The Initial Formulation of Industrial
Policy

The Statement of Industrial Policy of 1945

The problems of industrialization and the principal objectives of industrial plan-
ning in India are set forth in the Industrial Policy Resolution of 1948 (IPR of
1948)! and the revised Industrial Policy Resolution of 1956 (IPR of 1956).2 Both
set down the fundamentals for planned economic development with a strong
ideological orientation. It is generally understood that the IPR of 1948 and the
IPR of 1956, the latter in particular which was issued after the Parliament ac-
cepted the “‘socialist pattern of society’’ in December 1954 as the objective of
social and economic policies, instituted the industrial development system in
India. This understanding is acceptable if one’s viewpoint is confined to the
post-independence era. It is true that the resolutions of 1948 and 1956 official-
ly determined the direction of India’s industrial policy. They officially com-
mitted India to state intervention in the economy to achieve a certain pattern
of industrial development and a certain manner of utilization of resources.’

These two resolutions came forth directly from the historical, political, and
economic circumstances surrounding the struggle for independence. However
these resolutions were not the first statements on industrial development strategy
for India. The IPR of 1948 had been preceded by the Statement of Industrial
Policy of 1945 (SIP of 1945)* issued by the Planning and Development Depart-
ment in April of that year. The SIP of 1945 was the first comprehensive proposal
for industrial development strategy issued by the government, and for this rea-
son the content of this statement needs to be examined before looking at the
IPR of the 1948 and the IPR of 1956.

The SIP of 1945 brought a new, explicit approach toward economic policy.
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It called for government control over twenty key industries. Here was laid down
the ideas for the division and controlling of industries which became charac-
teristic of the later periods. Control meant government control over national
resources and the private sector. Division meant the division of industries be-
tween public and private sectors and also within the private sector itself. The
SIP of 1945 also advocated that basic industries of national importance were
to be nationalized if adequate private capital for their development was not forth-
coming.

The SIP of 1945 gave two reasons why government needed to be involved
directly in the economy. “‘In the first place, the general economic policy pur-
sued by the Government of India under their own constitutional powers exer-
cises a profound influence over industrial development....In the second place,
the progress of planning has made it abundantly clear that certain industries
must be taken over under central control in the interest of coordinated develop-
ment.””> These two reasons support two ideas. One is that the central govern-
ment should have power and influence over industrial development, and the
second is that the government should take over certain industries. The former
idea could be interpreted as an intentional departure from the concept set forth
in the Government of India Act of 1935 which stated that the development of
industries was a provincial matter, with the proviso that the central government
could by law take control of certain industries for the public good. Since this
proviso was not actually exercised, it was a common understanding that the
development of industries was fundamentally a provincial responsibility.

The takeover of certain industries as called for by the SIP of 1945 was to
take place after consultation with the provinces and leading Indian states. The
twenty industries suggested for takeover were:

1. iron and steel,

2. manufacturing of prime movers,

3. automobiles and tractors and transport vehicles,

4. aircraft manufacturing,

5. shipbuilding and marine engineering,

6. electrical machinery,

7. heavy machinery, such as textiles, sugar, paper, mining, cement, and
chemicals,

8. machine tools,

9. heavy chemicals and fine chemicals, chemical dyes, fertilizers, and phar-

maceutical drugs,
10. electrochemical industry,
11. cotton and woolen textiles,
12. cement,
13. power and industrial alcohol,
14. sugar,
15. motor and aviation fuel,
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16. rubber manufacturing,

17. nonferrous metals industry,

18. electric power,

19. coal, and

20. radio engineering.

The SIP of 1945 was a declaration of the government’s determination to take
positive steps toward rapid industrialization. It attached particular importance
to the above industries which were mostly heavy industries and which were ex-
pected to contribute to the foundation of a modern industrial economy in In-
dia. The objectives and the approach embodied in the SIP of 1945 were further
elaborated in the IPRs of 1948 and 1956.

The SIP of 1945 stated that basic industries whose promotion were regarded
as essential to the national interest would be nationalized if adequate private
capital was not forthcoming. Besides stressing the need for state control over
heavy and basic industries, the SIP of 1945 called for controls over capital is-
sue, controls over industrial enterprises through licensing, and controls over
regional industrial concentration. It also proposed the setting up of a system
of targets to determine the volume of capital flowing into excessive profits.

To better understand this strong inclination toward state control over the econ-
omy, we need to look at other political resolutions and documents reflecting
the debate over development policy which led up to the SIP of 1945. In the
next section, the trend of this debate will be examined through several impor-
tant documents.

Political Resolutions and Declarations That Set the Stage for Post-
Independent Policies

Prior to the SIP of 1945, there were several political resolutions and declara-
tions which were important antecedents to the formulation of later industrial
policy. I am going to take up three of these to show that the process of for-
mulating industrial policy started before independence and became caught up
in the political debate during the struggle for independence.

