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Small Scale Industries Sector in India : a background

The historical remarks of Mahatma Gandhi that ‘the poor of the world cannot be helped by mass production but only by production by the masses’ guided the industrial policies in India since independence. The routing of craft centers by large scale European imports under British rule only steeled this belief. In spite of the elaborate Mahanabolis model under Nehruvian emphasis on industrialization based on state led large industries, the Mahatma’s words kept echoing in minds of the policy makers. The SSIs are defined under Industries (Regulation and Development) Act , 19511. The definition since 1960, is purely based on investment limit in plant and machinery and at present the limit is Rs. 1 cr. The different agencies use different criteria for defining the sector ; excise and sales tax departments use turnover as the criteria, RBI uses expanded definition by including the traditional industries as well, the NSSO and CSO define the entire industry in terms of organized and unorganized as well as industrial enterprises run by households and non-households. 

Because of the multiplicity of definition used by different agencies in formulating policies and collecting the data, the sector suffers from acute data constraints. Taking into consideration, only those figures on which most of the people tend to agree, the facts high- lighted about the sector are well known  : 

· SSIs are the largest employer in India after agriculture

· SSIs contribute 40% to manufacturing out-put of the country 

· SSIs contribute 35% to the direct exports from India 

Two things need consideration here. First, the SSIs manufacture about 7,500 products of which only 8002 odd products are reserved for exclusive manufacture from SSIs. Second, the high-lights mentioned above are the results of decades of  rather active policy intervention .  I think, these figures could have been substantially higher had there been a more liberal policy regime particularly after 1995. 

Indian economy towards the reform process:

As the rapid economic growth eluded consistently,  by 1980’s,  the failure of the grandiose economic model of Mahanabolis had been fairly apparent to the policy makers. ‘The reform process started in 1985 with some tentative steps by de-licensing a few industries and with such other ad hoc measures, only created unsustainable macroeconomic imbalances’2.  Political instability – three successive governments during 1989-91, and Gulf war led  India to the ‘real economic crisis’. 

Dr. Manmohan Singh himself highlighted the reasons  which led to the crisis while presenting his first budget in 1991: “… the origins of  the problems are directly traceable to  large and persistent macro-economic imbalances and the low productivity of investment…..there has been an unsustainable increase in expenditure. Budgetary subsidies, with questionable social and economic impact, have been allowed to grow to an alarming extent. The tax system...lacks transparency. The excessive and often indiscriminate protection provided to industry has weakened to develop a vibrant export sector. The increasing difference between the income and expenditure of the Government has led to widening of the income and expenditure of the economy as a whole.  This is reflected in growing  current account deficits and  in the balance of payment…..the crisis in the economy is both acute and deep.”

As India’s reform process has been crisis led, the first concentration had been on diffusing the crisis precipitated by lowest level of foreign exchange reserves, severe macroeconomic imbalances and high inflation. The reforms essentially were macroeconomic in nature and symbolized the ‘first generation reforms’. 

What has been done since 1991 has been well documented now. The success of the steps taken during the process has also been un-mistakable and met their short-term objectives almost with text-book precision.  From the perspective of the industries in general, the reforms process has manifested in ‘physical and financial aspects’1.  Whereas the physical aspects included,  de-licensing of industries, substantial reduction in import tariff and in quantitative restrictions (QRs) and radical liberalization of controls on investment both foreign and domestic, the financial aspects  covered opening up of capital markets, access to foreign funds, greater economy to financial institutions and Banks.

Performance of SSIs during the reform period:

On the ground, for small industries, it meant growth of business, considerable increase in competition  and radical increase of both opportunities and threats.  Growth of the sector is vindicated by the fact that during the entire reform period, SSIs outperformed the rest of the manufacturing sector.  Whereas the average rate of growth of manufacturing sector during 1991-92 to 1999-2000 period had been around 6%, SSIs recorded 8% growth2. At the same time, whereas number of non-SSI sick units during 1991 to 1999 increased by 19.4%, the increase for SSIs during the corresponding period had been almost double i.e. 38% 3.  

