








































































































































































































































































































































































































Determinants of FDI

Higher the labour productivity of the sectors, higher will be the FDI inflow to that
sector. This happens particularly with the foreign firms, which are interested to

exploit the abundant potentially skilled labourer of India to maximize their profit.

WA: Wage (WA) is one of the cost determinants of FDI inflows into the sectors and
i1s believed to bear a negative impact on the FDI flow. This include all remuneration
capable of being expressed in monetary terms and also payable more or less regularly
in each pay period to workers (defined above) as compensation for work done duning
the accounting year. It includes (a) direct wages and salary (i.e., basic wages/ salaries,
payment of overtime, dearness, compensatory, house rent and other allowances); (b)
remuneration for the period not worked (i.e., basic wages, salaries and allowances
payable for leave period, paid holiday, lay-off payments and compensation for
unemployment, if not paid from sources other than employers); (c) bonuses and cx-
gratia payment paid both at regular and less frequent intervals (i.e. incentive bonuses,
good attendance bonuses, productive bonuses, profit sharing bonuses, festival or year-
end bonuses etc.). It excludes lay-off payments, which are made from trust or other
special funds set up explicitly for this purpose i.e., payments not made by the
employer. It also excludes imputed value of benefits in kind, employer’s contribution
to old age benefits and other social security charges, direct expenditure on maternity
benefits and creches and other group benefits. Traveling and other expenditure
incurred for business purposes and reimbursed by the employer are excluded. The
wages are expressed in terms of gross value i.e., before deduction for fines, damages,

taxes, provident fund, employee’s state insurance contribution etc.

(P/E)NP,/E,)
where P stands for production index and E stands for employment index.

{2) Another method is to use the reciprocal of = output per man-hour” as a measure of labour
productivity. Thus, we measure man-heurs expended per unit of output, which 15 calied “umit
labour requirement”. An increase in the unit labour requirement index of the current year to
produce the base year output will show a decline in productivity and vice-versa. But, the unit
labour requircment can be allocated in a number of ways to produce different complex of goods,
i.e. Base year complex and Current year complex,

Buse Year Complex: Z ¢!, /z qg.,l, = Z q .1, /Z m,
Current Year Complex:

Z qil,/Z g 1, = Z ’”:/Z g .l

Where, q = Quantity of output produced.
L= Labour input requirement
M= The man-hours used 1n the production of q.
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Summary. Conclusion and Policy Suggestions

effect on the out put of these sectors. However, the results show a posttive co-
integrating relation between FDI and GO in the sectors like FP, TE and IN. This
may be due to the advent of better technology through FDI, in these sectors, which
has helped them to grow at a faster rate. On the contrary, FDI has a negative
relationship with EX in three sectors namely, TR, CH and FP. But there is no
positive relation between EX and FDI in any other sectors. This may be due to the
export requirement policy of the government. Thus, if the government is persisting
with its policy of export compulsion at least in these sectors, the goal cannot be
achieved, as FDI does not promote EX in these sectors. As far as the co-integrating
relation between FDI and LPR is concerned, the result shows that two sectors i.e.
TR and ME have a positive co-integrating relationship where as two sectors i.e. FP
and IN have a negative co-integrating relationship. The positive relationship
imphes that FDI has helped to raise the LPR in the two sectors and thus is will be
appropriate to encourage FDI in these two sectors. But the negative relationship of
FDI and LPR in the two sectors calls for a judicious wage rate in the sectors, since

FDI is supposed to raise the LPR.

The result also shows that FDI has a positive co-integrating relationship with
the other variables like GO, EX and LPR in two sectors namely, TR and ME,
where as it has a negative co-integrating relationship in two other sectors i.e. FP
and IN. This implies that FDI has a positive contribution in transport and
metallurgical sectors, but it has affected the food-processing sector and the
industrial machinery scctor adversely. There is the absence of any co-
integrating relation in other sectors. The result of the Panel FMOLS also
suggeslts that the flow of FDI has not helped to raise the GO and LPR, rather it
has an adverse impact on the export of all the sectors. The panel co-integration
result also reveals that there is no co-integrating rclationship among the
variables like FDI, GO, EX and LPR in all the nine sectors. When there is an
increase in the output, export or labour productivity of the sectors it is not due
to the advent of FDI. Thus, it could be concluded that the advent of FDI has
not helped to wield a positive impact on the Indian economy at the sectoral

