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MACROECONOMIC SCENE

2.1 A broad-based revival in industrial activity and
a resurgence of growth in the services sector
sustained economic activity in 2002-03. Real GDP
originating in industry recovered steadily from the first
quarter onwards, surging up towards trend levels on
the strength of a rebound in manufacturing. The
improvement in services sector GDP growth
emanated from construction, ‘financing, insurance,
real estate and business services’ and ‘community,
social and personal services’. While the return of
growth momentum in industry and services augured
well for the economy, severe drought conditions
impacted on the farm sector in several States,
producing a contraction in real GDP originating from
‘agr iculture and al l ied activit ies’. The loss of
agricultural output was pronounced from the second
quarter onwards, reflecting the full effects of the
drought. Moisture stress was of a scale and intensity

comparable to the severe drought of 1987 which had
resulted in real GDP growth slowing down to 3.8 per
cent in 1987-88. Despite the intensity of the supply
shock to agriculture, the growth of real GDP at 4.3
per cent in 2002-03 was symptomatic of resilience
and a degree of weather-proofing of the economy
(Table 2.1, Appendix Tables II.1 and II.2).

AGGREGATE SUPPLY

2.2 Absolute declines in agricultural activity have
invar iably dragged down overall  GDP growth.
Although the share of agriculture in real GDP has
declined over the years, the share of non-food items
in rural  expendi ture has been increasing.
Consequently, compression of rural income in years
of poor agricultural performance has  delayed effects
on aggregate demand. Furthermore,  in terms of the
backward linkages, the demand from the agriculture
sector for  industr ia l  inputs are becoming

Table 2.1 : Growth Rates of Real GDP
  (Per cent)

Sector 2002- 2001- 1992-93 to 2002-03 2001-02
03# 02* 2000-01

(Average) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

1 2 3 4 5 6 7 8 9 10 11 12

1. Agriculture and Allied Activities -3.2 5.7 3.0 2.7 -3.5 -7.6 -2.8 2.6 5.6 5.9 8.3
(22.1) (23.9) (27.9)

2. Industry 5.7 3.2 6.6 4.3 6.2 6.2 6.2 2.4 3.0 3.5 4.0
(21.8) (21.5) (22.0)

2.1 Manufacturing 6.1 3.4 7.2 3.8 6.5 6.7 7.1 2.9 3.1 3.4 4.1
2.2 Mining and Quarrying 5.0 1.0 4.1 7.6 6.0 3.8 3.2 -2.5 -0.2 3.6 2.7
2.3 Electricity, Gas and Water Supply 3.9 4.3 5.9 4.4 4.0 5.0 2.4 3.5 5.0 3.4 5.1

3. Services 7.1 6.5 7.7 6.8 7.8 6.4 7.5 6.0 5.8 7.7 6.3
(56.1) (54.6) (50.1)

3.1 Trade, Hotels, Restaurants,
Transport and Communication 7.8 8.7 8.3 6.9 8.1 7.2 8.8 7.7 9.0 8.4 9.7

3.2 Financing, Insurance,
Real Estate and Business Services 6.1 4.5 8.1 6.7 7.0 6.3 4.4 4.5 5.0 4.8 3.8

3.3 Community, Social and
Personal Services 6.8 5.6 7.3 6.9 7.8 4.6 7.7 6.8 3.1 10.3 3.1

3.4 Construction 7.2 3.7 5.5 6.2 8.6 6.7 7.5 0.3 1.3 5.5 7.5

4. GDP at factor cost 4.3 5.6 6.1 5.3 5.2 2.3 4.9 4.4 5.1 6.3 6.3
(100.0) (100.0) (100.0)

 * Quick Estimates. # Revised Estimates.
Notes :  1. Figures in brackets denote shares in real GDP.

 2. Q1 : First Quarter (April-June); Q2 : Second Quarter (July-September);
Q3 : Third Quarter (October-December); Q4 : Fourth Quarter (January-March).

Source : Central Statistical Organisation.

FINAL STRIKE ORDER
19-8-03



18

ANNUAL REPORT

FINAL STRIKE ORDER
19-8-03

progressively significant. The marginal and small
farmers have also substantially increased their usage
of purchased inputs such as HYV seeds and
pesticides, irrigated water and fertilisers. Moreover,
the ratio of net irrigated area to the net sown area is
around 40 per cent for marginal holding brackets.
Nearly two-third of the area operated by the marginal
and small farmers is treated with fertilisers, which is
less than 50 per cent for the medium farmers and
roughly 39 per cent for the large farmers. Under the
circumstances, sustainability of the momentum of
growth in industry and services depends upon
stabil isation of rural demand and recovery in
agricultural activity. The share of industry in GDP
has stagnated s ince 1997-98, bound by the
downswing in the business cycle and manifested in
inventory accumulat ion,  unut i l ised capaci ty,
restructuring and organisational change. Services
have been the principal engine of growth (Chart II.1).