Further, the reform process  also saw the increase in SSIs’ participation in international trade.  During 1990-91 the SSI export as percentage of their production and percentage to total Indian exports had been 6.2% and 29.7% respectively. The corresponding figures for the year 1999-2000 had been 9.2% and 33%4. The developments are very important in view of the fact that from 1973-74 to 1989-90, the percentage of SSI export to their total production had hovered around 5.54%.  

Facilitated by real export thrust of the government in the initial reform period and substantial liberalization of foreign exchange regime,  the entrepreneurs participated in international trade which led to diversification of markets, identification of both more growth opportunities and technology gaps. I feel, the period highlights the Schumpeterian principles of creative destruction as, on one hand, a large number of SSIs either closed shops or went down hill,  on the other hand, if not greater,  an equally large number of SSIs made substantial investment in the upgradation of their plant and machinery and streamlining their production processes.  I am not aware of  such a study but I feel that  probing the capital investment expenditure among SSIs in pre and post reform  period should spring interesting results. 

Agenda of reforms, now:

Though, the gains of the initial reforms had been substantial for the Indian economy in terms of macroeconomic stability, marked improvement in investment climate and foreign exchange position, their impact on the life of common citizen has not been very positive. Rather, from his perspective, the first generation reforms have only made his life more difficult due to marked deterioration in services whether transport or electricity or health or education and in appreciative increase in cost of living. It is widely perceived, and perhaps very rightly so, that all the sacrifices in the name of reforms have been done by the common  man whereas the governments and institutions functioned as before but at more cost. 

One of  the important reasons for such a feeling is that there is very unreal dichotomy in first and second generation reforms. Whereas the first generation reforms were initiated with gusto, the second generation ones were non-starter from the beginning.  The problem is they are not sequential.  One without the other will never produce results. The first generation reforms concerned mostly the central government but it  the second generation reforms that bring us closer to the heart of  the reforms process : the states and the public institutions including the judicial system. 

Any agenda of reforms would incorporate two dimensions, one is the unfinished part of first generation reforms agenda and two the second generation reforms. Let’s first discuss about the remaining agenda of the first generation reforms, particularly that is of interest to small scale industries.

Firstly, is the task of taking decisive steps to tackle fiscal deficit of both center and states.  The situation has already assumed alarming proportions. ‘The combined deficits of the center and the states is as high as than 10% of GDP….almost 80% of the private financial savings are being absorbed by public sector borrowings.  Consequently, a cruel choice is between higher inflation by printing money or higher interest rates that choke investment  and employment growth.’1   The plan expenditure in the states has been declining over the years and there has been 20% short fall in 8th Five Year plan. Following the implementation 5th Pay Commission report, the situation has only worsened. No country can sustain such high deficits; it is bound to stifle growth.  

What does it mean for small scale industries ? For SSIs in the states this proved a double whammy: on one hand, this has resulted in worsening of already inadequate industrial infrastructure- power, roads, bridges etc. and  on the other, increased irrationality in taxation regime as states went out to squeeze whomsoever they could to raise money, which further increased ‘inspector raj’ and  distorted markets.  Governments are well aware how to instill fiscal probity and what steps it needs to take and we can leave the argument at that. Instead let’s concentrate on a few issues relevant specifically to SSIs. .  