In 1931, a decade and a half before the SIP of 1945, the Karachi Session
of the Congress Party passed a resolution called the ‘‘Fundamental Rights and
Economic Programme’’ which advocated state control over key industries in
order to attain economic freedom.® The same tone was expressed more explicitly
at a meeting of the Congress Party’s National Planning Committee held in 1938.
The meeting declared the need for state ownership or control over key indus-
tries in order to pursue the objective of raising income and attaining national
self-sufficiency. The committee also concluded that the establishment of heavy
and basic industries was a strategic requirement in any plan for industrialization.

Thus as early as the 1930s a consensus had already been reached among po-
litical leaders over economic strategy which appeared clearly in the policies,
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plans, and measures that were carried out after independence. It is interesting
and important to note that there existed in these early declarations the idea of
linking state ownership or control of key industries with economic growth and
self-sufficiency. It is possible to see in this idea the beginnings of government
strategy which would be used later to justify nationalization and state interven-
tion as desirable steps for the ‘‘common good.”” Also interesting is the impor-
tance placed on state development of heavy and basic industries as an effective
measure for planned industrialization.

A similar approach was advocated in a proposal for economic development
produced by a number of leading industrialists in 1944. The proposal was called
“*A Plan of Economic Development for India,”’ and was popularly known as
the ‘‘Bombay Plan.””” This plan was presented at a time when the spirit of In-
dian nationalism was running high, and the Congress Party was expected to
fulfill the people’s aspiration for independence. The Bombay Plan was an ex-
pression of the cordial relationship existing between industrialists and politi-
cians at the time; and it was because of this relationship that the ideas and
substance of the Bombay Plan did not differ greatly from the policies and plans
set forth in the SIP of 1945 or from those in the early period after independence.

However this cordial relationship quickly soured after independence, partic-
ularly at the end of 1947 when the All India Congress Committee approved
a resolution known as the ‘‘Objectives and Economic Programme.’’ This reso-
lution called for a ceiling on incomes and landholdings, recommended that in-
dustries producing articles of food, clothing, and other consumer goods be kept
in the small-scale sector, and proposed strict controls over large-scale industry.
It went on to say that the process of transferring existing large enterprises from
private to public ownership should be commenced within five years.

The resolution brought outrage and indignation from private entrepreneurs.
The fact that the IPR of 1948 took a milder stand on private industry and its
nationalization can be taken as a response to the sharp reaction from private
industry. The difference in tone between the IPR of 1948 and the 1947 resolu-
tion is remarkable. It reveals the sharp conflicts between politicians and indus-
trialists over the role of government in industrial development.

The Industrial Policy Resolution of 1948

The Industrial Policy Resolution of 1948 was adopted by the Parliament on
April 6, 1948. It was the first official resolution on industrial policy after in-
dependence. The resolution emphasized the need for the state to play a progres-
sively more active role in the development of industries. The most striking part
of the resolution was its decision that India should have a divided economy
with some industries reserved only for public sector investment and production
while others would be open to the private sector. It delineated areas of public
sector and private sector investment. The government reserved for itself the
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manufacture of arms and ammunition, the production and control of atomic
energy, and the ownership and management of railway transport. Another six
industries were set aside as the exclusive responsibility of the state.® These six
were:
coal,
iron and steel,
aircraft manufacturing,
shipbuilding,
manufacturing of telephone, telegraph, and wireless equipment, exclud-
ing radio receiving sets, and

6. mineral oils.

It should be noted however that the resolution did not reject private invest-
ment in the above industries. It allowed that the state could secure the coopera-
tion of private enterprise if it was deemed necessary to the ‘‘national interest.”’

Another eighteen industries were identified for government regulation and
control. These industries were regarded as important for the whole nation and
needing considerable investment or a high degree of technical skill; therefore
their establishment was to be governed by the state. These were:

1. salt,
automobiles and tractors,
prime movers,
electric engineering,
other heavy machinery,
machine tools,
heavy chemicals, fertilizers, and pharmaceuticals and drugs,
electrochemical industries,
9. nonferrous metals,

10. rubber manufactures,

11. power and industrial alcohol,

12. cotton and woolen textiles,

13. cement,

14. sugar,

15. paper and newsprint,

16. air and sea transport,

17. minerals, and

18. industries related to defense.

The remaining non-designated areas were left to private enterprises with the
proviso that the government could intervene when it felt necessary.

The list of industries reserved for government regulation and control is a
strange mixture of heavy and light industries along with capital goods and con-
sumer goods industries, the former tending to be more frequently represented.
The list was basically the same as the list of industries reserved for the state
drawn up in the SIP of 1945, but there were modifications. The IPR of 1948
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had two lists of industries in addition to the sectors of industries which were
reserved for the government. The first list of industries came under the exclu-
sive responsibility of the government. The second list was under government
regulation and control. Most industries on the SIP of 1945 list were put on either
the first or second list in the IPR of 1948. While several industries such as trans-
port vehicles other than automobiles and tractors and marine engineering which
were on the list of the SIP of 1945, were dropped from the IPR of 1948, new
industries such as the manufacture of telephone, telegraph, and wireless equip-
ment were added to the first list, and salt, paper and newsprint, air and sea
transport, minerals, and industries related to defense were added to the second
list of the IPR of 1948.

