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1. Introduction

India has a huge public enterprise sector. It consists of nearly 1,300 enterprises,
owned and managed by the central government, state and union territory governments, and
loca governments in the country. These enterprises manage, according to the World Bank
(1994), as much as 55 % of the economy’s (excluding households’) capital stock and account
for one-fourth of non-agriculturd GDP. They dominate many sectors of the economy: surface
irrigation; water supply in rural and urban areas, railways, river transport; ports, postal
savices, tdecommunications, mining (including hydrocarbons and cod); one-third of
registered manufacturing (particularly stedl, petrochemicals, capitd goods, pharmaceuticals,
fertilizer); power generation and distribution; oil and gas production and marketing; air
transport; onc-third of bus transport; storage; and banking and insurance.

Although there are differences in the performance of individua public enterprises, most
public enterprises are overdaffed’ and suffer from other operationa inefficiencies. I is oot
merely public enterprises such as Bihar State Electricity Board, Uttar Pradesh Road Transport
Corporation, Indian Iron and Stee Company, Scooters India Limited, Heavy Engineering
Corporetion, National Textile Corporation, Fertilizer Corporation of India and Hindustan
Fertilizer Corporation, which are inefficient. Even seemingly well-positioned public
enterprises are dso operating inefficiently. A recent sudy (Gupta 1988) has shown that
Raghtriya Chemicds and Fertilizers, which is consdered by many to be one of Indias
better-run public enterprises, has performed poorly: its pretax profits relative to its net worth
ranged between 2.1% and 10.2% during the period 1978/79-1986/87, which is much lower
than what the Government of India (GOI) effectively paid for the resources that it borrowed to
invest in it, with inefficiency in the use of inputs (e.g., gas and power) being a mgor factor
responsible for this outcome. Smilarly, the GOI's National Thermal Power Corporation which
received a rating of excdlent for achieving its output target in 1991-92, in effect did poorly in
that year: output indeed went up, but the use of materia inputs rose even fagter (The World
Bank 1995).

Public enterprises have been amgjor contributor to India s huge public sector deficit --



thet is, deficit of dl public entities in the country, incdluding the centrd, sate, union territory
and loca governments, departmental and nondepartmental public enterprises, and public
entities such as the Oil Coordination Committee. According to a recent etimate (Gupta 1992),
the deficit of public enterprises in the energy sector alone adds up to over 4% of GDP. The
public enterprises deficits have added to the country’s current large stock of domestic and
externd public debt (Indid's externd debt, at about $100 billion, is the third largest among
developing countries), which in turn result in massve annud liabilities on account of interest
payments -- the interest payments of the GO1 aone, which has financed much of the
investments in the country’s public enterprises, as <o the losses that many of them have
incurred, through borrowings on its account, added up to Rs. 520 hillion, 4.8% of GDP, in
1995-96. Indeed, the GOI's interest payments currently est up as much as 47.2% of itstotal
current receipts’, up from 39.1% in 1990-91 and 26.8% in 1985-86.

What is more distressing is the phenomenon of many public enterprises in India
reporting losses despite being overprotected. This means that these enterprises’ operationa
inefficiencies are 0 huge that they exceed the benefits resulting from the substantia protection
that they enjoy and, as a consequence, they incur losses. With protection levels coming down,
with competition increasng, and with many qudified people leaving public enterprises because
of substantialy better opportunities available in the private sector®, the public enterprises
financid performance may worsen.

Many people vehemently disagree with the view that most of India's public enterprises
operate inefficiently. G.V. Ramakrishna, Member of India’'s Planning Commission, for
example, is reported to have claimed that thinking of al public enterprises as inefficient and
unprofitable IS falacious, and to subgtantiate his claim, he is reported to have said that over
131 hedlthy public enterprises, including those in the infrastructure sector, are making annud
profits of aout Rs. 80 hillion (Tze Times of India 1995¢). Two points need to be raised here.
First, what is the source of these profits? Is it efficiency in the use of inputs, or protection
and/or monopoly or administered pricing? Further, how do the profits compare with what the
government effectively pad for the resources that it borrowed to invest in the public

enterprises in question? If one evauates the performance of India’s public enterprises in this
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manner, one will discover that most of them are operating inefficiently, as the study on

Rashtriya Chemicals and Fertilizers, referred to above, illustrates.

Why are public enterprises in India o inefficient? The answer lies in the environment
that public enterprises in India operate in, and in the effect this environment has on the public
enterprise managers incentives to develop new, better and less expensive products, develop
new markets, minimize capital and current cogts, and maximize profits. lyer (1991) provides a
graphica account of the unhedthily close and dysfunctiona network of forma and informa
links and relationships between the government and public enterprises, as dso of some of the
other components of the environment public enterprises in India operate in.

Descriptions which illudrate this environment include: the government’s deep
involvement in the actua management of public enterprises, with the concerned adminigrative
ministries tendency to function as if they were a kind of super-management on top of the
Board of Directors”; Parliament’s involvement in public enterprises’ affairs in several ways,
incdluding through numerous questions and enquiries ranging from questions of overdl
performance and large policy issues to the minutest details of day-to-day functioning; and
expangon of the horizon of Article 12 of the Condtitution to treat even indudtrid,
manufacturing and commercia public enterprises as “sate’ and thereby subject them to the
various obligations that go with such a trestment.

Some people believe that the performance of India s public enterprises can be
subgtantialy improved. They assert that what India urgently needs is the putting in place of a
program of public enterprise reform which, among other things, will have to include reform in
government at both the political and bureaucratic levels. An objective assessment of the
gtuation however suggests that public enterprise reform in India is not possible.