Agriculture

2.3 Indian agriculture experienced one of the
worst droughts in 2002-03. A long, dry spel l
beginning in July 2002, a crucial month for sowing
and plant growth, culminated in rainfall during the
South-West monsoon season being at only 81 per
cent of the Long Period Average (LPA). Acute
moisture scarcity prevailed in various parts of the
country with the failure of the South-West monsoon
after a spell of 14 years. The sowing month of July,
which normally receives 30 per cent of the season's
rain, suffered a shortage of about 49 per cent. Only
15 out of 36 meteorological sub-divisions in the
country received normal to excess rainfall, a situation
last experienced in the drought of 1987. The live
storage level in the 70 major reservoirs across the
country was less than 50 per cent of the designed

storage levels at the end of the season. The
retreating monsoon (North-East monsoon) was
delayed and inadequate with the cumulative rainfall
in 26 sub-divisions being deficient to scanty (Chart II.2).
The Government quickly initiated several policy
measures to mitigate the severity of the drought. A
Task Force on Drought was set up to oversee the
relief measures. Additional quantities of foodgrains
were allocated to various States as part of the food
for work programme, besides ensuring supplies of
fodder for cattle. Measures were initiated to provide
employment and purchasing power for the drought
affected people. Furthermore, waiver of interest on
kharif loans and rescheduling of crop loans into
terms loans were announced. In addition, specific
fiscal measures were initiated in the form of a grant
of input subsidy to small and marginal farmers.

Chart II.2 : Rainfall Conditions

Services

Chart II.1 : Sectoral Contribution to GDP Growth
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Production

2.4 The production of foodgrains and non-
foodgrains was adversely affected almost across-
the-board with the fall in kharif output sharper than
that of rabi (Appendix Table II.3). Rice and coarse
cereals were par t icular ly affected by drought
conditions. Oilseeds production declined mainly on
account of dip in the production of groundnut,
rapeseed/mustard and soyabean. The index of
agricultural production (base: tr iennium ending
1981-82 = 100) recorded the steepest decline since
1979-80 (Table 2.2).

2.5 India is the second largest producer of rice and
wheat in the world, first in the production of pulses and
fourth in coarse grains. A distinct bias in agricultural
price support policies in favour of rice and wheat has,
however, distorted cropping pattern and input usage.
The market for farm output continues to be subject to
heavy procurement interventions. While the minimum
support price policy needs to be assessed in terms
of the producer equivalents that it generates in the
face of the adverse terms of trade confronting the
farmer, the distortion in relative prices of crops in
favour of rice and wheat has induced a highly skewed

cropping pattern, adverse distribution of rural incomes
and ecological damage to arable land resources. In
the post-reform period, the terms of trade have moved
favourably, reducing the implicit tax on agriculture and
creating the pre-conditions for a withdrawal of these
interventions. The need for developing an institutional
framework for agricultural product markets as a
concurrent requirement for phasing out the MSP
assumes critical importance on the agenda for future
reforms in agriculture.

2.6 In recent years, there has been considerable
emphasis on crop diversification in favour of horticulture
(fruits, vegetables, ornamental crops, medicinal and
aromatic plants, spices), plantation crops (coconut,
cashew nut and cocoa) and allied activities. This process
has been facilitated by the creation of critical
infrastructure for cold storage, refr igerated
transportation, rapid transit, grading, processing,
packaging and quality control. India is the largest
producer of coconut, areca nut, cashew nut, ginger,
turmeric, black pepper and the second largest producer
of groundnut and fruits and vegetables. India accounts
for about 10 per cent of the world fruit production with
the country ranking first in the production of mango,
banana, sapota and acid lime. Milk production estimated
at 84.6 million tonnes is the highest in the world. India
is also the fifth largest producer of eggs and seventh in
the production of meat. It is important to explore new
frontiers in technology focusing on evolving location-
specif ic and economical ly viable var iet ies of
agricultural and horticultural crops by leveraging
developments in the field of bio-technology.

