
13. Punjab .. . 118.4 6.07 19.5 17.0 .. 2.5
14. Rajasthan - .. =~ .. 272.8 5.76 47 .4 36.9 10.5
15. TamilNadu .. .. 313.8 4.70 66.8 61.1 5.7
16. Uttar Pradesh . 899.7 5.59 160.9 135.9 25.0
17. West Bengal .. .. 407.8 5.65 72.2 59.0 13.2
All India .- .. 5239.0% 5.52 949.1 796.0 1

&
LW

@ Census of India 1971 India Series I Paper 1of 1979. Report of the Expert 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.

Afnong 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 15-3 million would be new households,
most of whom would need financial aid for housing. Thus, by the turn of this
decade there would be need to build at 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 dueto
limited financial resources, it was left to State Governments to do somethingin
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 another 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 resources 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
1o 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
Territories 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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- Inaddition 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 weavers. Some State Governments also launched
special schemes involving mass participation to construct houses for 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
Karnataka 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 im the whole country
by 1978 as against 5.1 million households who had no house in 1971. The
Village Housxng Projects scheme covered only 5,000 v1llages out of over 5lakh
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.

Sectibn Hi}
Financial Aspects of the Problem

As mentioned earlier, during the Second Plan, an amount of Rs. 10
crores was allocated for the village housing scheme. =~ However, this formed
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.
Only in the last two years of the Fourth Plan, a ‘Crash Programme’ for pro-
viding house sites 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 progiamme 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 rural Louseholds, thereby resulting in a huge
backlog.

The 1971 census revealed that out of the total housing stock of 74.4
million vnits in rural areas, 43.6 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 from this, 4.6
million households of the weaker section did not own any shelter. In addition
to these 27. 5 million households in need of new houses, there would be an esti-
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.mated increase of 15.3 million households as was seen in the earlier Section
during the decade 1971-81.  Further, houses of many of the cultivator house-
holds in the asset group of Rs. 2500-Rs. 5000 were 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 Re. 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 reporting house-
hold is inflated to Rs. 3,056, commensurate with the increase in the index
number? of cost of consiruction of rural -buildings (Table 10). For compara-
tive purposes, it may be noted here that twelve dwelling units for the economi-
cally weaker section have been built in 1977 in Sultanpur Resettlement
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. Asindicated 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 Jevel 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, becausc 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.

, 7. The index number for construction cost of rural buildings is compiled by the Natio-
nal Income Division of the Central Statistical Organisation. For the ycar 1974-75, the
latest year for which this index number is available, it was 255.4 as against 168.3 in 197071,
We have inflated 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 steel, wood work, etc., during the period 1975to 1979. We could not,however,
gg:tt, nrllformauon regarding rise in the construction Jabour costs. Thisis a very broad calcu-
fon,
P 2;. Annual Report 1977-78, Ministry of Works & Housing, Government of India,
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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.
metres.  The higher cost per unit (as compared to our estimate of R.s. 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 house 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.

Of the total expenditure of Rs. 13,090 crores, the beneficiaries may be
expected to contribute about 10 per cent® which works out to Rs. 1310 crores
or about Rs. 306 per household as could be seen from Table 11. It
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 thelines of “Kitty Bank

TABLE 11 : SOURCES OF FUNDS

Total Per household
(R»s. Crores)  or Unit (Rs.)

1. Total estimated expenditure .. .. . .. 13090 3056
2. Ofitem 1 beneficiaries’ cash contribution at 10 per cent 1310 306
3. Voluntary labour coniribution estimated at 3.3 per

cent of the total expenditure ‘e .. .. 430 - 101
4. Financial assistance required [ Item I—(Item 2 -+

Item3)] .. . . . .. .. - 11350 2649
5. Annual financial requirement if the programme is

spread over 10 years .. .. .. .. 1135
6. - Annual governmental assistance in the form of subsidy .

at the rate of 25 per cent of the financial requirement £ 285 662*
7. Gap in annual requirement (item 5—item 6) .. .. 850 1987*

* Relates to total loan/subsidy per household.
£ The subsidy granted under most of the rural development schemes isaround 25 per cent.