level.
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sopendice-

reducing the role of public sector 1s that private sector operations are comparatively more efficient wr
that private markets encourage an optimal allocation of resources This s particulariy true o mar.
low-income countries where the role of the State has grown far bevond its capacity Agan. th
proceeds of privatization represent a non-inflationary source of financing for the budgetary deficns. 1.
achicve t, government expenditure as a percentage of nationsl income 1s reduced, production anc

provision of servicesure shifted from the public to the private sector. and unnecessary gosernmental

interference 1s removed from the private sector

Similarly. the structural adjustment process beheves in the market forces and attempts to bring
prices in hine with the market conditions - admimistered prices are done away with This in tum, calls
for removal or reduction of subsidics and price control, and the introduction of. and or increase 10,
user's charges for public services.

Last but not the teast, opening of the economy to foreign trade and 1m estment improves the
performance of the cconomy in the sense that free access o imports and the discipline of foreign
competition help improve the efficiency of domestic production. Foreign investment alleviates pressure
on the balance of payments and bridges the technology gap. Structural adjustments involve relaxation,

or removal, of restrictions on foreign trade and investment.
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APPENDIX 4.2

The strategy of reform introduced in [ndia in July 1991 presents a mixture of macroeconomic
stabilization and structural adjustment: or 1n other words, both the short-term, and the long-term
objectives guide 11, In view of the policy-makers, *stabilization was necessary n the short-run to restore
balance of payments equilibrium and to control inflation, although the reform measures were equally
important in the medium-term if the economy was to grow and become competitive in the world” (GO,
1993). From this viewpoint, a number of reform measures have been introduced in different sectors of

the economy. The important ones are mentioned hereunder.

Fiscal Reform:

Let us begin with fiscal reforms that were emphasized in view of the high rate of inflation and seriously
distressed balance of payments in the early 1990s The basics of economics tell us, that greater the
fiscal deficit, larger 1s the government borrowing from the Reserve Bank of India (RBI). The greater
the amount of borrowing the larger is the money supply and higher is the rate of inflation. Similarly,
fiscal deficit is closely linked with the worsening of the balance of payments. Expansion in aggregate
moeney supply and aggregate demand results in higher import demand. On the other hand, inflation and
thereby, increased cost of production reduces the competitiveness of exports resulting in a trade deficit.
Fiscal deficit alsc leads to greater cxternal borrowings and somcetimes, commercial borrowings when
ofticial development assistance 1s not avaitable to the required levels. Consequently, servicing of the
debt burden becomes ncreasingly ditficult. The outflow of foreign cxchange has a deletenious effect

upon the balance of payments.

The stauistics show that fiscal deficit during FY [990-91 was as large as 8.4 per cent of GDP.
[t was over twice the level of mid-1970s and over one and a half times the 1981-82 level (GOl 1963).
Naturally. the aim of fiscal reform was to correct the fiscal imbalances. It envisaged a reduction in
fiscal deficit initially by two percentage points. This was 10 be achieved through containment of
government cxpenditure and augmentation of revenues, curbing conspicuous consumption and
rcvcrsmgthe downward trend in the share of direct taxes to total tax revenue. The initial steps were in
the dircction of reduction of fertilizer subsidy. abolition of cash compensatory support for exports,
abohtion of subsidy on sugar and disinvestment of a part of the government’s cquity holding in
selected public sector undertakings. The Government accepted i 1991-92 almost all the major
recommendations of the Tax Reforms Committee headed by Raja Chelliah and implemented most of
them subsequently. The purpose was to raise revenue through better compliance in case of income tax,

excise and customs as well as to make the tax structure stable and transparent.
Monctary and Financial Sector Reform:

Measurcs to contain the growth in money supply were taken through both fiscal and monetary

disciplines. To this end, quarterly targets for RBI credit to the central government were set along with
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targets for bank credit to government. Monetary reform aimed at doing away with interest rate
distortions and rationalizing the structure of lending rates. In the pre-reform period, government
borrowing was donc at administered interest rates while the lending rates for the commercial sector
were high. The new policy attempted to apply market-related rates to government borrowings, an
appropriate example of which was the 364-day Treasury bill. Besides this, 1t tried to reduce the number
of lending rates, which were as many as six at the time of launching of the reforms. Initially, they were
reduced to three with the ultimate aim of reducing them to only two- onc being the general rate, and the

other being concessional for the weaker scetions of society.