When looking at these lists, one finds it difficult to understand the criteria
used for dividing industries into three categories. There was insufficient expla-
nation of the method and logic used for classifying industries, and there was
no satisfactory reason why certain industries were listed while others were not
or why certain industries were put on one or the other list. Given the nature
and function of each industry, one can easily imagine the enormous difficulties
the economy had to face within this framework of industrial division and clas-
sification.

The IPR of 1948 was formulated in an atmosphere heavy with ideology. The
policymakers were convinced that the division of industries between private and
public sectors was as or even more important than the coordinated functioning
of industries. In other words, they thought that government intervention in the
economic process to mitigate undesirable effects would compensate for any
reduction in industrial coordination which is crucially important for well-
functioning industrial activity.

Moreover there were few people who could foretell the exact problems which
would eventually emerge from the negative features of the new economic poli-
cy. This handicapped industry later on since the classifications and divisions
set down by the policy tended to be rigid and inflexible while industrial activity
continually demanded a more pliable approach from the government. Thus,
from the beginning, Indian industrial policy was burdened with the problem
of trying to coordinate the activity of many different industries divided among
various categories, and trying to maintain the smooth functioning of an indus-
trial economy which was expected to develop as a mixed economy. This problem
was carried over and exacerbated in the 1950s with the IPR of 1956. This reso-
lution increased official rigidity in classifying industrial development and
categorizing industries.

A'look at the political background of these years explains the reason for this
increasing rigidity. The IPR of 1948 became completely caught up in the heat-
ed debate then going on between the conservatives and radicals in the Congress
Party over what Hanson called the “‘principled decision.’’® Some statements
in the IPR of 1948 reveal this debates. For example, the resolution stated that
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“‘the mere distribution of existing wealth would make no essential difference
to the people and would merely mean the distribution of poverty.’’'® Here is
a trace of pragmatism surrounded by overwhelming idealistic eagerness. Another
interesting point was in reference to nationalization. The resolution said that,
while the government claimed the right to take over any industrial unit within
the industries of its exclusive responsibility, it would allow enterprises in these
industries to develop for a period of ten years, during which time they could
run all facilities. There was no call for them to terminate or prepare to terminate
their business within this period. At the end of the ten years, the matter was
to be reviewed and dealt with “‘in the light of circumstances obtaining at the
time.”’!! This kind of ambivalence could easily undermine the efforts at na-
tionalization. Moreover, as noted earlier, the IPR of 1948 contained statements
clearly showing that the government did not intend to reject private investment
in the industries it was responsible for. Such ambivalence toward nationaliza-
tion indicates a profound confusion and lack of consensus over the issue. The
cause of this ambivalence has been summed up by Marathe. He says that the
IPR of 1948 reflected a rather delicate political balance between the younger
more radical elements in the Congress Party who followed the socioeconomic
predilections of Jawaharlal Nehru, and the cautious and basically conservative
approach of Sardar Vallabhbhai Patel and many others of the old guard.'? Over
time the balance shifted toward the former, especially after the death of Patel
in 1950. This shift can be seen in the IPR of 1956.

The IPR of 1948 also brought up the matter of cottage and small-scale in-
dustries, an issue not raised in the SIP of 1945. These industries continued to
be treated separately in successive policies as though they were an independent
industrial sector unrelated to other industries. This attitude toward cottage and
small-scale industries started with the IPR of 1948 and intensified thereafter
causing serious defects in industrial development policy later on. This problem
will be discussed in a later chapter.

The Industries (Development and Regulation) Act of 1951

As a first step in implementing important parts of the IPR of 1948, the Indus-
tries (Development and Control) Bill was introduced into the Legislature in 1949.
The object of the bill was to create a suitable legislative framework for im-
plementing the industrial policy set down in the IPR of 1948.%3 It declared cer-
tain basic industries of national importance, provided machinery for their
development, and established a framework for the licensing and regulation of
industrial investment. It also demarcated spheres for public and private enter-
prise. The important provisions of the bill were:

(1) No new industrial unit could be established nor substantial extension to
existing plants made without a license from the central government; and while
granting licenses for new enterprises, the government could if necessary lay down
conditions regarding location, minimum size, and so on.
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(2) The government could make investigations into certain specified indus-
tries or enterprises in industries: (a) which showed a fall in production, a de-
terioration in the quality of the product, a rise in the price of the product; (b)
which used resources of national importance; and (c) which were managed in
a manner likely to harm the interests of shareholders or consumers. The govern-
ment could issue instructions for rectifying the drawbacks.

(3) The government could take over the management of enterprises which
failed to carry out its instructions for improving management and policies.

The bill was expected to help planning for industrial development on a na-
tional basis with the use of licensing as an effective way to regulate and pro-
mote investment. The bill became law as the Industries (Development and
Regulation) Act of 1951 (the IDRA). It was enacted after the appointment of
the Planning Commission, but before the First Five Year Plan had been finalized.