9. 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 Committee on Performance Approach to Cost Reduction in
Building Construction appointed by the Government of Kerala in 1972 estimated the share
of labour supplied from home at 3.08 per cent. {On these basis we have taken 10 per-
cent as beneficiary’s contribution and 3.3 per cent as voluntaty 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 S0 paise every day. The amount so deposited may be collected by
the Society/Bank once in a week and adjusted in the loan account maintained
for cach 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 ic realised that collection of .
funds under this scheme, though seemingly simple would present operational
difficulties.  Firstly villagers gencrally have very little faith in the sponsored
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 in the rural areas in vecent
years'? 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 could be reduced with the 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 cent™ of the total costs could be met by such voluntary Jabour 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 grants/subsidies from the Central and State
Governments.

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 construction 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 construction of houses in rural areas appears as an
enormous amount. Increased awareness towards the problems of houses for

10, Asin June 1979, there were 13,333 branches of commercial 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
inter alia rural housing schemes.’®  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 im-
plementation of village housing projects and for the construction of houses
for the cconomically weaker section of the society.

Because of the magnitude of the problem 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 the 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 instalment would be quite small and

within the capacity of the borrowers.

The housing programme in rural areas will inevitably need a sizeable sub-
sidy component since sucha programme has to benefit poor households, who
cannot bear the burden of a large loan. It would appear that at 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 croies will have to be
in the form of a subsidy from the government. This amount 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 should 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 as suggested by the
National Commission on Agriculture, could co-ordinate the work of finance
and construction of houses through Zilla Parishads, Panchayat Samitis and vill-
age panchayats. The administrative machinery of the Small Farmers Deve-
lopment Agencies may also be of help in this regard. The establishment
of rural co-operative housing socictics may not be worthwhile, as it would not

i S g e o e s L e <= e e e+ - . - - -

12, The banking system fimance towards house construction activities both urban
and rural -~ is, however, restricted to around Rs. 75 crores per anhum,
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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 discussion reveals that the level of living of the house-
holds is reflected in the wide inter-state variations in the average value of the
house. Infour States, viz., Punjab, Haryana, Jammu & Kashmir and Hima-
chal Pradesh, the average value of the house of a rural household cxceeded
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 finance was the
most important, as nearly 82. 5 per cent or 4.2 million houseless households
were from the three lowest asset groups. Among these 87.5 per cent were
non-cultivators mostly agricultural labourers. The houseless households
were telatively large in number in four States of Tamil Nadu, West Bengal,
Karnataka and Maharashtra. Tenancy cultivation or bonded labour system
in some of these States also could be one of ths causes.

Though houselessness was not a serious problem, the condition of the
houses reported by the 22.9 millicn households from the three lowest asset
groups was deplorable in so far as the value of their house was not even half
of the value of the house of the norm for village 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 an
estimated expenditure of about Rs.13,090 crores on the basis of about Rs.3,056
per house. Even assuming that 10 per cent would be the beneficiary’s contri-
bution and another 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 an annual governmental subsidy at the rate of 25 per cent of the financial

requirements the gap in financial requirements would be of the order of
about Rs. 8§50 crores per annum.

Better housing in rural areas would lead to more employment and income
of families. It will also have a healthy impact 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 the rural arcas. The invest-

ment of Rs. 11,350 crores on rural housing over a period of ten years. would
have its rewards.



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 various 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 distributions so derived. In conse-
quence, only the asymptotic properties of these paramcters arc known.
In practice however, one has to work with finite samples and sometimes the
available data do not exceed even 20 observations. The distribution 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 distribution of random
numbers to be associated with the specified economic relation; (i7) the
drawing of a finite sample of these numbers from the assumed distribution
and associating them with the relation; (iii) the estimation of the parameter
set implied in the economic relation and (iv) comparing the same with
the known parameter set which is fixed @ priori. This process, known as
‘experimentation’, can be repeated with different finite samples of random
numbers being associated with the relation. Thus, one could arrive at a set
of parameter estimates with sample drawings of random numbers. The
distribution of estimated parameters miay, in turn, yield information on
an empirical basis on their bias, efficiency, and related properties. A very
commonly used hypothesis in econometric methodology 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 statistical
and econometric work.