2.7 Sharp fluctuations in agricultural activity in India
have characterised the past decade with agriculture
making a negative contribution to real GDP growth (17
per cent in 2002-03) for the fifth year since 1990-91.
Gross domestic capital formation in agriculture has
undergone a secular decline brought about by a steady
erosion in the share of public investment. The increase
in private sector capital formation has been
concentrated in areas where water, power and other
inputs are available uninterruptedly and with large
subsidy. The inadequacy of private investment in filling
capital requirements of agriculture has raised concerns
about the widening gaps in rural infrastructure which
could become binding constraints on growth. Irrigation
coverage remains distinctly lower than the potential in
terms of the gross cropped area. Village electrification
has been inadequate in its coverage and this has
affected the expansion of irr igation coverage,
processing industries and cold storages. Poor rural road
connectivity and insufficient rural markets are other
major infrastructure constraints (Box II.1).

Table 2.2 : Agricultural Production

Crop 2002-03 AE 2001-02 2000-01

1 2 3 4

1. Growth Rate $ (Per cent)
All Crops -12.6 7.0 -6.3

a) Foodgrains -14.6 8.4 -6.7
b) Non-foodgrains -9.5 4.8 -5.7

2. Production (Million Tonnes)
a) Foodgrains 182.6 212.0 196.8

i) Rice 75.7 93.1 85.0
ii) Wheat 69.3 71.8 69.7
iii) Coarse cereals 26.2 33.9 31.1
iv) Pulses 11.3 13.2 11.1

b) Non-foodgrains
i) Oilseeds + + 15.8 20.8 18.4
ii) Sugarcane 278.6 300.1 296.0
iii) Cotton @ 9.3 10.1 9.5
iv) Jute & Mesta + 10.8 11.6 10.6
v) Tea * N.A. 847.3 848.4
vi) Coffee * 275.3 300.6 301.2

AE Advance estimates as on July 1, 2003.
$ Based on Index of Agricultural Production with base: triennium

ending 1981-82 = 100.
++ For nine oil seeds out of eleven in all.
+ Million bales of 180 kg. each.
@ Million bales of 170 kg. each.
* Million kilograms and data for tea on a calendar year basis.
N.A. Not Available.
Source : Ministry of Agriculture, Government of India; Tea Board;

and Coffee Board.
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High variability in agricultural output and low productivity
levels are symptomatic of the widening gaps in the rural
physical and social infrastructure. Rural economic
infrastructure, which includes irr igation structures,
agricultural research and extension, transport infrastructure,
electricity, storage structures, telecommunication services
and market yards directly enhances the productivity of
physical resources. Social infrastructure, viz., drinking water
supply systems, sanitation systems (drainage and
sewerage), health care services and education improve the
efficiency of human capital and also are desirable per se.

The current scenario of rural infrastructure is far from
encouraging on account of the fact that only about 40 per
cent of the net cultivated area is irrigated; technology
adoption in agriculture is hampered by the 'weak' quality
of research effort and extension systems; only about 60
per cent of our villages are connected by all-weather roads;
rural markets are still inadequate and lead to delays in
selling the farm produce; 100 per cent 'village electrification'
is evident in only ten states with nearly 13 per cent of
villages without electricity; only about 75 per cent of the
rural habitations had 'full' access to drinking water supply;
and rural literacy is still low.

The State Governments, vested with the jurisdiction of most
of the rural infrastructure, have adopted a supply-oriented
approach to 'public provision' of rural infrastructure services
using budgetary resources. The Operation and Maintenance
(O & M) of such investments is mostly vested with public
agencies. The charges levied for the services have been low
(or nil in some cases). Furthermore, the decentralisation of
provision of infrastructure services to local bodies, as
envisaged in the 73rd Constitutional Amendment Act 1992, is
yet to be implemented by some of the States.

Key issues identified in building some of the rural
infrastructure are:

l Irrigation Infrastructure - increasing public investments,
higher allocation for quicker completion of ongoing
projects, promoting private initiatives, encouraging
users' participation in irrigation management and
effective pricing of water so as to recover at least the
O&M cost.

l Agricultural Research and Extension - privatisation of
the agr icultural extension system through the
promotion of agri-clinics and agri-business centres for
enhanced technology dissemination.

l Electricity - identification of feasible alternative sources
of power, promoting private participation in the production
and distribution, appropriate pricing and reducing the
transmission and distribution (T&D) losses.

l Transport Infrastructure - connecting every village by
all-weather roads through higher investments for
developing roads and providing adequate funds for the
operation and maintenance of all roads.

l Marketing Infrastructure - modification of the State
Agricultural Produce Marketing Act to promote private
initiative in providing such infrastructure.

l Storage Structures - stepping up initiatives for setting
up of cold chain storage and warehousing.

l Drinking Water Supply Systems - greater community
participation in the process of selecting, financing and
operating systems that meet demand and willingness
to pay.

l Education Infrastructure - establishing more number
of rural schools, devolving the maintenance and the
regulation of the schools on the local institutions of
self-government, l inking Government grants to
performance, facilitating private initiatives, and
promoting independent and competing agencies for
rating, certification, accreditation and examination.

l Rural Housing - legal and regulatory reforms to  facilitate
higher housing acitivity by the private and the co-
operative sector to achieve the National Housing and
Habitat Policy 1998 objective of 'housing for all' by 2010.