A recent study (Kikeri and others 1994) has documented what the public enterprise
reforms that a number of countries have put in place, have amed at, and the problems that
they have faced. The reforms aimed to expose public enterprises to domestic and externd
competition and level the playing field by diminaing easy access to credit both from the
budget and the banking system; by freeing public enterprise managers from noncommercid



goals and government interference in day-to-day decison making; and by developing
inditutiona mechanisms, such as contract plans (or MOUs) and performance eva uation
systcms, to hold managcrs accountablc for rcsults. In responsc to these reforms, some public
enterprises have indeed performed better, but three problems persst. Fird, the reforms are
technicaly and politicaly difficult to implement. Often, well-designed programs have fdlen
short in implementation.

Second, performance does improve when the full reform package is put in place, but
the necessary teps are numerous and hard to coordinate, and entire reform programs have
seldom been enacted. For instance, governments often discontinue budgetary support but
continue to guarantee borrowings from banks, and pay and employment reforms have yielded
little without increased manageria autonomy and accountability.

The third and more important problem of public enterprise reform is sustainability.
Faced with a financia crisis or pushed by externd forces, a government may initiate
fundamenta and far-reaching reforms in public enterprises that give managers the mandate and
the power to run their enterprises in a commercia manner. As the reforms are put in place,
economic and financial pcrformance docs improve, but as the crisis fadcs or the cxtcrnal
pressure weakens, government ownership facilitates the reviva of noncommercid objectives,
which in turn often leads to renewed poor performance.

India s experience with public enterprise reform is no different. Indeed, India s biggest
falure in its economic reforms program is that there has not been a sngle transformation in
public enterprises. There have been some margina changes in wage conditions, manageria
autonomy and so on, but these are very limited. Even if something significant does happen,
the chances are that it will not sugtain.

It therefore appears that privatization is the only way out. Yet privatization has not
made much of a headway in India. Why? The present paper attempts to answer this important
question and in so doing it explores the political economy aspects of the privatization process
in India To be specific, the paper explores the incentives that influence the behavior of India's
politicians and policy makers while deding with the privatization issue in the country.

The papet is divided it five sections. Section 2 provides an idea of huw properly



designed and implemented privatizations may benefit India Section 3 describes India's
privatization experience and paves the way for Section 4 which explores the incentives that
influence the behavior of India's paliticians and policy makers while dedling with the

privatization issue in the country. Findly, Section 5 presents some concluding remarks.

2. Bendiits from Privatization

Privatization, if desgned and implemented properly, may benefit India in Sx ways.
Frd, it will improve the environment public enterprises operate in and thereby srengthen
their managers’ incentives tn he efficient, which in turn can contribute to making the Tndian
economy subgtantidly more efficient, as can be seen from the available evidence on
privatisations in India. The Govcrnmcnt of Andhra Pradcsh's Allwyn Nissan Limited (ANL),
which incurred losses from the very beginning, in 1985, has done substantidly better after its
privetization in 1988: the market share of the company, renamed as Mahindra Nissan Allwyn
Limited (MNAL) after privatizetion, in the fiercdly competitive light commercid vehicle
market rose from 17 % before privatization to 21% at the end of 1990-91; the company made
an entry into the export market and improved its satus from being a loss-making company to a
net profit-making one in 1990-91 (Reddy 1992). The Board for Industrid and Financid
Reconstruction has recently approved MNAL's merger with Mahindra and Mahindra Limited
(The Economic Times 1994c). The merger is expected to enable Mahindra and Mahindra make
a subgantidly more efficient use of MNAL's plant and equipment and of its dedership and
other infrastructure.

Bag (1994) has documented the privatization of the Government of Uttar Pradesh’s
Auto Tractors Limited (ATL) which was established in Pratapgarh, a backward digtrict of
Uttar Pradesh, for manufacturing tractors and diesd engines. With ATL's losses accumulating
to Rs. 479.4 million at the end of 1989-90 and there being no evidence of its being able to
operate profitably, it was decided in November 1990 to close the plant down. The company
was shortly thereafter converted into a joint venture with Sipani Automobiles Limited (SAL),
with SAL taking over the possession of the plant in March 1991. SAL has concentrated on the



production of engines. It produced 1,24 9 enginesin 1991-92 and 1, 541 in 1992-93 (more
recent information on thisis not available), againgt 273 in 1988-89 and 267 in 1989-90, and
has dready started making a net profit.

Incidentally, Bajg (1994) has reported that with ATL located in a backward digtrict,
posting as its chief executive was not consdered an important position by senior civil servants.
The result was that most of the time the civil servants posted to ATL were trying to get out.
Paliticians used the public enterprise as a source of patronage to enhance their influence by
digributing jobs and favors. In this way they were seeking to maximize their influence rather
than improve the performance of the enterprise. The interest of the enterprise was far removed
from their mind.

No other privatization in India has been documented. But some recent studies (e.g.,
Megginson and others 1994) have compared public enterprises performance before and after
privatization in a number of countries. These studies show consderable efficiency gains that
have resulted from privetization.

Second, privatization may creste conditions for substantia additiona investment as
aso, expecidly if privatization is accompanied by lab our market reforms, conditions for the
generation of a large number of productive employment opportunities, which in turn may
contribute to removing poverty. According to a recent study (Kikeri and others 1994),
privatization revived a near-dead textile company in Niger, which now operates profitably at
close to full capacity with a larger work force. The company exports much of its production
and has won a large domestic market share againgt imports.

Third, consumers may aso gain from privatization. A recent study (Gaal and others
1994), which examined the welfare consequences of selling sdected public enterprises in
Chile, Maaysa, Mexico and the United Kingdom, found that, quite apart from any benefits
from improved service, consumers for the most part gained or remained unaffected by
privatization. In the five cases in which consumers did lose, the (generaly smdl) losses were
attributable mostly to prices moving closer to their scarcity values. The study concluded, for
example, that consumers in Chile were unaffected by the sde of ENERSIS, the sole dectricity
digtributor in Santiago: paying consumers were better off, but this gain was balanced by losses
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to those who had hitherto been getting the electricity free through illegal connections. Which
means that if only those who had previoudy been paying for eectricity had been consdered
legitimate consumers, and that’s the way it should have been, the study would have shown
subgtantia increases in consumer wdfare. These findings are especidly relevant for the Indian
gtuaion, given the substantia losses that public entities in the power sector suffer because of
illegd connections.