The problem of generation of random numbers from a normal popula-
tion with a specific mean 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

* D. Ray is Research officer and K. S. Namboodiri is staff officer in Econometric Division
of the Department of Statistics. The authors are grateful to Dr. P. K. Pani 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 uniform
distribution in the interval (0, 1) is, of course, assumed. In other words,
we have assumed that a sequence of random numbers X;, X,, X;.... ...
can be gencrated from the distribution, (uniform density of function F

dF=dX  0<X<Il ........ (1)

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 sequence of random numbers X, X,,........ XN, from
(1), then, for sufficiently large N, the statistic Y wherc ’

Y =VTIN (R0.5) s eeeeeeeannl ?)
1
andle—\—I(X,-}—Xz—f—....‘......XN).... 3

will be approximately distributed as N (0, 1). In our prcseni 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 numbers (X, X,) drawn from (1). The mathematical
transformations between the two pairs which yields-this results are:

Y,=(—2 Log, Xt Cos 2 0 Xy ........ |
O]
Yo=(—2Lloge X} Sin2 = X, ........

R

This gives Y{#+Y 2= —2 Log, X,
Or X;=.— 3 (Yi#+Y59)

1 Y,
X2 = 2—7; tan_l _‘Y—?—

The relationship between the frequenicy distributions of the pairs of random
variables (X,, X,) and (Y, Y5) may bc shown in the following manner.

"The joint probability distribution of X, and X, each foilowing (D) can
be written as ’ '

dF::dXL dX2 0< Xl’ X2<1 P e e s (5)
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If we made the transformation (4), the joint distribution of Y}, Y, can

be written as
dF = “1%1‘ dY, dY, ..(6)

where J is the Jacobian of the transformation given by

oY1 P
bX1 bx2
‘ Yo QY2
xX, WXg

Now the value of J may be cvaluated as

—(=2008: X0t 0005 X, _(—210g X} 27 Sin 2 X,

X
; ! (D
= —~(_—_%_1_;>(ge_X_1)_‘}__ Sin2mx,  (—2log. X)t2x Cos 2 X,
1
_ 2
Xy
Substituting the value of J in (6) we get
dF (Y, Yg) = ——X, dY, dY,
2
1
= ‘2—n—e——% (Y2+Y3?) dy, dy. --(8)

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

N©, 1.

Test for normality and Randomness

Before testing the normality and randommess 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 moted. 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 normality is carried out
with the help of Pearsonian x2, which compares the observed frequency
with the expected one from N (0, 1) defined on a set of class intervals.
The observed and expected frequencies are given in the following table:
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Table 1: Observed frequency as generated by Method 2 and expected frequency

Class Interval Observed Expected

Frequency Frequency
< —3.0 1 v 1
-—3.0 — 2.5 4 ' 5
—2.5 — —=2.0 12 17
—2.0 — —I1.5 39 44
—1.5 — —1.0 108 92
—1.0 — —0.5 162 150
—0.5 — 0.0 184 191
0.0 — 0.5 180 191
0.5 — 1.0 151 150
1.0 — 1.5 94 92
1.5 — 2.0 48 44
2.0 — 2.5 12 17
2.5 — 3.0 3 5

= 3.0 2 1

TOTAL 1000 1000

The calculated value of x2is 8.89 which is less than x%0.05 with 11 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 numbeis from
N (0, 1), it is enough if we show that the numbers are uncorrelated among
themselves. For this purpose, the autocorrelations’ (r) of upto lag 24
have been calculated and are presented in Table 2. '

Table 2: Autocorrelation upto lag 24

Lag Autocorre- Lag Autocorre- Lag Autocorre-
lation lation lation
1 0.00 9 0.06 17 0.00
2 -—0.01 o 10 0.06 18 —0.01
3 —0.01 11 —0.01 19 —0.00
4 —0.04 12 —0.03 20 —0.02
5 —0.02 13 0.01 21 0.03
6 0.00 14 0.02 22 0.09
7 0.01 15 0.02 23 0.04
8 0.02 16 0.01 24 0.00
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We know that the autocorrelation of lag K (K=1,2, ........ ) cal-
culated from a set of uncorrelated n numbers follows asymtotically a ncrmal
distribution with mean zero and variance 1/,. 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 the
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 normally disiributed 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 deviates’'—Annals of Mathematical Statistics—Vol. 29,