There has been a lot of debate and discussion over the IDRA. It is one of
the most important documents concerning India’s industrial development;
however the basic direction it set for executing industrial policy involved numer-
ous contradictions, some were referred to above, and these inevitably posed
difficult problems especially in such areas as the classification of industries,
the role of the public sector in the economy, the promotion as well as restric-
tion of private sector industries, the reservation of certain industries to certain
sectors, etc. At the same time no clear directions were laid down about the oper-
ation of its regulatory provisions within the overall framework of the national
plan. The shortcomings in the IDRA created many inadequacies that later
reduced its effectiveness.®

The IDRA of 1951 was enacted in order to pursue the IPR of 1948, and the
main objectives of industrial policy it sought to achieve were:

1. the regulation of industrial development and canalizing of resources ac-
cording to planned priorities and targets,

2. avoidance of monopolies and preventing concentrations of wealth,

3. protecting small-scale industries against undue competition from large-
scale industries,

4. the encouragement of new entrepreneurs to establish industries,

5. the distribution of industrial development around the country on a more
widespread basis, and

6. fostering technology and economic improvement in industries through
economies of scale and the adoption of modern processes. '

The First Schedule to the IDRA was composed of thirty-eight articles and
listed certain industries which were called ‘‘scheduled industries.’’ This listing
was based largely on the list of the IPR of 1948.%° Licenses were to be obtained
from the government to manufacture specific articles listed in the schedule. Un-
der the IDRA, it became necessary to obtain a license for:

1. establishing a new industrial enterprise,'’
2. an existing industrial enterprise to take up the manufacture of a ““new
article’” which was defined in the act,'®
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3. substantially expanding the capacity of an industrial enterprise in an ex-
isting line of manufacture,®®

4. carrying on the business of an existing industrial enterprise which was
originally exempt from the licensing provisions of the act but which later
lost this exemption,20 and

5. changing the location of an existing industrial enterprise.?!

The phrase ‘‘substantial expansion’’ in Clause 3 was interpreted to mean an
addition of more than 10 per cent to licensed capacity.?? However a precise
meaning of ‘‘substantial expansion’’ as well as what constituted ‘‘new articles’’
in Clause 2 was not set down clearly enough in the IDRA to prevent confusion
and close loopholes. This resulted in a great deal of criticism over the ‘‘defini-
tion’” and ‘‘non-definition’’ of these terms. Some critics rightly conclude that
it was difficult to draw a clear line between manufacturing a new article and
expanding substantially.??

Industrial licensing was not required for investment by manufacturers in the
scheduled industries with total fixed assets not exceeding 500,000 rupees.**

One of the noticeable results of the IDRA was that it took respensibility and
power over industrial regulation, control, and development from the hands of
the state governments and put it into those of the central government. Since
most industries were brought under this act, ‘‘something like a constitutional
revolution took place, by virtually making industry a Central subject rather than
a State subject as envisaged in the Constitution.”’?> There was another outcome
that emerged from the act. As Hazari observed, ‘‘under the IDRA, only the
Central Government and specified Governments are exempted from licensing.
State Governments and public sector corporate bodies have to apply for licenses
in the normal course. The procedure for considering proposals from such ap-
plicants is not uniform. Apparently, many of the larger investment proposals
do not come before the Licensing Committee.””*®

The IDRA gave birth to an intricate system of applying and granting licenses.
The system grew more complicated over time as various modifications were
made; categories acquired a growing number of subcategories, and exemptions
from licensing obligations multiplied.

The Licensing Committee as an inter-ministerial unit was set up in Septem-
ber 1952 to give final clearance to applications for industrial licenses under the
IDRA. An application had to be recommended by the ministry concerned be-
fore being sent to the Licensing Committee. Until November 1956, all licensing
applications had been placed before the Licensing Committee. Subsequently,
procedures were modified to allow approval of certain categories of applica-
tions by other authorities so as to lighten the burden on the Licensing Commit-
tee. After 1964 it became the practice of the Licensing Committee to initially
issue a letter of intent valid for a specific period, then after completion of vari-
ous preliminaries, to approve a license.?’

As India’s foreign exchange difficulties increased, a special procedure for the
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import of capital goods was introduced in January 1957. Licenses for such im-
ports were to be examined by a new committee called the Capital Goods Com-
mittee. Since that time ‘‘licensing has also sought (more at the Capital Goods
Committee than the Licensing Committee stage) to keep the volume of projected
investment within the available resources of foreign exchange and/or to utilize
available foreign credit.’’*® Then ‘‘to reduce the burden of work on this com-
mittee, another committee (curiously known as the ad hoc Capital Goods Com-
mittee) was formed under the Chairmanship of the Chief Controller of Imports
and Exports.””%® This ad hoc Capital Goods Committee was concerned with
proposals for imports not exceeding 2 million rupees in value from rupee pay-
ment areas and imports from other areas up to 500,000 rupees in value.