Fourth, given the environment that public enterprises in India currently operae in, they
can Spread their sckness even to efficient private enterprises in sectors in which both public
and private enterprises coexist. Thus, a sck mill belonging to Nationa Textile Corporation, a
GO1 enterprise, directed by the government to keep on running so as to keep its workers
employed and to keegp on sdling its fabrics a a heavily subsdized price, can easly drive an
efficient private sector mill producing comparable fabrics out of business. One can imagine
what may happen to private investors currently planning to enter India's power sector if loss
making state electricity boards continue to operate. Privatization can be of mgor hep in
addressing this problem and thereby in dlowing the Indian economy to fully redize the
potential benefits from industrial liberalization that has been put in place.

Fifth, privatization can be of hdp in reforming public intervention. India suffers from
excessive public intervention, with public ownership and management of hundreds of
enterprises being one form of public intervention. These enterprises are engaged in
innumerable activities manufacturing sted; building ships, generating and didributing eectric
power; running domestic and internationd arlines, exploring, producing and refining ail;
operating domestic and internationa telecom network; running hotels, manufacturing polyester
film; making condoms; producing fruit pulp and juice; running hanks as aso life and genera
insurance and eectronic entertainment businesses, and so on. Privetization will result in the
correction of such distortions and allow the government to concentrate on things which it has
failed to do but which it alone can do. As the recent outbresk of pneumonic plague in Surat
and its rapid spread to other parts of India has highlighted, the government has failed to
effectively intervene in the country’s public hedlth sector -- and, as The Times of India has
commented in arecent (January 2, 1995) lead editoria, “adirty country cannot be globalized. "
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And public hedlth is not the only example of falure of public intervention in India. There are
many such examples. protection of the environment, provison of primary education,
maintenance of law and order, and so on.

Findly, privatization can be of mgor help in reducing India’s huge public sector
deficit. This can happen in three ways. To begin with, the proceeds from the sde of public
enterprises can be used to finance the public sector deficit or, in case the proceeds exceed the
deficit, to reduce the outstanding public debt, both domestic and external.” This in tun will
reduce the burden of interest payments and thereby the deficit.

Ancther way in which privatization can be of mgor help in reducing India's public
sector deficit is by subgtantidly reducing, if not totdly eiminating, the public enterprises
various demands on the country’s public sector finances. These demands, which add up to
subgtantid amounts, include demands for budgetary support to loss making public enterprises,
on the ground that this will enable the concerned public enterprises to restart and produce
goods. Consder, for example, the additional budgetary support of Rs. 1.1 hillion that the GO1
has rccently approved for the current fiscal ycar for the sick units of Fertilizer Corporation of
India (FCI) and Hindustan Fertilizer Corporation (HFC), both GO1 enterprises. The GO I's
Minister for Chemicals and Fertilizers is reported to have clamed that the additiond budgetary
support will endble the FCI's and HFC's factories to restart and produce urea (The Times of
India 1994b). That amounts to saying that every sick enterprise in the world can produce
goods if subsidized. But that is no reason to provide budgetary support to a sick enterprise.

The same money can be used much more productively dsawhere. The Minister’s game plan is
samply to throw good money after bad to keep workers happy. Privatization will do away with
al this nonsense and thereby help to reduce the deficit.

There is ill another way in which privatization can be of mgor help in reducing
India's public sector deficit. With privatization helping in putting the enormous assets, running
into trillions of rupees, that public enterprises in India have built and acquired over the last
nearly five decades, to substantialy more productive uses, direct and indirect tax revenues

[row privatized firms can be expected (0 exceed by a wide wargin the revenues on accounl of
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taxes and dividends currently received from public enterprises. The following two examples
illustrate how this can hgppen. Maaysa sold a government sports lottery in 1985. By 1989 the
revenues generated through levies on the privatized |ottery were three times grester (in redl
terms) than the revenue from the former public enterprise (Gaal and others 1994). In Chile the
net annua recaipts from ENERSIS, the sole eectricity distributor-m Santiago, declined after
privatization because the government no longer recelved dividends on its equity, but tax
revenue increased as performance gradually improved (Gaal and others 1994).
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3. India’s Privatization Experience

India's privatization experience can be discussed under sx heads. sdlling a public
enterprise’s fractiond equity, with the controlling ownership and management continuing to
remain in the public sector; putting up of a public enterprise for sde, with the intention of
transferring its control and management to the private sector, but the sde not going through;
putting up a public enterprise for sde, the sale dso going through, but scuttling the entire dedl
later; winding up a public enterprise; trandferring the control and management of a public
enterprise to the private sector, but with a substantid proportion of the equity, enough for
managerial intervention, continuing to remain in the public sector; and complete privatization,
or what Bhagwati and Srinivasan (1993) cal true privatization, under which the control and
management of a public enterprise is trandferred to the private sector (though some public

sector equity holding, without managerial intervention, may continue).

3.1 Selling Fractional Eauitv With Controlling Ownership and Management

Continuing to Rcmnin in Public Scctor

Beginning July 1991, the GO1 has put in place a program to sdll a part of its equity
held in selected centrd public enterprises. The Economic Survey 199596 (Government of
India 1996) provides year and public enterprise-wise details of the equity sold during the
period duly 1, 1991-December 31, 1995. Three things emerge from these data. Firdt, of the
246 nondepartmental central public enterprises (CPEs), only 40 CPEs' equity was sold during
this period. Second, the quantity of equity that was sold did not add up to much: in 19 of the
CPEs in question, the equity sold added up to less than 10 percentage points; in seven,

between 10 and 20 percentage points; in six, between 20 and 30 percentage points; in seven,
between 30 and 40 percentage points; and in one, between 40 and 50 percentage points.
Findly, the controlling ownership and management of al the 40 CPEs continued to remain
with the GOL.