Firstly, on Taxation, from the SSIs’ point of view, there are two issues that need elaboration. One, is the choice extended by Central Excise department to SSIs to opt for CENVAT or concession in excise upto Rs. 1 crore and other is implementation of VAT. With regard to Excise, as all major raw materials  iron, steel, copper, machinery etc. are excise paid from first source, whatever duties they pay are not Cenvatable and the cost of the excise on raw material goes into the cost of their produce making them high-cost.  As the prices are market driven now, to stay competitive they have to pay the price of not availing CENVAT  by agreeing to reduce their profitability. It is a fact that a majority of modern SSIs, do not gain from the excise concession but they would still demand it. Why?  Because upto the limit of Rs. 1 crore they would be spared of the INSPECTORS!  It is not simply practical for them to keep records and fulfill the requirement of excise department.  The cost of compliance far out weighs their scale of operations. The situation could improve substantially with implementation of VAT. The importance of  establishing complete central and state VAT cannot be overemphasized. Besides making such concessions uneconomical, VAT would help making India a single market paving way for seam less flow of goods within the country.  Abolition of Central Sales Tax should be a precondition before implementation of state VAT, however. 

Secondly, the de-reservation of 800 odd items reserved for small scale industries remains one of the important un-finished agenda items of the first generation reforms. The Expert Committee –known as Abid Hussain Committee probed the issue in details and recommended complete de-reservation unequivocally. The committee  also recommended that government should provide for Rs. 500 Crore per annum for five years to assist the sector in tiding over the challenges arising out of  such de-reservation.  De-reservation issue is a classic case on indecisiveness of the government. Neither it agreed to provide the support nor it went for complete de-reservation. A way of piece-mail de-reservation was adopted through which a couple of dozen items were de-reserved during the last 10 years. The continuation of policy of reservation is at best redundant. As the exercise for removal  of the QRs1 was completed in 2001, all items reserved for SSIs are freely importable now. Today continuation of the policy of reservation only means that an Indian company cannot manufacture a reserved item, however, it could be imported from anywhere in the world. If not earlier, by 1997 it was clear that QRs would be required to be lifted and  the reservation policy would be meaningless without QRs.  

Thirdly, the trade reforms particularly with regard to tariff rationalization are yet to be completed, though, significant progress has been made in the direction since 1991. The lobbying by raw material manufacturers have created a situation of ‘reverse tariff escalation’. Quite a large number of SSIs are badly hit by yielding of successive central government before the lobbies of raw material manufacturers of viz. Iron and Steel, Copper, Aluminum and Plastic raw material. The duties on the products  manufactured by SSIs are same or lower than the duty on the raw material. 

Fourthly, financial sector reforms have some what stuck after the East Asian financial crisis. Small scale industries are reeling under un- availability of need based finance. Without  large scale privatization of public sector Banks and opening up of the sector to intense competition, the financial sector rigidities could not be removed.  The present situation that one could get loan of Rs. 6 lac for car on a telephone call and there would be hundred impediments in getting a loan for a house or for a plant/ machine, needs reversal. And, the reversal in the situation will take place not because of  government guidelines but by the forces of market Example of IT   is before us. The rate of interest is still very high and needs to be brought down if we want to achieve growth beyond 6% per annum. 

Finally, the disinvestment and privatization agenda needs to be taken to its logical end. The formidable presence of  Government and Public Sector Units particularly in services sector have created markets distortions and have increased cost of transaction for industries.  The PSUs  operating in manufacturing sector have contributed to making the entire chain of some of the product category un-competitive. Example of Steel, Copper, Aluminium   etc are before us. It is the large private sector companies that have benefited from the inefficiencies  of PSUs. Monopoly presence of PSUs  as in Railways and in infrastructure  as Power, Transport, Ports, Airports etc. have contributed substantially in increasing the cost of transaction in the economy. Even when they are profitable, the opportunity cost of  Govt.’s investment in them is very high. Dr. Vijay  Kelkar is of the view that efficiency gains from privatization  of energy, transport and higher education (universities) could be as high 3-4% of GDP. 