The monetary policy reforms weat for reduction in statutory liquidity ratio (SLR) and the cash
reserve ratto (CRR) in line with the recommendations of the Narsimham Committee Report of 1991
During the mid-1991, LSR and CRR were very high. High SLR helped mobilize greater resources for
the central and the state budgets, while high CRR helped check the expansionary effect of the budget
deficit on money supply. But since they pre-empted a sizeable portion of banks™ resources and diverted
them to low-income earning assets, profitability of banks was badly affected. To ensure profitability,
banks had to raise interest rats on lending to the commercial sector that created further problems. In
view of this, SLR was to be cut down in stages over a three-year period form 38.5 per cent to 25 per

cent. The CRR was to be axed to a level below 10 per cent over four years.

Besides the above. the new policy tricd 1n many ways to make the banking system more
efficient. It brought in greater competition among the three constituents of the banking system — public
scetor banks, private sector banks and the foreign banks, and attempted to ¢liminate administrative
constraints. The branch licensing policy was liberalized to help rationalize the existing branch network.
Banks got frcedom to relocate branches, open specialized branches and set up controlling offices
Speaial tnbunals for recovery of loans were set up. Guidelines were 1ssued for opening new private
scctor banks with the 1dea of making them more viable. New accounting norms regarding classification
of assets and provisions for bad debt were introduced in tune with the Narsimham Committee Report.
The burks were cxpeeted to meet capital adequacy norms at par with the international standard under
which they had to maintain unimpaired mimmum capital at least equal to 8 per cent of the total of risk-
weighted assets und other off-balance-sheet exposures. In case the capital of the banks was found
imadequate, additional capital was to be mobihized from the capital market in the form of new equity, or

1n other words, through the disinvestments of government holdings in the capital structure.

Reforms were not limited to the banking sector alone. They permeated to the capital market as
well. An clement of liberalization was introduced into the system through the repealing of the Capital
ssues (Control) Act, 1947 and abolishing the office of the Controller of Capital Issucs, With this,
companies no longer needed government approval for approaching the capital market. The companics
issuing securities were free to fix price and premium. The rcforms went on to permit companies to
approach the international capital market through the 1ssuc of Euro-equities under the Global

Depository Receipt (GDR)/ American Depository Receipt (ADR) mechanism.
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However. reins were not loosened completely and sufficient care was tuhen to check
malpractices. The Securities and Exchange Board of India (SEBI), which had been set up in 1988 10
regulate the capital market, was given statutory powers to rationalize stock exchange. This institution
look @ number of steps to ncrease transparency in the system with a view i promoting healthy
practices. speedier transactions, and ensuring tmproved services and greater protechion 1o investors
Some additional steps were taken such as the inspection of mutual funds and stock exchanges,
registration of intermediaries, disclosure of material facts by sccunity-issuing companies, adherence to
code of conduct by the merchant bankers, permission to forcign institutional mnvestors (Flls) and

toreign brokers to operate in the capital market
Industrial Policyv Reforms

The New Industriul Policy (NIP) was announced on July 24, 1991 in the parbament. This pohiey reform
stressed the removal of major hurdles in the way of industrial production, making this sector
internationally competitive in terms of price and quality. For this purposc. delicensing was introduced
on a sigmibicant scale, cxcept for a foew industries of strategic importance  Delicensing, howcever.
necessitated fling of an information memorandum with the government while setung up or expunding

an mdustrial unt

The new industrial policy removed most of the restrictions that had becen imposed on the
inflow ot forcign technology and investment through the amendment 1o the Forcign Exchange
Regulation Act (FERA) in 1973, The cerhng on toreign equity participation was raised to 51 per centin
normal cases and even up to 100 per cent in special cases. Provision was made for automatic approsal
of forcign collaborations where the foreign cquity participation was limited to 51 per cent of the total
cquity. Besides this, the area of operatons of foreign investors was widened 1o cover trading and
services, power, ail production, and refining and marketing., Automatic approval was also ginen to
technology agreements in high-prionity industries and those involving a lump-sum payment of up to Rs

10 mithion and a royalty payment of up to 5 per cent of the domestic sales and 8 per cent of exports

The policy-makers realized that the Monopolies and Restrictive Trade Practices Act wis a
major hurdic in the way of industrial production as big industrial houscs were not allowed to set up
new units i many fields. Though the Act has been abolished in the interests of industrial development.

there is a commission te control unfair trade practices.