That's not all. Most of the equity that has been sold so far, has been sold only to public
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entities in the financial scctor, with thc Unit Trust of India alone, for example, accounting for
69.4% of the total sdlesin 1991-92. This was done, as the Minister of Finance put it in
response to a caling attention motion in the Kglya Sabha, “ as it was the government’s
intention to ensure that the benefits accrued to public sector indtitutions rather than private
entities in the event of the sales taking place at an underpriced level” (The Times of India
1993).

3.2 Putting Up a Public Enterprise for Sale But the Sale Not Going Through

A review of the available materid suggests many cases of public enterprises which
were put up for privatization, but which could not be privatized. Examples are: Indian Iron
and Stedd Company, Scooters India Limited, and Great Eastern Hotel.

3.2.1 Indian Iron and Steel Company

The Indian Iron and Stedd Company (11SCO), asubsidiary of Sted Authority of India
Limited (SAIL), a GO1 enterprise, had accumulated losses of Rs. 8.9 hillion ason March 31,
1994 againgt its paid-up capital of Rs. 3.9 hillion; it thus had a negative net worth of Rs. 5
billion at the end of 1993-94. According to a GOI diagnoss (Government of India1991),
IISCO's problems included: technologica obsolescence; ageing plant and equipment;
outmoded operationd practices, and overmanning.

With the 11SCO management not able to raise on its own the resources required for
turnarounding the company, and with the GOI aso not in a position to provide the required
resources through budgetary support, the GO1 decided to privatize the company and even
found a buyer in Mukund Limited. But as [1SCO, which earlier used to be in the private
sector, was acquired by the GO1 under two acts of the Parliament (viz., The Indian Iron and
Stedd Company (Taking Over of Management) Act of 1972 and The Indian Iron and Sted!
Company (Acquisition of Shares) Act of 1976), parliamentary gpprova is necessary for the
privatization to be put in place. Two billsto repeal these acts and thereby to seek the
Parliament’s gpproval for HSCO's privatization were listed for introduction in the Lok Sabha
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on December 23, 1993 but, given the vehement protest of the Left Front and other opposition
members of the Lok Sabha, they had to be referred to a parliamentary committee. The GOI's
Minigter of State for Sted sought the support of the committeg, cdled the Parliamentary
Consultative Committee for Privatization of the Indian Iron and Sted Company, but his
fervent appeal did not receive any favorable response.

In March 1994 the IISCO's case was referred to the GOI's Board for Industria and
Financid Recongruction (BIFR). The BIFR, set up in 1987 to implement the Sick Industria
Companies (Specid Provisions) Act of 1985, appointed the Industrid Development Bank of
India (IDBI) as the operating agency. The IDBI received a plan for the revival of 11SCO. The
plan, suhmitted by SAIL, was contingent on the GOI's Ministry of Steel providing a budgetary
support of Rs. 11 hillion for reviving 11SCO. But the GOL1 has rgjected the possibility of
providing any budgetary support for turnarounding the ailing Burnpur (West Bengal)-based
[1SCO. Given India s political economy, this certainly isabold decision -- some
supposedly-well informed pcople were arguing that the ruling Congress Party at the Center
had no aternative but to provide the budgetary support in question, becausein case it did not
1t would lose West Bengd in the 1996 genera electiows.

But what will happen to 11SCO now? According to a recent story in The Economic
Times (The Economic Times 1995¢), IISCO isnow almost certain to be privetized, with the
Mukund Limited, which earlier had offered to takeover [1SCO, likely to bid again.

322 Scooters India Limited
The Scooters India Limited (SIL), a GOI enterprise, was incorporated as a public

limited company in 1972 and started commercia production in 1975. It has two units located
a Lucknow and New Delhi, with the Lucknow unit manufacturing two-wheders and
three-whedlers and the New Ddhi unit, which is under lease, manufacturing eectrica ceiling
fans.

SIL has performed very poorly. Its accumulated losses amounted to Rs. 4.8 billion on
March 31, 1994 againg. its paid-up capita of Rs. 78.1 million; it thus had a negative net worth
of Rs. 4.7 hillion a the end of 1993-94, up from Rs. 25 hillion a the end of 1990-91 and Rs.
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0.7 billion at the end of 1985-86. According to a GO1 study (1991), SIL continued to bein a
bad shape because () it had outdated plant and machinery, (b) it had excessive manpower, (C)
it had poor marketing and servicing network, and (d) it was unable to compete in a highly
competitive market.

The GOL1 decided, in 1987, to sell the Lucknow unit to Bajg Auto Limited, a mgjor
scooter producer in the private sector, but the decision could not be implemented because of
the employees opposition -- SIL's 3,125 employees opposed the GOI's privatization move
because it was feared that it might result in a retrenchment of 1,625 employees (Business

Sandard 1988, cited in Pendse 199 1).
In May 1992 SIL was referred o the RTFR. A package for its rehabilitation and

restructuring has recently been approved (The Economic Times 1995a). Complete details of the
package are not available, but thcre is rcason to bclicve that the package involves writing off
of SIL's liahilities (interest and excise duty payable, and loan repayment) and voluntary
retirement of workers. A joint management committee to oversee implementation of the

package has also been set up.

323 Creat Eadern Hotd

The Great Eastern Hotdl, a Government of West Bengd (GOWB) enterprise, is an over
150-year old hotd, located in Calcutta. In 1994 the Communist Party of India (Marxist)led
GOWB decided to privatize the hotel and transfer the control and management to Accor Asa

Pacific, a subsidiary of Accor SA of France, which planned to convert it into a 250-room
five-star hotel at a cost of about Rs. 950 million. Accor agreed to buy the hotd on the
precondition that it will be alowed to retrench dl of its 640 employees. The GOWB
responded to this by offering the employees 36 to 40 months sdary, gpart from provident
tund and gratuity dues. But four labour unions, including those &ffiliated to the CITU and the
INTUC, rejected the GOWB's offer.