Agenda of Second Generation Reforms:

Ideally, the second generation reforms agenda should take the reform process to states and  should encompass improvement of administrative, legal and regulatory functions of center and the states, addressing the incentives for private sector investment  and  structure of right institutions and developing institutional capacity for reforms. In nutshell, whereas ‘the focus of first generation had been product market, the focus for the second generation needs to be factor market reforms as labour, land, capital, resources as water and institutions’1. There is already enough clarity on what needs to be done on these fronts including in area of infrastructure, taxation and labour laws. To avoid repetition, let me concentrate on few critical issues of interest to small scale industries in India.  

In creating the critical infrastructure power is the most important issue for small industries as they are solely dependent on the state for this input. Ten years have been wasted, for  the central government to realize that what is needed is privatization of  distribution before anything else. The reform process carried thus far in the states has failed completely. The earlier emphasis on generation has been misplaced.  Still there seems to be no urgency on the issue in most of the states.  The Central Government will have to take steps like deducting the dues of SEBs payable to NTPC and Coal India and adjusting from the share of revenues of the states.  Further, tariff regulatory commissions formed have proved just the extensions of the state and have become tools in the hands of state governments to legitimize the cross subsidization . Their process of calculating and fixing of tariff  leave much to be desired. The cross subsidization of households and agriculture from industries needs to stop. Large industries are increasingly putting up their captive power plants; the curse of  high cost of power and extreme power shortages falls on SSIs. 

Looking from the angle of development and growth of entrepreneurship and small scale industries,  legal and administrative reforms should be a priority item on the agenda both at the center and in the states.  The excessive and archaic laws,  unconcerned administration  and ineffective judicial system have telling impact on the entrepreneurs. We could take a cue from the enlightening studies of the Hernando De Soto2 who states that people engaged in an economic activity would always consider the cost of compliance of laws and  regulations2and whether the laws would be complied or not would depend on three different  factors:

a. Regulations impose prohibitively high cost on formality

b. Informal entrepreneurs lack the skill and the knowledge to comply even with the simple regulations

c. The state and its organs are too weak to protect private contracts and property  rights efficiently

Archaic system of keeping land records in most of the states that  are seldom updated and   exceptionally high cost of transfer of land and property rights, have created a situation where the clear titles of property are rarely found. It was for this reason that real estate has become haven for black money because  the records could not be tallied to verify who owned how much. Most cornerstone laws of commercial activity such as for insolvency and bankruptcy and Acts as Indian Contract Act, 1872;  Negotiable Instruments Act, 1881; Sale of Goods Act, 1930; Hire Purchase Act etc. have proved ineffective partly because of want of updataion of the law and partly  due to the inability of  our judicial system to provide speedy justice.  

Another dimension of legal reform is the administrative reform related to it. Whereas the laws are passed under public scrutiny after prolonged debates in Parliament and legislative assemblies, most of the contravention in the spirit  is done through rules and procedures. They are the chief cause of rigors for the SSIs. There must be a time bound system of public scrutiny of procedures through a mechanism of at least important economic laws. 

Laws are but the reflection of  social and political thoughts of a society  at a given point of time.  Such thoughts are seldom static and laws need change as societies move on.  We had pursued  an economic model of closed economy for fifty years. Now, we have donned what Thomas Friedman describes as the ‘golden straight jacket’ of market driven economy. In one of the most widely read books on Globalization- the Lexus and the Olive Tree, he lists the essential policies that would be followed by successful economies in the era of globalization. One of the most important policies that such a country will have,  he says, ‘the bankruptcy laws and courts that  actually encourage people who fail in business venture to declare bankruptcy and try again, perhaps fail again , declare bankruptcy and then try again before succeeding and creating the next amazon.com’. The imperative is clear: if  you cannot fail; you will not win.  He is not alone, see what the BEST1 report in EU has recommended for developing EU as the entrepreneurial society,  “ a more positive attitude towards ‘failure’ should be instilled and its value as a learning experience recognized.”  