Last but not the least, the new policy reinterpreted the role of public sector units in a way that
is relevant to the present needs of the economy. Despite the fact that the public sector unus have had a
role to play in fostering growth and preventing concentration of wealth, a host of accompanying
problems ultimately told on their productivity and some umis were even rendered sick The new policy
took all these facts into account and provided a few guidelines. First, eleven out of seventeen industries

reserved for the public sector were thrown open to the private sector. Secondly, the policy encouraged
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disinvestments of government holdings in the equity share capital of public sector enterprises. This was
imtially in favour of mutual funds and other institutions, but later, in favour of public in general.
Thirdly, the public sector umits were provided greater autonomy of management that could be helpful
for generating reasonable profits. This was to be achieved through a system of Memorandum of
Understanding (MOU), which provided for an agreement between the enterprisc and the concerned
Mimistry for minimizing governmental interference, but at the same time making, the enterprise
accountable 1o the government at the year-cnd. Fourthly, the new policy showed concern for the revival
of sick umts. It brought public sector units under the ambit of the already existing Sick Industrial
Companies (Special Provision) Act. 1985 and the Board for Industrial and Financial Reconstruction
{BIFR). The Sick Industrial Companies Act was further amended in December 1993 to facilitate early
detection of sickness in companies and speedy enforcement of remedial measures on the basis of the
recommendations of the Omkar Goswarmi Commuttee 1n the months preceding December 1993, As per
the provisions, sickness was to be reported to the BIFR which, in turn, was to recommend the closure
of non-viable units and for the revival of viable units. The interest of the retrenched workers was to be

protected through assistance from the National Renewal Fund {STA newsletter 2000).
External Secror Reform.:

The external scctor reform s the main arca of concern as it is closely related to FDI. It may be noted
that the policy reforms touched upon every aspect of the balance of payments problem. Maost
signiticantly, the exchange rate was rationalized. The rupee was depreciated to remove maladjustment
between the real and the nominal exchange rates. The depreciation of the rupee was followed by its
convertibility on current account. First. it was made partially convertible, and then, after a year, 1t was
made fully convertible mainly on trade account. By mid 1994, the rupee was made fully convertible on
all current account transactions. The rationalization of process also included a shift to the system of a

managed floating exchange rate. All the above steps aimed at encouraging foreign exchange earnings.

Imports were liberalized to give a boost to the domestic production. Tariff was axed with a
view 1o arresting the cost of production within meaningful limits. These were accompanied by various
eaport promotion measures. In casc of invisibles, the strategy was to lmit the inflow of cxternal loans,
particularly non-concessional loans. so that interest payments remained within manageable limits and
then gradoally began 1o shrink, improving the net carnings from invisibles. Morcover, overseas
operations of Indian companics were encouraged to give boost to investment income. Thus, through
restructuring trade and exchange rate and encouraging the invisible carnings, the new policy aimed at

reducing the current account deficit.

The IMF was approached in 1991-92 to meet the deficit and resolve the immediate crisis.
However, from the medium and long-term points of view, the new policy stressed on forcign
imvestment rather than external assistance. Servicing external debt had been one of the key factors

behind the balance of payments crisis.
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The area for the operations of foreign investors was widened as also their stake in the [ndian
enterprises increased through raising the cerling on their participation n equity capital. Automatic
approvat of foreign collaboration agreements in certain cases was added encouragement for an inflow
of forcign direct investment. Besides foreign direct investment, portfolio cquity mvestment from
abroad was also given an impetus. Foreign institutional investors were ailowed to operate in the [ndian
capital market and Indian companies were allowed to raise capital from the international capital
market. All this represented a big move towards opening the cconomy. One more milestone was set by
moving towards capital account convertibility based on strategics outhines by the Tarapore Committee
{June 1997}, but in view of the lack of sustainability of the economy. the monetary authorities foliowed

a policy of go-slow on this count {Sharan and Mukherji 2001}
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