Jyoti Basu, Chief Minister, GOWB had announced that the hotel would have to be
closed if it was not privatized, given that the GOWB did not have the funds to subsidize it. But
the CITU leaders are reported to have impressed upon the Chief Minister that the privatization
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of Great Eastern Hotel just before the Lok Sabha and State Assembly elections would not be
politically wise. According to them, the Congress Party might use this as a weapon against the
CPI(M), especialy when the CPI(M) has opposed the privatization of Bailadila mines (The
Times of India 1995d). This suggests that the issue of privatizing the Great Eastern Hotel may
be revived after the elections, especially if the CPI(M)-led Left Front is returned to power

after the Assembly elections.

33 Putting Up a Public Enterprise for Sale. the Sale Also Going Through? But
Scuttling the Entire Deal Later®

There has been at least one such case: the sale of the Government of Uttar Pradesh’s
UP State Cement Corporation Limited (UPSCCL). The UPSCCL had accumulated losses of
Rs. 1.6 billion as on March 3 1, 1990 against its net worth of Rs. 0.7 hillion; it thus had a
negative net worth of Rs. 0.9 billion at the end of 1989-90. The UPSCCL's problems
included: inherent defects in plant design, inadequacy of trained technical personnel, poor
maintenance, overmanning and recurring labour problems, low capacity utilization, and high
cost of production.

Considering the mounting losses, the Government of Uttar Pradesh (GOUP) decided,
in April 1990, to privatize UPSCCL. It found a buyer in Dalmia Industries. In February 1991
the GOUJP and Damia Industries entered into a joint venture agreement which provided,
among other things, for (a) the GOUP transferring 51% of UPSCCL’s equity to Dalmia
Industries, with the balance of 49% remaining with the COUP, (b) the joint venture taking
over al the employees of UPSCCL, and (¢) Damia Industries taking over the management of
UPSCCL. The decision to transfer the equity and handover the management was opposed by
the UPSCCL’s employees. A petition was filed in the Allahabad High Court, which prohibited
the GOUP from converting UPSCCL into a private corporation. The GOUP responded to this
by transferring only 49% of the equity, with the stipulation that another 2% of the equity will
be transferred after the Court’s decision. The GOUP aso handed over the UPSCCL's

management to Damia Industries. But as there was labour unrest, the transfer of management
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could take place only with the help of the police. The police dso had to resort to firing to
control the workers, as a result of which nine workers died.

After some time, a number of labour unions of the employees filcd a pectition, stating
that as the interests of workers had aready been safeguarded by the specific provisons in the
agreement that no worker will be retrenched and that the service conditions will not be
changed to ther detriment, the petition earlier filed by
them may be dismissed.

The events, however, took a dramatic turn. There was a change in government in Uttar
Pradesh, with the new government deciding to cancel the agreement with Damia Industries
and resuming the equity shares transferred to it through an ordinance issued on October 11,
1991.

There has been a further deterioration in the UPSCCL's financid Stuation, with its
accumulated losses on March 31, 1994 adding up to over four times its net worth. More recent
information on its financid gtuation is not readily avalable.

3.4 Winding Up_a Public Enterprise.

As pat of the country’s economic reforms programme, the Sick Industrial Companies Act of
1985 was amended in December 1991 to bring public enterprises under the purview of the Board for
Industrial and Financia Reconstruction (BIFR). Consequently, until the end of 1995, 138 cases of sick
public enterprises were registered with the BIFR. The BIFR has recommended winding up in 14 of
these cases’. The public enterprises which the BIFR has recommended for winding up include: NTC
(Gujarat), NTC (Madhya Pradesh), NTC (Uttar Pradesh), NTC (West Bengdl), British India
Corporation, Cawnpore Textiles, Elgin Mills, Mandya Nationa Paper Mills, and Nationa Bicycle
Corporation.

But none of these public enterprises has been wound up o far. Indeed, the government seemsto
have abandoned, at least for the time being, even the idea of winding up public enterprises. The GOI's
Minigter of Indudtry is reported to have announced that whenever the BIFR ordered the winding up of a
sck public enterprise, the GOI did not accept the order as “find”. According to him, no stones would
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be left unturned to restructure, revive and strengthen public enterprises and the route of winding up
would be adopted only as the last resort (The Times of Irdia 1995f).
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3.5 Transferring the Control and Management of a Public Enterprise to the Private
Sector, But With a Substantial Proportion of the Equity Enough for Managerial
[ntervention, Continuing to Remain in the Public Sector

There have been cases of public enterprises whose control and management has been transferred
to the private sector, but a subgtantia proportion of their equity, enough for manageria intervention,
has continued to remain in the public sector. The case of Maruti Udyog Limited (MUL) is an excdlent
example of this kind of privatization experience in India

Until mid-1992 MUL used to be a public enterprise, with the GO1 holding 60% of its equity and
Suzuki Motor Corporation (SMC) of Japan holding the remaining 40 % . Currently, SMC holds 50 % of
MUL’s equity, with the GO1 holding 49.74 % and MUL employees the remaining 0.26%. This alows
the GOL to effectively intervene in dl decison making & MUL. One can argue that this is not
necessarily a bad thing, provided the intervention is in MUL’s commercid interest. And this is where
the rub lies

Congder, for example, the GOI's stand on the issue of MUL’s proposed expansion and
modernization program involving an investment of Rs. 19.1 hillion. MUL wants to modernize and
expand in order to withstand the increased competition resulting from the opening up of India's
passenger car sector while tightening the grip over .its market share. The GO1 wants MUL to finance
the expanson and modernization programme through borrowings and internd accruds, while SMC
wants to use these routes as well as equity through an increase in the paid-up capital. Responding to a
question on SMC's objection to financing MUL’ s expanson and modernization programme only
through borrowings and internd accruds, SMC President Osamu Suzuki said: “There will have to be a
balance between borrowing, equity and internd accruas. If anybody suggests that borrowings and
interna accruas can be enough, he does not know business. Maybe some people in India are happy
with the impasse. Maybe some car manufacturers are behind it as they resent Maruti’s monopoly” (The
Times of India 1995g).