While the grandiose claims are being made by governments in the Parliament, such questions need to be asked by the Parliamentarians as against how many unemployed people who availed the loans under PMRY and such Yojnas, recovery proceedings have been issued and how many have indeed been sent to jail. It is a shame on nation that small farmers and  small self-employed entrepreneurs are routinely staked in jails under archaic laws of recovery as even commercial loans and outstanding against commercial organizations are recoverable as ‘Arrears of  Land Revenue’- a term borrowed from the lexicons of British feudal lords. A society that cannot differentiate between bad debt and fraud and that considers the entrepreneurs and swindlers at par, cannot go far in this era. We must adopt the best practices on bankruptcy and insolvency, the sooner the better. 

The non-transparent legal and administrative system invariably leads to corruption and graft culture. This is going on for half a century now. But there is a qualitative difference on business of this culture. Earlier, when markets were protected, corruption led to high cost to consumers. In the era of global competition, an unscrupulous manufacturer could be competitive at the cost of genuine manufacturer and could kill him. It is even more harmful for society. This provides another reason to hasten the reform process in this area. 

Finally, let’s come to the issue of employment. As the competition rise, large industries are streamlining their operations ( read cost cutting and outsourcing meaning jobless growth). The governments will have to downsize their operations of they want to pay salaries to even existing staff. Then wherefrom the employment will come if we are to alleviate the poverty and sustain growth of our economy? Here is a crash course for those who are interested from Mr. Juan Somavia, Director-General of the International Labour Organization1: “If we put the small enterprise  at the centre of the future, we are going to be able to begin solving the problem of meeting people's aspirations for employment and jobs… we need to interrogate the global economy of today, and ask who will be the providers of jobs. From where will the employment  needs of our societies be met? The answer is that it is essentially in small enterprises that jobs are being created today.  I believe that we have an enormous interest in trying to make small enterprises the source of those jobs that are needed, but for that we have to develop radically different attitudes. If you look at the government side, there is no single government that does not have a Small Enterprise Department, but the fact is that this is not an issue that can be properly tackled by governments.” 
What governments should do to support them ?  There are no short cuts : create the macroeconomic stability, keep liberal trade policy,  reform the legal and administrative system and  have the best bankruptcy laws so that people are never afraid of trying their new business ideas. If you are still interested, as a government to do some thing, assist  in marketing (not selling) and provide liberal assistance for international exposure through trade fairs and  trade delegations. Exposure, exposure and exposure is what SSIs require most. Technology up-gradation would follow; quality ensurance will follow ; best manufacturing practices  will  follow and what will follow is growth and prosperity.  

Traversing the road of reforms and the road blocks 

The discussion on remaining agenda of first generation and second generation reforms looks some what imaginary.  The reason is,  reform is nobody’s agenda. Seemingly not of the present political parties. Though, there is a discernable appreciation of need of reforms among the bureaucrats in the center yet barring two three states, even among bureaucrats in the states there is hardly any enthusiasm. ‘The problem is compounded because of much of the people who could benefit potentially from reforms- small entrepreneurs, farmers and un-organized labour, remain un-aware of the benefits and lack a collective voice.’1 

While presenting his first budget amidst the un- precedented  economic crisis, Dr. Manmohan Singh concluded his historic budget speech with the following words. “No power on earth can stop the idea whose time has come. I suggest to this august house that emergence of India as a major economic power in the world happens to be one such idea. Let the whole world hear it loud and clear. India is now wide awake. We shall prevail. We shall overcome.”  Indeed, we are so near of achieving growth of  7-8 % and even higher on a sustained basis and alleviate a large number of people from morass of poverty within two decades. 

But, are the politicians awake?

1 The IDR Act 1951 specifically refers two categories of SSIs first the  Small Scale Industrial Undertakings and the other as Ancillary Industrial Undertaking. A few further sub-sectors have been identified within the SSI sector viz.Tiny Enterprises, Women’s Enterprises, Export Oriented units and Small Scale Service and Business Enterprises (SSSBEs). (Report of the Study Group headed by S.P. Gupta, Planning Commission 2001)
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