A Directorate General of Technical Development (DGTD) was set up to exa-
mine the technical aspects of applications for industrial licenses.>® The new direc-
torate appraised the techno-economic aspects of an application according to
the following criteria:

1. how much need there was for more capacity in the item(s) of production
proposed in the application, taking into consideration also the import
substitution and export possibilities,

2. the technical soundness of the proposed scheme,

3. whether the capacity asked for by the entrepreneur was commensurate
with the capital goods to be installed, taking into consideration the capi-
tal goods which the producer already possessed,

4. whether the scheme as submitted or as modified through discussion with
the DGTD would achieve maximum possible indigenous content within
a reasonable time,

5. whether the plant to be installed and/or method of manufacture to be
adopted was modern and economic, and

6. whether the location of production was suitable for economic viability
and the disposal of production waste.

Based on the above criteria, the DGTD would recommend to the Licensing Com-
mittee either acceptance or rejection of the application.>!

The central provision of the IDRA was that specific approval of the central
government in the form of an industrial license was required for establishing
any new industrial enterprise or substantial expansion of an existing enterprise
in specified industrial sectors. This basic feature of the act has been retained
since its enactment, but licensing procedures have undergone various modifi-
cations. As explained earlier, these modifications took the form of setting up
more clearing authorities at various stages and adding newer and more elaborate
regulations to the IDRA. Thus the process moved toward complicating rather
than simplifying procedures and yielded little or nothing in the way of positive
effects on policy objectives. Apart from the general criticism about delays or
complicated procedures, there were serious arguments that the licensing policy
was not effectively working to allocate and utilize resources or to check
monopolistic tendencies.
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A more fundamental question was raised by Hanson and others who argued
that the adoption of a quantitative target system of planning led to the elimina-
tion of domestic competition. Hanson has argued that the Licensing Commit-
tee, even while attempting to eliminate monopolistic tendencies by encouraging
new entrants and favoring smaller enterprises, created monopolies or at least
oligopolies by its policy of trying to relate capacity to potential availability and
demand. As the result, Indian industry was ‘‘feather bedded’’ to such an ex-
tent that a producer who failed to make a profit had to be spectacularly ineffi-
cient, even by the rather low Indian standards of efficiency.>?

The licensing policy was supposed to operate based on criteria set by other
agencies such as the Planning Commission. But Bhagwati and Desai have ar-
gued that a serious deficiency in licensing policy was the lack of criteria for
dealing with applicants. They raised two essential questions: (1) what criteria
were defined to deal with the applications; and (2) whether these were syste-
matically employed in practice. They gave negative answers to both questions.
Their study showed that the Licensing Committee operated essentially in an
“‘ad hoc’’ manner. It provided no clear statements nor criteria which applicants
could rely on to assess their chances of getting licenses and thereby plan more
effectively.’® Some might argue that Bhagwati and Desai have been too criti-
cal, but the point of their argument cannot be overlooked that India’s licensing
policy has created serious distortions in the economy by eliminating competition.

The Industrial Policy Resolution of 1956

In April 1956, the government issued a new industrial policy resolution, the
IPR of 1956, which has been one of the most important policy documents related
to Indian industry. The new resolution came out after the Indian Parliament’s
historic declaration that the ‘“socialist pattern of society”” should be the objec-
tive of social and economic policy. Although the new resolution was structur-
ally similar to the IPR of 1948, it had a strong ideological orientation and was
more elaborate and more committed to attaining a socialistic pattern of develop-
ment under the undisputed leadership of Nehru.*

The IPR of 1956 explained the government’s reason for the need to revise
the IPR of 1948, stating that it had been brought about by the changes and
developments which had taken place in India since 1948. The Constitution of
India had been enacted in 1950, guaranteeing Fundamental Rights and enun-
ciating the Directive Principles of State Policy. Economic planning had proceed-
ed on an organized basis, and the First Five Year Plan (1951—56) had been
completed. These important developments necessitated a fresh statement on in-
dustrial policy in conjunction with the Second Five Year Plan (1956~61) which
was to be enacted.

The Second Five Year Plan period showed a marked shift in favor of capital
goods industries under the influence of the model developed by P.C. Mahalano-
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TABLE 1-1

STRIBUTION OF OUTLAYS IN THE PUBLIC SECTOR -
D1 (Rs. 1 million)

First Five Year Second Five Year
Plan Expenditures Plan Expenditures

Value % Value % i
Agriculture and community development 2,910 14.8 5,300 11.5
Major and medium irrigation 3,100 15.8 4,200 9.1
Power 2,600 13.3 4,450 9.7
Village and small industries 430 2.2 1,750 3.8
Industries and minerals 740 3.8 9,000 19.6
Transport and communications 5,230 26.7 13,000 28.3
Social services and miscellaneous 4,590 23.4 8,300 18.0
Total 19,600 100.0 46,000 100.0

Source: Government of India, Planning Commission, Third Five Year Plan (1961), p. 33.

bis.*>* According to the model capital goods industries were to increase the ca-
pacity for capital formation, thus raising the general level of industrialization
which was to make India independent of foreign imports of producer goods.
Other industrial sectors including labor-intensive household industries were ex-
pected to produce consumer goods, but it was felt that the manufacture of con-
sumer goods by non-household industries should be curbed until employment
pressure was eliminated.>® Table 1-1 shows the planned distribution of outlays
in the public sector for the First and Second Five Year Plans. The drastic changes
in distribution of outlays reflect the changes in emphasis between the two plans.
The first plan placed relatively greater stress on programs for agriculture and
irrigation which comprised 31 per cent of planned outlays. The second plan
put greater emphasis on industrial development, and the relative share for in-
dustries and minerals increased from 4 per cent in the first plan to 20 per cent.