Tapping technological and organisational innovations such as
the 'unbundling of services', and 'low-cost supply options' to
make the investments in the rural infrastructure commercially
viable, pr ivatisation as one of the instruments of
commercialisation, promoting users' participation to ensure
'optimal' use and maintenance of resources and appropriate
pricing are some of the critical issues. Priority to investments
in (new and upgradation of existing) rural roads, agricultural
research and development, education, and creation of
additional irrigation facilities, in that order, would have the
greatest impact on productivity, growth and poverty alleviation.
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Building Rural Infrastructure
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2.8 Private participation in food processing and
extension services could provide insurance against
risks to the farmers through longer-term supply

contracts. Development of futures markets in
agricultural commodities enables hedging of price
risks faced by farmers (Box II.2).

Commodity futures hedge the risks faced by farmers and
agricultural trade functionaries from seasonal and cyclical
fluctuations in the prices of agricultural commodities. Futures
markets perform the two important functions of price discovery
and price risk management, facilitating rational production and
distribution decisions. They act as a price barometer, helping
to stabilise the amplitude of price variations and create an
integrated price structure throughout the country.

Internationally, FT is allowed in a range of commodities and
even in a number of non-commodities such as a weather
indices and pollution permits. In some major derivative
exchanges such as the Chicago Board of Trade (CboT) and
the London Inter-Bank Financial Futures Exchange (LIFFE),
there is a convergence of futures markets with freedom to
trade in all types of derivatives. Some of the best practices
followed internationally include daily clearing, margining,
creation of trade guarantee fund, transparency in trade and
management practices to ensure market integrity and strict
monitoring and surveillance of the trade in the exchange. With
the globalisation of financial markets, significant developments
are taking place in the international arena in terms of electronic
trading, internet based commodity exchanges and electronic
communication networks (ECNs) using multiple products and
combination of networks as competitors to exchanges. There
are increasing alliances, often international, to compete
effectively with exchanges and ECNs.

The first ever organised futures market in India evolved with
the setting up of the Bombay Cotton Trade Association
Limited in 1875. The Forward Contract Regulation Act (FCRA)
was enacted in December 1952, providing an institutional
framework for the evolution of futures markets in India. During
the 1960s and 1970s, however, FT was either suspended or
prohibited. The Khusro Committee (June 1980)
recommended the reintroduction of futures trading in major
commodities. On the recommendations of the Kabra
Committee in 1993, the Government of India permitted
futures trading in a large number of commodities. There are,
at present, 22 exchanges in the country and all commodities
have been permitted to be traded in futures. International
futures markets in pepper and castor oil were developed by
upgrading the existing exchanges at Kochi and Mumbai,
respectively. A Multi-commodity Nationwide Exchange has
also been started in Ahmedabad. There has been a good
response in terms of volumes traded, price discovery and
evening out of price fluctuations in 2001-02 (Chart).

Indian commodity futures markets are still at a nascent stage.
They are dispersed and fragmented with small turnover and
catering to separate trading communities in different regions.
Apart from physical/ infrastructural constraints such as limited
online trading, online surveillance and monitoring, the non-
availability of a fool proof legal system of contracts relating to
the warehouse receipt system is impeding the development

Box II.2

Futures Trading in Agricultural Commodities

of futures markets in India. Furthermore, the hawala markets,
which have been operating since decades, trade 20-30 times
the volume of official future exchanges. They are often
localised, operating with low transaction costs and hence
attract many speculators and small hedgers. Efforts are being
made to bring informal forward trading into the ambit of the
Forward Markets Commission to ensure their orderly
integration with the formal marketing structure. Efforts have
also been made by the Government and Forward Markets
Commission to improve the infrastructure and trade practices
in commodity exchanges. Some of the exchanges have been
encouraged to adopt screen-based on-line trading systems
and best international trade practices. Convergence of
markets for commodity derivatives and security derivatives is
a recommended objective, with all existing restrictions under
the Essential Commodities Act (1955) removed.