And whét is the GOI's objection to raising part of the required resources through equity? The
answer is ample: the GO1 wants to retain its equity holding at the current level of 49.74%) and in
order to be able to do that it will have to shell out a substantial amount of money which it cannot afford
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tn do. Tt csnnnt shell out the mnney largely hecanse of its current difficult fiscal situation, but also
because of the perverse sgnds that this will send out to al those who were denied budgetary support
for thc programs that thcy had supported (c.g., programme for IISCO's reviva) -- they will argue that
if the GO1 can manage to find resources for investing in MUL's equity, it must find resources for, say,
HISCO's revivd as well.

The bottom line is that while MUL is no longer a public enterprise, the GOI's current actions
are being guided much less by commercid rationdlity than by its desire not to dilute its current 49.74%
equity stake, S0 that it may continue to control MUL and effectively intervene in its affairs. The irony
isthat dl thisis being dlowed to hgppen despite the noise that the GO1 has made in recent years about

getting out of non-core aress.

3.6 I

Findly, India's privatization experience also includes cases of complete or truc privatization,
under which the control and management of a public enterprise is transferred to the private sector
(though some public sector equity holding, without manageria intervention, may continue). Indeed, a
careful review of the avalable evidence, including the results of a recent Economic Times survey on
how fourteen state governments have dedt with the privatization issue (The Economic Times 1996a),
clearly suggests many cases of complete or true privatization in India. The public enterprises that have
been completdy or truly privatized in India include: ACC Babcock, Allwyn Nissan Limited, Auto
Tractors Limited, East Coast Breweries and Didlilleries Limited, Goa Teecommunications Limited,
Goa Time Movers Haryana Breweries Limited, Hindustan Allwyn Limited's Refrigeration Divison,
Orissa Mining Corporation’s Charge Chrome Plant, and Rgasthan State Tanneries. Information on the
total vaue of the public enterprises that have been completely or truly privatized so far is not available,
but there is reason to believe that it does not add up to much.®

The foregoing discusson reveds the variety of ways in which Indid's paliticians and policy
makers behave while dealing with the privatization issue. Why do they behave the way they do? To be
specific, why doesn’t the percentage of equity of the CPEs that the GOL1 has sold during the last
roughly five years, add up to much? Why didn’t the GOL1 privatize the aling Indian Iron and Sted
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Company (11SCO) (which had a negative net worth of Rs. 5 hillion at the end of 1993-94) in 1994,
even though it had announced its decison to do so and had even found a buyer in Mukund Limited?
Why isthe GO1 toying with the idea of selling IISCO to Mukund Limited now? Why didn’t the GO1
privatize the aling Scooters India Limited, even though it had announced its decison to do so and had
even found a buyer in Bgg Auto Limited? Why didn’'t the Communist Party of India (Marxist)-led
Government of West Bengd privatize the alling Great Eastern Hotdl, even though it had announced its
decison to do so and had even found a buyer in Accor Asa Pecific, asubsdiary of Accor SA of
France? Why did the Government of Uttar Pradesh (GOUP) scuttle the dedl involving the privetization
of UP State Cement Corporation Limited? Why did the GOUP privatize Auto Tractors Limited? Why
did the Government of Andhra Pradesh privatize Allwyn Nissan Limited and Hyderabad Allwyn
Limited's Refrigeration Divison? And so on.

| have developed a framework for addressing these issnes. The framework explores the
incentives that influence the behavior of Indid's paliticians and policy makers while deding with the
privatizetion issue in the country. Section 4 presents the framework.

4. Incentives intluencing the Behavior of India’s Pdliticians and Policymakers

While Indid s paliticians and policy makers have generadly opposed privatization, they have dso
dlowed the privatization of certain public enterprises. A politician or policy maker may oppose
privatization on ideologica grounds -- privatization is a bad thing; public enterprises can be reformed.
A palitician or policy maker may oppose privatization aso because he/she perceives privetization as
something which is not in hisher sdf-interest. A politician or policy maker may perceive the
privatization of a given public enterprise as damaging, directly or indirectly, the chances of hig/her
election/redection if that privetization is likely to affect adversdly one or more of the following interest
groups: thc public cntcrprise’s employees, input suppliers, output dealers, and customers accustomed to
subsidized output. Further, to the extent that a public enterprise can be used as a Mitch cow or asa
source of patronage, or as both, its privatization may be perceived by a politician or policy maker as a
development which is not in higher sdf-interet.

On the other hand, when a palitician or policy maker alows the privetization of a given public
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enterprise, he/she may do so, one may argue, because of one or more of the following considerations:
ideologica grounds (privatization is good; it will benefit the economy in severd ways), pressure from

well-informed voters, and increasingly difficult public finance situatio.

A careful review of the available evidence and discussions with knowledgegble people suggest that
Indian paliticians and policy makers oppostion to privatization has been influenced much less by
ideologica congderations than by consderations of sef-interest. Indeed, the consderations of
sdf-interest seem to have been s0 pervasive and overwhelming that it is these considerations which
largely explain why the percentage of central public enterprises equity that the GO1 has sold over the
last roughly five years does not add up to much. why the GOL is indsting that it must continue to
control Maruti Udyog Limited (MUL) and effectively intervene in its day-to-day matters even though
MUL is no longer a public enterprise, why the GO1 did not privatize Indian Iron and Steel Company,
why the Communigt Party of India (Marxist)-led Government of West Bengd did not privatize Grest
Eagtern Hotdl, and why the Government of Uttar Pradesh scuttled the ded involving the privatization
of UP State Cement Corporation Limited.” Box 4.1 describes in some detall how India's paliticians and
policy makers use public enterprises to serve their sdf interests.