The IPR of 1956 declared that industrial policy had to be governed by the
principle laid down in the Constitution, by the ‘‘objective of socialism,”’®” and
by the experience gained during the years since independence.*® The IPR of
1956 offered a wider scope of initiatives for the public sector than the IPR of
1948 had, and stated that ‘‘all industries of basic and strategic importance, or
in nature of public utilities, should be in the public sector,’” and ‘‘other indus-
tries which were essential and required investment on a scale which only the
state in present circumstances could provide had also to be in the public
sector.”’3?

Industries were classified into three categories as in the IPR of 1948, but the
list of industries falling under state responsibility was larger than in the earlier
IPR. The first category consisted of industries whose future development was
to be the exclusive responsibility of the state; the second consisted of those in-
dustries which would progressively become state-owned and in which the state
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was generally expected to take the initiative in establishing new enterprises; and
the third category of industries was left for the private sector. The first category
was listed in Schedule A and consisted of the following industries:

. arms, ammunition, and related items of defense equipment,

atomic energy,

iron and steel,

heavy casting and forging of iron and steel,

heavy plants and machinery required for iron and steel production, for
mining, for machine tool manufacturing, and for such other basic in-
dustries as may be specified by the central government,

heavy electrical plants including large hydraulic and steam turbines,
coal and lignite,

mineral oils,

mining of iron ores, manganese ore, chrome ore, gypsum, sulphur, gold,
and diamonds,

10. mining and processing of copper, lead, zinc, tin, molybdenum, and

wolfram,

11. minerals specified in the Schedule to the Atomic Energy (Control of

Production and Use) Order, 1953,

12, aircraft,

13. air transport,

14. railway transport,

15. shipbuilding,

16. telephones and telephone cables, telegraph and wireless equipment (ex-

cluding radio receiving sets), and

17. generation and distribution of electricity.*’

Most of the industries listed in this category were those needing heavy capital
investment and the gestation periods were usually long.

All new enterprises set up in industries in Schedule A, except where their es-
tablishment in the private sector had already been approved, were to be set up
only by the state. But the IPR of 1956 reaffirmed that this did not preclude
the expansion of existing privately owned enterprises, nor the possibility of the
state securing the cooperation of private enterprises in the establishment of new
enterprises when the national interest so required. It said, however, that indus-
tries Nos. 1, 2, 13, and 14 were to be developed as central government monop-
olies with only a minimum of private cooperation.

The industries in the second category were listed in Schedule B. These were:

1. all other minerals except ‘‘minor minerals’’ as defined in Section 3 of
the Minerals Concession Rules, 1949,
aluminum and other nonferrous metals not included in Schedule A,
machine tools,
ferro-alloys and tool steels,
basic and intermediate products required by chemical industries such as
the manufacture of drugs, dye stuffs and plastics,
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antibiotics and other essential drugs,
fertilizers,

synthetic rubber,

carbonization of coal,

10. chemical pulp,

11. road transport, and

12. sea transport.*!

The state was expected to play an increasing role in the establishment of new
enterprises in the above industries. At the same time, private enterprise was also
given the opportunity to develop in these fields.

While the IPR of 1948 allocated nine industries to the public sector, the IPR
of 1956 allocated twenty-nine. While new industries were added, some indus-
tries on the list of the IPR of 1948 were divided into two or three or more in
the IPR of 1956. So the enlarged list of the IPR of 1956 was, at best, some-
thing which explained the government emphasis on the public sector. Since the
IPR of 1956 allowed the private sector to enter and stay in the industries reserved
for the public sector, it was inevitable that the more the list was elaborated and
specified, the more the areas of ambiguity grew. This phenomenon continued
to grow with successive policies, and the tendency was to create more complex,
elaborate procedures to close the loopholes created by the ambiguities. Thus
as time went on, the industrial classification policy generated an increasing num-
ber of new categories and subcategories.

The overlapping involvement of state and private enterprise in industries ad-
ded more ambiguity and invited arbitration. The IPR of 1956 permitted the
state to start up any industry not included in Schedules A and B when the needs
of planning so required or where there were other important reasons for doing
so. At the same time privately owned enterprises were permitted in appropriate
cases to produce any item falling within Schedule A as by-products to meet their
own requirements.