Effective co-ordination and interface between the exchanges,
banks and the warehousing agencies is crucial in evolving the
necessary framework for a mature warehousing system based
on legally enforceable contracts and supporting transferability
and negotiability. There is need to calibrate proper incentive
structure by minimising the stamp duties imposed by the State
Governments and changing the income tax laws suitably as is
being felt in several corners.  Granting industry status to
commodity futures can improve access for participants to
institutional funds for their working capital. Participation in
commodity futures market needs to be enlarged by including
mutual funds, financial institutions and foreign institutional
investors under appropriate regulatory supervision.
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Under the market access provisions of the Agreement
on Agriculture (AoA), members are required to reduce
the total Aggregate Measure of Support (AMS) - by 20
per cent for the developed countries over a period of six
years and 13.3 per cent for the developing countries over
a period of ten years - so as to reach the AMS levels of
the base per iod (1986-88). For most  developing
countries including India, however, base AMS levels
were negative, while base AMS for most of the developed
countries was high. Consequent upon the WTO bindings,
there was some reduction in AMS. Nonetheless, the
support to agriculture remains high, particularly in many
of the industrialised countries. This has hindered market
access for developing countries. The Doha declaration
provided a f resh impetus to the negot iat ions on
agriculture on these issues. The success of these
negot ia t ions,  however,  depends heav i ly  on the
willingness of major Organisation for Economic Co-
operat ion and Development (OECD) countr ies to
undertake trade liberalisation.

Another contentious issue is the structuring of subsidies.
Export subsidies, input subsidies for fertilisers and
electricity, concessional interest rates and market price
support are deemed to be trade distorting by the AoA
and hence are to be reduced. The organisation of
subsidies in various Boxes under the AoA favours
developed countries. For instance, direct payments to
farmers in the USA in the form of deficiency payments
are considered to be minimally trade distorting and do
not attract reduction commitments. On the other hand,
input and export subsidies in India are subject to reduction
commitments. India is gradually reducing input subsidies,
such as those on fertilisers. The USA, however, has
substantially increased farm support by passing the Farm
Security and Rural Investment Act in 2002.

The implementation of Sanitary and Phyto-Sanitary (SPS)
and Technical Barriers to Trade (TBT) provisions of WTO
are being utilised to create trade barriers for the developing
countries by some of the developed countries. For instance,
the official norm of WTO for aflatoxin content in groundnut
of 15 parts per billion (ppb) is superceded unilaterally by
the European Union’s (EU) requirement of 4 ppb. Thus,
even if Indian production matches the WTO norms, the EU
norm will act as a barrier to trade for Indian groundnut.
Furthermore, conforming to the EU norms entails massive

investments in Hazard Analysis and Critical Control Points
(HACCP) methods which are highly capital intensive and
automatically preclude many small expor ters from
developing countries. The Doha declaration makes Special
and Differential (S&D) treatment for developing countries
an integral part of the negotiations. India attaches the
highest priority to Special and Differential (S&D) provisions
and wants early discussions on such crucial issues as
Sanitary and Phyto-Sanitary (SPS) and Special Safeguard
Measures (SSM). In a recently held mini-Ministerial
meeting in Egypt, India made a strong pitch for special
window under the AoA to provide for S&D treatment by
way of SSM and other such measures which would be
paramount in safeguarding the interest of Indian farmers.
India is of the view that if these negotiations are to progress,
the high levels of ambitions in terms of market access have
to be tempered and special windows in terms of effective
S&D measures have to be provided.

There are sharp differences relating to the modalities to
be adopted for negotiations. India, along with EU and at
least 75 other countries, prefer the Uruguay Round (UR)
formula of request-offer approach under which countries
could adopt a wait-and-watch approach and take their
decisions based on the offers made by the developed
countries in the area of market access. It is felt that this
approach can take care of the special needs of the
developing countries. The US and the Cairns group
(Australia, New Zealand, etc.), on the other hand, back
the Swiss formula which calls for steeper reduction in
commitments wherever the existing tariff levels are higher
than the norm.

In an attempt to bridge the impasse, the chairperson of
WTO Committee on Agriculture, Mr.Stuart Harbinson,
prepared a Draft Paper on modalities in February 2003,
which separated commodities into three categories for
tar i f f icat ion broadly in agreement with the Swiss
proposals. The Draft Paper also proposed that the
domestic support in the form of Blue Box payments –
which EU liberally uses – be reduced to 50 per cent in
five years. Furthermore, the aggregate support including
input and price subsidies are to be cut by 60 per cent
over a similar period and export subsidies are to be
phased out completely in nine years.  Members, however,
failed to agree on the Draft Paper.