But this is not dl. The increasingly difficult public finance Stuation has begun putting pressures
on Indian politicians and policy makers to behave differently. They have begun to redize that many
sck public enterprises will have to be privatized for releasing scarce resources for more pressing public
purposes and/or for some populist schemes that they had announced in their dection manifestoes. It is
this recognition which, in my view, has triggered dl the moves that have been made for complete or
true privaization in India. Also, it is this recognition which explains why the GOI is toying with the
idea of selling Indian Iron and Steel Company to Mukund Limited now.

But a given privatization move does not necessarily turn into a complete or true privetization.
Much depends on how (lie process of transition from a privatization move to a complete or true
privatization is managed. Given that most public enterprises in India are grosdy oversaffed, a major
condderation here reates to the employment implications of privatization. In the Haryana Breweries
privatization case, the employment issue was handled by the buyer (Shaw Wallace and Company) and
the sdler (Government of Haryana) entering into an agreement which dearly sipulated that “there will
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not be any retrenchment or downward revision of pay scale of existing workmen or employees”

(Government of Haryana 1994). Similarly, in the Allwyn Nissan Limited (ANL) privetization case, the
employment issue was handled by the buyer (Mahindra and Mahindra Limited) and the sdller

(Government of Andhra Pradesh) entering into an agreement under which the buyer undertook to
“protect the rights and service conditions of the employees on the payroll of ANL, abide by the written
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Box 4.1

How Indid s Paliticians and Policvmakers Use Public Enterprises to Serve Their Sdf-Interests

The internd rate of return that the business of politics generates in India is pretty high.  Politicians,
therefore, want to get elected and re-dlected. This explains the cut-throat competition for votes that
one witnesses -- rates for getting elected or re-elected, for example, asan MLA (Member of (a State)
Legidative Assembly) or an MP (Member of Parliament), and for getting elected or re-elected and
then surviving as a Chief Minigter or as Prime Miniser. And it is here that public enterprises, which
eected politicians use as milch cattle, come in handy:  access to the public enterprises helps
politicians in getting votes. This can happen in a variety of ways. First, public enterprises can be
used to create and provide jobs, often at wages/salaries higher than the market rates, to those who
directly or indirectly help a politician in getting votes -- in India it is much eadier to creste ajob in a
public enterprise than in a government department. '1'his explains to a large extent the phenomenon of
gross overdaffing and the resulting inefficiency in public enterprises. To illustrate: the cost of
producing sugar in the Government of Bihar’s sugar mills recently ranged between Rs. 9 and 245 per
kilogram -- six of the mills that were closed in 1992 were operating so inefficiently that their closure
has enabled the Government of Bihar, even with the employees continuing to be paid their
wages'sdaries, to reduce its budgetary support to finance their loses by Rs. 70 million a year (Singh
1993).

Second, public enterprises can be used a sparking places for selected members of a rival group within
a politica party, or for such other people whose support may be critical for the continued surviva of,
say, a Chief Minigter. These people can be nominated or gppointed as chairpersons or as members of
the management boards of selected public enterprises.  Thisis a sandard practice in India, with the
recent gppointments to the boards of Gujarat’s public enterprises being an example -- the Gujarat Chief
Minister is reported to have appointed supporters of one of his politica rivals as chair persons of
Gujarat’s public enterprises such as Gujarat Development Corporation and Gujarat State Export
Corporation (The Economic Times 1994a).

Finaly, public enterprises can aso be milked through leskages in, say, their spending under various
heads, both current and capitd. Thus, plant machinery required for implementing a public enterprise
investment projects, especially projects of a public enterprise operating in a rcgimc of administered
(cogt-plus) pricing, may be acquired at inflated prices, with at least a part of the difference (between
the market price and the actua price charged to the public enterprise) directly or indirectly accruing tc
an eected politician.  And the resources to acquired can be used for facilitating the engineering of
politica defections, for financing the huge re-dection expenses, and for may other purposes.

Given the above dtate of affairs, no wonder most politicians and policy makers oppose privatization of
public enterprises, especidly now when, thanks to the economic reforms eg., substantia relaxations
in the industrial licensing regime, remnval of some of the price and distribution controls) than have
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commitments of the present management to them and not envisage any reduction in the overall work
force’ (Reddy 1992). But in the GOI's Scooters India Limited case, the privatization move did not
succeed as (e employees opposed thie iwove on (e ground (hat it might resull in retrenchinent of
roughly half the employees (Business Standard 1988, cited in Pendse 1991).

But dl this does not necessarily suggest that in order for a privatization move to succeed, the
buyer must agree to employ al the workers. In the Government of Uttar Pradesh’s Auto Tractors
Limited (ATL) case, privatization was not opposed even though the buyer (Sipani Automobiles
Limited) had made it clear that while preference would be given to the ATL employess, it would
employ only as many workers as it consdered necessary. One may ask how such an outcome was
managed. The answer liesin the fact that once it became evident that it would not be possible to
operate ATL profitably, the Government of Uttar Pradesh (GOUP) decided to close the plant, retrench
al of its about 1,230 employees and pay them compensation and benefits, totalling about Rs. 50
million, that they were entitled to, and it was only after all this had been done that the GOUP started
exploring the options, induding that of privatization, available to it, rather than exploring the
privatization option while continuing to operate the plant (Bgg 1994).

5 Whee Do We Go From Here?

One may argue that athough the progress on the privatization front so far has not been very
encouraging, the momentum will pick up as time goes on, given the incentives for privatization that
will result from a couple of pressures that are building up. First, the screw of budgetary support to
finance public enterprise investments and losses is gradudly being tightened -- witness, for example,
the developments on the 1ISCO front. This reflects India’s public finance situation which continues to
be bad. “There is’, as Little (1996) has puit it, “a time-bomb ticking away, snce borrowing is at
unsustaingable high levels. India is heading for another crisis. "

Second, the mechanisms which earlier served to protect public enterprises from the workings of
competitive markets now stand diminated to a large extent and as a consequence public enterprises are
experiencing difficulties in responding to the new environment -- witness, for example, the exodus of
quaified people from Bharat Electricals Limited, Nationa Thermd Power Corporation, Indian
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Airlines, and so on. This, combined with the gradua hardening of the budget as <o the reforms in the
financid sector, may have the effect of subgtantidly weakening the public enterprise employees
opposition to privatization -- indccd, some Of them May cven start openly demanding privatizetion.