It is necessary to understand the nature of the relationship between the pub-
lic sector and private sector proposed in the IPR of 1956 in order to follow
the changes that came later. The IPR of 1956 stated that it considered the pub-
lic and private sectors as mutually complementary, not mutually exclusive, and
also that it recognized the growth of the private sector as essential for the in-
dustrial structure of the economy. But it was the same IPR that divided the
industries into different categories and adopted different strategies for each
category, and which defined the relationships among the various industrial sec-
tors in vague, ambiguous terms. There were many industries where private sec-
tor entry and coexistence was allowed. These included electrical equipment,
heavy engineering, machine tools, oil refining, fertilizers, aluminum, copper,
drugs and pharmaceuticals, precision instrument, and shipbuilding. Since the
private sector was already established in these industries, it was practical and
realistic to allow it to continue. But over time the mutual complementing of
state and private sectors increasingly tended to become a formality rather than

© % 3o
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a fact. As new industrial areas, like petrochemicals and electronics, opened up
with the advancement of the development process, they were often reserved for
the public sector as industries of crucial national importance.*?

The reasons and rationality for dividing industries into three categories were
neither fully explained nor convincing. The vagueness in terms and ambiguity
in explanations contrasted strongly against the rigidity that divided the categories.
The development strategy based on these divisions was accepted uncondition-
ally in the IPR of 1956 and was carried out through a process that created a
more elaborate and complicated system of classification.

The development of third category industries, those not included in Sched-
ules A and B, was left open to the private sector, but the IPR of 1956 reiterated
that industrial units in the private sector were subject to the controls and regu-
lations under the Industries (Development and Regulation) Act of 1951 and other
legislation which basically restricted the private sector.

The IPR of 1956 placed the private sector under central government respon-
sibility by stating that ‘‘the division of responsibility between the central govern-
ment and state governments in regard to industries had been set in the IDRA.”’
Since it was the central government which enforced the IDRA, it was a clear
departure from the stand taken in the IPR of 1948 which included the state
governments in the “‘state,”” and also an apparent step to concentrate more power
over the economy in the central government. Thus the IPR of 1956 emphasized
that it was the central government which was to bear responsibility for the econ-
omy and control all economic activity.

However there was also a pragmatic side to the IPR of 1956 which should
not be ignored, especially toward industries in the private sector. The IPR stat-
ed that while the private sector had to follow the norms set by the government,
it was desirable to allow private enterprises to develop with as much freedom
as possible, consistent with the targets and objectives of national planning. It
also said that when privately and publicly owned enterprises existed in the same
industry, it would continue to be the policy of government to give fair and non-
discriminatory treatment to both. It further said that the division of industries
into separate categories did not imply that they were placed in ‘‘water-tight com-
partment.’’*> The framers of the IPR of 1956 were well aware that there would
be areas of overlapping as well as a great deal of dovetailing between industries
in the private and public sectors. Another point of pragmatism in the IPR of
1956 was the matter of nationalizing important private enterprises. This idea
had been raised in the IPR of 1948 but was totally abandoned in the IPR of
1956. Because of this, Hanson declared that the IPR of 1956 was *‘less socialist’’
than the IPR of 1948.4¢

This acquiescent attitude toward the private sector seems to have been based
on a realistic assumption about the economic condition of the country and on
a pragmatic approach toward industrial development. There was no denying
that a strong industrial base built up by the private sector already existed, at
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least in some areas, and this well-established private sector had no intention
of being shut down in the name of nationalization or weighed down by state
controls and regulations. But the pragmatism expressed in the IPR of 1956 fell
victim to the growing rigidity and complexity of the industrial classification sys-
tem as well as to the growing ideological belief in state control and interven-
tion. As a result, more and more discretionary power moved into the hands
of the bureaucracy to give or deny approval and favorable treatment to indus-
trial enterprises. Later on, there came to be many instances of industrial
proposals receiving individual treatment to circumvent or avoid the over-
regulated nature of industrial policy. Many cases of favorable treatment for
certain industries was based on ostensibly feeble reasons which implied politi-
cal involvement in the decision-making.

Up to this point I have been presenting my view of India’s industrial policy
based on the contradictions between pragmatism and ideology. However there
are other ways of looking at this policy and its implications. Marathe, for ex-
ample, commented that ‘‘over a period of time, the trend was towards the State
entering areas not specially reserved for it....But there was no corresponding
flexibility with regard to the private sector being permitted to produce items
included in Schedule A.”’*® In his view this was in part a reflection of the polit-
ical climate, but also a reflection of the political and administrative system be-
coming increasingly conscious of the advantages of greater control over and
participation in industrial activity by the government.*® Having long worked
as a bureaucrat, Marathe’s argument seems convincing, however he fails to ex-
plain the interrelationship between the political and administrative system on
the one hand and the reality of the market mechanism on the other.

Marathe’s view about the government’s lack of flexibility toward the private
sector is contested by others who stand against the economic concentration.
Chaudhuri points out that ‘‘of the seventeen industries listed in Schedule A of
the IPR, seven at least had been opened to private interests since 1958 or there-
about. They included arms, heavy plants and machinery all licensed early in
1959. The already substantial private sector in heavy electrical plants was fur-
ther strengthened early in 1959.’*” While his analysis seems to be based on a
too rigid understanding of the IPR of 1956, his argument proves the presence
of a kind of ambivalence or pragmatism in policy implementation.