Box II.3

WTO and Agriculture : The Road Ahead

2.9 The World Trade Organisation (WTO)'s
Agreement on Agriculture (AoA) sets specific
implementation periods for developed and developing
countries regarding various commitments for reducing
trade-distorting subsidies and improving market access.
The Fourth WTO Ministerial Conference held in
November 2001 in Doha, Qatar reconfirmed these
commitments, enjoining members to firm up modalities

before March 31, 2003 for final negotiations to be
concluded by January 1, 2005. At the Tokyo Summit in
March 2003, however, members failed to reach an
agreement on the modalities for agriculture, underscoring
the wide differences among the negotiating parties which
impede the progress towards a multilateral system of
trade in agriculture The final deadline for reaching a
consensus is January 1, 2005 (Box II.3).

(Contd...)
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Table 2.3 : Management of Food Stocks
(Million Tonnes)

Month Opening Buffer Food- Foodgrains off-take Closing Food Food
 Stock of Stocking grains

PDS OWS OMS Exports
Stock Credit Subsidy

Food- Norm $ Procure-
(excluding

@ #
grains ment

Exports)

1 2  3 4 5 6 7 8 9 10 11

April 2002 51.0 15.8 14.3 1.2 0.4 0.2 1.0 62.6 52,484 1,754
May 62.6 6.1 1.5 0.8 0.2 1.2 64.8 60,669 1,632
June 64.8 2.5 1.6 1.3 0.2 0.9 63.1 61,008 1,703
July 63.1 24.3 0.2 1.5 0.6 0.4 1.1 59.9 59,077 2,490
August 59.9 0.2 1.8 0.5 1.1 1.5 55.4 56,400 1,734
September 55.4 0.6 1.5 0.5 0.7 1.4 51.4 53,362 2,283
October 51.4 18.1 7.1 1.8 1.2 0.7 0.9 53.6 52,705 2,601
November 53.6 1.3 1.5 0.8 0.4 0.8 51.5 54,346 1,924
December 51.5 1.3 2.0 1.2 0.4 0.9 48.2 51,947 2,653
January 2003 48.2 16.8 2.0 1.8 1.3 0.8 0.8 40.1 49,784 2,261
February 40.1 1.4 2.1 1.1 0.4 0.9 36.2 50,227 23
March 36.2 0.9 1.9 1.7 0.3 1.1 32.8 49,479 3,117
April 32.8 15.8 13.1 1.4 0.9 0.2 0.6 41.3 44,589 1,462
May 41.3 3.6 1.8 1.6 0.1 0.9 39.8 51,047 2,209
June 39.8 1.0 1.2 2.5 0.2 1.1 35.2 50,066 2,830

$ Represents the total minimum stocks to be maintained by public agencies on the first day of the quarter under buffer stocking policy
with effect from October 30, 1998.

@ Outstanding in Rupees crore as on the last reporting Friday of the month.
# Monthly expenditure on food subsidy in Rupees crore.
PDS  : Public Distribution System.          OWS : Other Welfare Schemes. OMS :Open Market Sales.
Source : Ministry of Food, Consumer Affairs and Public Distribution; Ministry of Finance, Government of India.

Given the present state of the negotiations under the
WTO, it is believed that India should aim at improving
agr icul tural  expor t  competi t iveness vigorously to
compensate for the slow progress on market access and
AMS. In  the in ter regnum, domest ic  agr icu l tura l
production will continue to require support under a
judicious mix of public policy intervention and incentives
for private participation in the modernisation of Indian
agriculture.

(Concld....)

Food Management: Procurement, Off-take and Stocks

2.10 Foodgrain procurement was lower in 2002-03,
reflecting the drought conditions. Wheat procurement
was highest in Punjab (9.86 million tonnes), followed
by Haryana (5.89 million tonnes) and Uttar Pradesh
(2.29 million tonnes). Rice procurement was highest
in Punjab (7.82 million tonnes comprising 2.61 million
tonnes by the Food Corporation of India and 5.21
million tonnes by the State agencies), followed by
Andhra Pradesh (1.69 million tonnes), Haryana (1.30
million tonnes) and Uttar Pradesh (1.23 million
tonnes).

2.11 Off-take, on the other hand, was significantly
higher, mainly on account of Open Market Sales (OMS)
including exports, 'food for work' schemes and other

welfare schemes (OWS). Higher off-take through the
PDS and OWS was facilitated by lowering of issue prices
under Targeted Public Distribution System (TPDS) for
Above Poverty Line (APL) families, and by increasing
the monthly allocation for APL, Below Poverty Line (BPL)
families and Antyodaya families. As part of drought relief
measures, the Central Government allocated 8.3 million
tonnes of foodgrains to the drought affected States; of
this 4.7 million tonnes were lifted during 2002-03.