While | do see alot of merit in this argument, | believe that it will not be in India s interests to
just wait for the above two pressures to work themselves out and thereby create the incentives for
privetizetion.

| believe that something more needs to be done -- something that may make privatization happen
in India before India is driven to the wal. | believe that a mgor initiative for turning India toward
privatization needs to be launched. Its work programme will have four components, with the first
component guided by the urgency of building and strengthening a condtituency for privatization in
India This will be condderably aided by the widest possble dissemination of information about the
various benefits -- benefits not just on the public finance front, but on the efficiency and other fronts as
well -- that properly designed and implemented privatisations may bring to the Indian people. The
people will have to be convinced that, given the extremely high opportunity costs, India cannot afford
public sector misadventures in aress (eg., running hotels, manufacturing polyester film, making
condoms, and producing fruit pulp and juice) that properly belong to the private sector.

The second component of the work programme will address the issue of formulating a
privatizetion policy for India This is important, for once the necessary climate conducive for
privatization has been created, it will be highly desirable to follow this up, as soon as possble, with the
announcement of a properly structured and articulated privatization policy. The policy will need to
clearly address at least the following issues: why privatize?, what to privatize? (India cannot afford to
limit its privatization programme to certain Sck public enterprises only; most of the other public
enterprises (sck as well as non-sick) aso will have to be privetized); when to privetize?, which
organization will serve as the nodd agency for privatization and what will be its compostion, powers
and respongbilities?, what are the inditutiona mechaniams that will be put in place to gain public
enterprise employees support for privatization?, and whet is the role that India would like foreign
investors to play in its privatization progranme?

The third component of the work programme will address the issue of cgpacity building for

managing privatisations in Tudia. Privatization is a difficull process: it involves reconciliug (e
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government’s politica objectives and the business needs of a given public enterprise with the need to
interest private investors in the enterprise and to generate efficiencies (Donadson 1995). It will
therefore be absolutely necessary to come up with training programs designed to equip sdlected public
enterprise managers and government officias in India with the knowledge and skills required for
managing the various components of the privatization process.

Findly, the proposed initigtive will address the issue of evaludaing Indids post-privetization
experiences. This will involve rigorous work on estimating the impact of privatization on efficiency and
Investment, on public finances and baance of payments, on employment, on management practices and
srategies, and on managers ' kills, atitudes and behavior. Evauations of post-privetization experiences
along these lines may generate ideas which may hep India maximize the gains from privetization.
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Notes

Officids of Cod India Limited (CIL), a GOl enterprise, are reported to have said that, under
the nationd cod wage agreement, CIL is obliged to provide employment to the dependents of
workers, irrespective of the vacancies, after the death of a worker while in service and after the
termination of service of a worker on medica grounds after the age of 58. As a result of these
provisions, CIL had to provide employment to over 62,000 people who are redundant (The
Times of India 1995€). Avallable information suggests substantia overdaffing in many other
public enterprises as well. A recent study (Banerji and Sabot 1994, cited in The World Bank
1995) reveds overgaffing of the order of 19-80% in telecommunications, 91% in Bombay Port
(container section), and of more than 33 % in sted, chemicas and textiles.

Even this figure of 47.2% undergtates the GOI's true interest ligbility as interest payments are
calculated on a cash basis rather than on an accrual basis.

At least 100 senior personnel from Bharat Heavy Electricals Limited, a GO1 enterprise, are
reported to have jumped the fence to join its MNC competitor, Asea Brown Boveri (The Times
of India 1995b). Smilarly, National Therma Power Corporation, another GO1 enterprise, is
facing an exodus of its top brass (The Economic Times 1995d).

The Air India, a GO enterprise, is reported to have sought the Minigtry of Civil Aviaion's
“find clearance’ for chartering an aircraft for a wedding in the air (The Times of India 1994a)
== why couldn’t the Air India's management decide the maiter on its own? Then, HMT Limited,
another GOL enterprise, is reported to have sought the government’s permission to file suits
against TUSRC of Iran to recover expenditure incurred and damages for failing to honor the
contractua obligations; it has dso sought the government’s gpprovd to file a suit againg a
customer in Africa for overdue amounts againgt supplies (The Economic Times 1995b) -- why
couldn’t the HM'I" management take decisions on the issues involved on its own and go ahead
with ther implementation, without seeking the government’s permission/gpprova ?

The proceeds from the sdle of public enterprises should be trested as a financing
(below-the-line) item, not as a receipt (above-the-line) item. A mgor advantage of such a
treatment is that it diminates al possble incentives to reduce a given public sector deficit with
no or relatively smdl fiscal correction (Gupta 1993; also see Gupta and Levy 1993; and United
Nations Development Program 1993).

This subsection draws heavily on materid in Bgg (1994).

Of the remaining 124 cases of public enterprises registered with the BIFR, 26 were dismissed as
non-maintainable, 29 were approved for revival, and 69 were pending for disposa.

The sde vaue of 76 % equity of ACC Babcock amounted to $16.5 million (EPW Research



Foundation 1995), that of 5 1% equity of Haryana Breweries Limited to Rs. 75 million (The
Economic Times 1994b) and that of 74 % equity of Auto Tractors Limited to Rs. 55.5 million
(Bajaj 1994).

The death of nine workers in the wake of transfer of the UP State Cement Corporation
Limited's (UPSCCL's) management to Dalmia Industries added a new dimension to the issue.
The Bharatiya Janata Party (BJP) took this up as one of the election issues and announced that it
will scuttle the UPSCCL's privatization if it came to power. The BJP won the elections and
accordingly the agreement with Dalmia Industries was canceled. If the eections were held
sometime later, things probably would have been different.
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