Similar arguments have been made by others. Rangnekar uses the examples
of coal, oil, fertilizers, chemicals, and engineering to show that licenses were
issued to private sector enterprises in areas which were exclusively reserved for
state ownership and state control or where further expansion was intended to
be in the public sector.*® This inconsistent application of policy was, in Rang-
nekar’s view, because ‘‘the policy and goals had not been strictly adhered to
and deviation from prescribed norms were not uncommon. The loopholes and
exemptions were indeed more readily available to the administration and
businessmen,’” thus ‘‘the government belatedly recognized these loopholes during
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the period of the Second Five Year Plan and started to make modifications.”’*°

I do not fully accept the nonadherence theory proposed by Rangnekar, nor
Chaudhuri’s noncommitment theory, nor Marathe’s take-advantage theory.
What these critics and analysts seems to have forgot is the nature of the policy
itself. There were serious deficiencies in the fundamental makeup of the IPR
of 1956 as a policy statement. It showed no regard for the economic rationality
or for the concept of comparative economic advantage. The primacy of the state
and the role of the state sector was never questioned. It was accepted a priori
as fundamental to economic policy, thereby ignoring huge areas of the econo-
my where reliance on the private sector was crucial and even indispensable. The
iron and steel industries and coal industries are good examples of sectors which
were reserved for the state without due regard for economic rationality or com-
parative advantage. Moreover there was no clause or statement in the IPR of
1956 calling for a review of policy within a prescribed period of time. Lack
of such a time limit allowed the government to procrastinate and evade deci-
sions about the direction of long-term economic and social development.

With such deficiencies, the policy was sure to run into difficulties as soon
as it had to face economic reality. Many difficulties became apparent as the
gap between the proclaimed objectives of the policy and the achievements of
the Second Five Year Plan (1956—61) was widened along with the implementa-
tion of the industrialization program based on the IPR of 1956. The IPR en-
visaged a substantial expansion of the public sector, and the most impressive
achievement during the Second Five Year Plan was the setting up of three state-
run steel mills, each having 1 million tonnes ingot capacity.>® At the same time
in the private sector, the Tata Iron and Steel Co. and the Indian Iron and Steel
Co. were modernized and expanded, providing an additional capacity of 10.5
million tonnes. In this regard, Chaudhuri rightly concluded that ‘‘the govern-
ment never felt itself fully committed to a rigorous implementation [of the IPR
of 1956]....The policy resolution worked in a manner as to cause the least
difficulty to the growth and expansion of organized private enterprise,”’>! be-
cause economic reality did not allow government to adhere strictly to the IPR
of 1956.

The contradiction between ideology and reality produced other snags in the
policy. While the controls on industries tended to be influenced more by idealistic
preference, the implementation of policy could not escape from the real eco-
nomic conditions prevailing in the country, or from the fact that industries had
already developed to a stage where it was virtually impossible to divide and clas-
sify them into clear-cut sectors.

Even later on as industrial policy was modified, the fundamental contradic-
tion between ideology and reality remained because the basic approach, i.e.,
the development of industries within the framework of a mixed economy hav-
ing public and private sectors and industries set into divisions and classifica-
tions, was never questioned at the policymaking level. The basic principles of
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industrial policy were left in place and never thoroughly reexamined even after
policy became bent and modified by economic reality. The inevitable result was
the countless incongruities and ad hoc corrective measures that came to charac-
terize Indian industrial policy.

All those problems seem to be derived from the basic position of the plan-
ners at that time. As Chakravarty stated, the planners of the time basically sub-
scribed to a supply side view of the planning problem. The argument that
domestic demand could possibly be a constraint on the growth process was not
even mentioned as a hypothesis that needed to be rejected. The reason was the
belief that with an active investment policy, all possible slack in the economic
system would be utilized. Chakravarty points out that what mattered most to
the planners was the growth in the aggregate level of investment, and the growth
process was unlikely to lose steam so long as public investment was growing
at a fast pace.””

There are several other points I would like to raise about the IPR of 1956.
One regards small-scale industries. The IPR of 1956 envisaged the encourage-
ment of cottage, village, and small-scale industries in various ways, including
restrictions on the expansion of large-scale enterprises. This issue will be dis-
cussed in another chapter. Another point concerns the problem of foreign ex-
change. The IPR of 1956 only stated that ‘‘the Prime Minister, in his statement
in Parliament on the 16th of April 1949, had enunciated the policy of the state
in regard to foreign capital. It is, therefore, not necessary to deal with these
subjects in this resolution.””® This gives the impression that the government
was deliberately trying to be as vague as possible. It would have been more
reasonable for the government to present a concrete proposal on the matter
of foreign exchange and foreign investment. A third point concerns the develop-
ment of industrial technology. The IPR of 1956 failed to produce any vision
for such development. This was true not only of the IPR of 1956 but of other
policies also. The absence of serious debate on the development of industrial
technology within the wider policy framework for economic development is one
of the conspicuous characteristics of Indian industrial policy, although on many
occasions the importance of technology has been emphasized.>*
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