2.12  Foodgrain stocks (including coarse grains)
with the FCI went down rapidly as a result of the higher
off-take.  The decline in foodgrains stocks resulted in
lower levels of food credit availed by the FCI.
Substantial expansion in off-take entailed higher food
subsidies (Table 2.3 and Appendix Table II.4).
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2.13 The system of procurement at assured price,
buffer stocking and public distribution has locked up
large resources - in the form of both explicit and
implicit subsidies - which in turn has affected public
sector capital formation in agriculture. Recognising
the associated fiscal costs, the Expenditure Reforms
Commission recommended that all input subsidies
be phased out and a buffer stock of 10 million tonnes,
comprising four million tonnes of wheat and six
million tonnes of rice be maintained, as adequate
from the stand point of national food security. As
against the quarterly norms for buffer stocks at 15.8
million tonnes at end-March as recommended by 4th

Technical Group appointed by the Government of
India, the actual stocks averaged at 35.9 million
tonnes in the last five years.

Industry

2.14 A modest revival in industrial activity which
set in by March, 2002 permeated all segments during
2002-03, with manufacturing contributing more than
80 per cent of the overall growth of industrial
production. Strengthening signs of resumption of
investment demand were evident in a sharp rise in
the production and imports of capital goods. The
industrial recovery enabled a robust expansion in
exports of manufactures in spite of the slack in global
demand, and triggered a coincident upswing in non-
food credit from the banking system. Business
confidence improved in all sectors against the
backdrop of a distinct improvement in the financial
performance of the corporate sector, slowing down
of inventory accumulation, and an expansion in
capacity utilisation and order books. Industrial activity
was broadly insulated from the impact of the drought,
except in the durable consumer goods segment where
the compression of income affected production.

2.15 The Index of Industrial Production (IIP) rose
through the first half of 2002-03 boosted by rural demand
in the wake of the rabi harvest, before levelling off in
the second half of the year. The growth of manufacturing
peaked in September 2002, driven up by resumption of
export demand in a wide range of industries. The growth
in mining and quarrying reached a high in July 2002.
The growth of electricity remained broadly unchanged,
despite the persistence of demand-supply gaps (Chart
II.3 and Appendix Table II.5).

Manufacturing Sector

2.16 Industrial performance is dominated by the
behaviour of manufacturing. In 2002-03, it was the

distinct improvement in manufacturing which led the
industrial recovery, contributing as much as 86.2 per
cent of the growth of overall industrial production.
Improvement in manufacturing activity was diffused
across most of the constituent 17 two-digit industry
groups (Table 2.4).

Table 2.4 : Growth Performance of Two-digit
Manufacturing Groups

Performance 2002-03 2001-02

No. of Weight * No. of Weight *
Groups (per cent) Groups (per cent)

1 2 3 4 5

Acceleration 10 45.45 5 20.87
Deceleration 4 24.55 7 37.79
Negative 3 9.36 5 20.70

* Refers to weight in IIP
Source :  Based on data from the Central Statistical Organisation.

2.17 Leading the upsurge in manufacturing were
five industry groups comprising 'beverages, tobacco
and related products', 'basic chemicals and chemical
products', 'food products', 'transport equipment and
par ts '  and 'basic metal  and al loy’ industr ies
(Appendix Tables II.6 and II.7). These industry groups
contributed 75.3 per cent of the growth in the
manufactur ing sector. The improvement in the
production of ‘beverages, tobacco and related
products’, ‘basic chemicals and chemical products’
as well as ‘food products’ was mainly export-driven.
These industries benefited from policy initiatives for
the setting up of food parks to foster entrepreneurial

Chart II.3 : Sectoral Growth of IIP
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Table 2.6 : Growth of IIP (Use-based Classification)
and Sectoral Weighted Contribution to IIP

(Per cent)

Sector Growth Rate Weighted
Contribution to

IIP Growth

2002-03 2001-02 2002-03 2001-02

1 2 3 4 5

Basic Goods 4.9 2.6 27.1 31.9
Capital Goods 10.5 -3.4 15.9 -11.6
Intermediate Goods 3.9 1.5 19.6 16.1
Consumer Goods 7.1 6.0 37.4 63.7
 i) Consumer Durables -6.3 11.5 -8.7 31.4
 ii) Consumer Non-durables 12.0 4.1 45.9 32.4

Source :  Based on the data from the Central Statistical Organisation.

goods, this improved the prospects of fresh capital
infusion and strengthening of demand after a hiatus
covering the second half of the 1990s up to the
preceding year. Intermediate goods shared in this
expansion albeit  on a more moderate scale.
Production in the consumer durables segment
declined reflecting weak demand, particularly the
slowdown of rural demand (Table 2.6). Industrial
outlook surveys pointed to the domestic economic
scenario as being the principal limiting factor on
consumer expectations in this segment.