1958.
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BOOK REVIEWS

“Fipancial Ratios as Predictors of Borrower’s Health——w:ith'
reference to Small Scale Industries in India”—V. S. Kaveri—
Sultan Chand & Sons, New Delhi—Rs. 70—232 pages

This book contains the author’s work for his doctoral dissertation
and as such, begins with a survey of earlier attempts by researchers towards
enhancing the quality of ratio analysis. The author attempts to 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 firm/corporate body, bankrupt'cy/insolvency‘pc_>31tion/
failure to repay loans, the present work identifies scope for predlct.mg 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 the
and concludes that all of them hold good: S

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

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

. (¢) Financial ratios are the predictors of a borrower’s health.

(@) df 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 original 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 is that private limited companies and partnership
firms manage funds better than sole proprietory 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 that banks define (p. 27) ‘good’, ‘irregular’ and
‘sick” accounts in the following manner:

(@) A ‘good’ account is one whose outstandings are within the drawing
power or the limit sanctioned.

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

(¢) A Ssick’ account is one which maintains irregularity for longer
period.

The above definitions, besides being somewhat crude, do not really
reflect the prevailing banking practices, although the avthor has claimed
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” .omnly 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 1:1 and a
worsening total outside liabilities to net worth ratio. According to the
definitions mentioned by the author, “irregular” accounts become “sick”
if irregularity is maintained for a “longer period”. The distinction sought
to be made is rather vague and does not lend to opérational guidance, since
“longer” is not defined. Besides, the existence of irregularity for a “longer
period”’ (however defined) is 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 advances departments of banks
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would know that particularly in the case of this sector, ratio analysis is
hardly used for follow up purposes and even where used, attention is con-
fined 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). In 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 lo 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 wonder whether
the efforts of the author which have gone into the building up of his mocdel
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 to 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 crore, 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 complled by most of the small scale units in
time;. besides, there is no uniformity in the structure of the statements which

isa prcrequisife 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 4 couple of profitability ratios in ordinary conditions. However, if one
wishes to present’ a picture of analysis as it ought to be rather than 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, dependmg upon the state of the unit and it 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 thmkmg, 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, cost of production 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
equlty-total outside liabilities (pages 78, 80) which cannot be the case. To
the financial analyst, the term ‘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 financial
analyst (pages 55, 60 and 62). It is doubtful whether the ratio net working
cap1ta1/net 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 related
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 turnover/fixed assets, the fixed assets should be treated comnsis-
tently as either the numerator or denominator (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 liabilitics ratlo and not ‘net worth/
debt ratio’. Again, to say that sick firms suffer from shortage of working
capital and that there are chances of using long-term borrowing resources
to finance working capital .(p. 204) is mnot 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 reqwrements 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 put 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 matter 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 s1ckness.

—-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 Planning’>— 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 the
attempts always bring the desired results fo the tax-payer is another story.
Now perhaps success could be considered 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, with the aid of his experience, 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 bebind 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 more 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 find 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 alternative 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 as also various methods of
tax planning for businessmen and professionals have been scparately
considered in details,
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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 realisation
that tax planning is ““an exercise of highly intellectual disposition and a com-
plete legal thinking”. Being aware of this, the author has made no secret of
the fact that the ““treatise is primarily meant for Indian Tax Planners”. He
has alsoadded 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 successfully lead the estate owner through the “imtricate
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. Ina critical study like this, word-
to-word reproduction of lengthy statutory provisions may appear a little out-
of-place; as it tends to hamper the contiguous flow of exposition.

~ The printing is good and the getup' superb. In fine, for saving more,
spending Rs. 60/~ is worthwhile.

S. R. KOLARKAR*

* §. R. Kolarkar is Assistant Legal Adviser in the Legal Department.
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Money Supply in India : Concepts,
Compilation and Analysis
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 amalytical
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 light 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 annexure to the Report of the second

Working Group.

Copies of the Report priced at Rs. 7/- each in
India and $ 1.75 abroad (including postage) are
available from the Director (Administration), Fconomic
Department, Reserve Bank of India, P.B. No. 1036,
Bombay 400 001.

Cheques payable at Bombay should be drawn in
favonr of ““Reserve Bank of India”’.
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