act iv i ty  in areas re lat ing to cold storage,
warehousing, quality control laboratories, effluent
treatment plants and other ancillary activity. Food
processing, vegetable oils and vanaspati industries
exhibited a distinct pick-up in credit demand. The
improvement in the performance of basic metals and
alloy industries mainly reflected the turnaround in
the steel industry during the year. The domestic steel
industry received a stimulus from the increase in
international prices as well as from the highway
construction under the National Highway Authority
of India (NHAI) for the 'golden quadrilateral'. Exports
of iron and steel increased by 100.3 per cent during
2002-03, reversing the decline of 12.7 per cent in
the previous year. Competitive reductions of interest
rates on automobile loans combined with buoyant
external demand enabled an expansion in the
production of transport equipment industries.

2.18 The expansion in export orders also had a
salutary effect on the moderate performers in the
manufacturing sector such as readymade garments,
man-made yarn, fabrics, made-ups and textiles
products. The surge in construction activity on account
of increased demand for cement from housing and
highway construction buoyed up activity in non-
metallic mineral products industries and led to
improved capacity utilisation. Paper and paper
products and printing, publishing and allied industries
also increased capacity utilisation in response to
increased demand in the upstream market. Foreign
equity participation up to 100 per cent under the
automatic route is allowed in these industries.
Production levels in leather and fur products industries
suffered due to a decline in export demand. Other
industries which experienced decline in activity were
‘wood and wood products, furniture and fixtures’ and
‘cotton and cotton textiles’.

2.19 The financial performance of the companies
also markedly improved during 2002-03. Abridged
financial results of sample companies showed a pick
up in sales and a sustained decline in interest burden,
leading to a surge in post tax profits (Table 2.5).

Use-based Classification

2.20 The demand composit ion of industr ial
production reveals that consumer non-durables
production rose sharply and accounted for nearly half
of the growth in the IIP, followed by basic goods
(Appendix Table II.8). A positive development in
2002-03 was the significant turnaround in capital
goods production after an absolute decline in the
preceding year. Along with the accompanying
expansion of 29.0 per cent in the import of capital

Table 2.5 : Growth Rates of Select Indicators of
Financial Performance

(per cent)

Item Quarter 1 Quarter 2 Quarter 3 Quarter 4

2002- 2001- 2002- 2001- 2002- 2001- 2002- 2001-
03 02 03 02 03 02 03* 02

         1 2 3 4 5 6 7 8 9

Number of 1,236 1,372 1,214 1,257 1,264 1,335 1,010 1,185
Companies

Sales 7.6 7.4 9.6 -0.8 10.8 0.3 15.2 3.6

Total Expenditure 7.6 6.8 9.2 -0.8 9.9 1.1 14.6 5.2

Gross Profits 8.5 5.5 9.4 3.0 17.6 -5.5 18.4 0.1

Interest -8.2 5.6 -9.5 -0.1 -11.2 -2.5 -12.5 -15.2

Profits After Tax 17.9 4.6 18.7 2.8 41.7 -13.6 34.0 14.5

*  Provisional

Infrastructure Industries

2.21 A larger number of infrastructure industries
achieved their production targets set for 2002-03
than in 2001-02. Performance remained below targets
in power, finished steel, crude petroleum, fertilisers
and petroleum refinery products. The domestic civil
aviation sector operated significantly below capacity
(Table 2.7).

2.22 Despite some shortfalls vis-a-vis the targets
in key infrastructure industries, there was an overall
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improvement in production conditions in infrastructure
during 2002-03 (Chart II.4 and Appendix Table II.9).
Improved growth in the finished steel industry was
facilitated by strong external demand. On the other
hand, the acceleration in the cement sector was
mainly driven by domestic demand emanating from
the growth in construction and housing. Electricity,
on the other hand, continued to show low growth.

of these projects relate to the railways and, in the
more recent period, to the surface transport sector.
The total number of delayed CSPs increased in June
2003 (Table 2.8).  According to the Ministry of
Statistics and Programme Implementation, the major
reasons for delays in the completion of projects are
absence of proper techno-economic studies before
sanctioning projects, inadequacy of f inancial
resources, delays in acquisition of land, problems
relating to award of contracts, poor performance of
consultants, vendors and contractors, delays in
obtaining clearances, inadequate infrastructure
support and poor law and order situations in certain
parts of the country. Railway projects, in particular,
were affected by inadequate pre-project surveys,
funds shortages and problems relating to civil works
and acquisition of land. There was also a substantial

Table 2.7 : Targets and Achievements of Infrastructure Industries

Sector Unit 2002-03 2001-02

Target Achieve Gap (%) Target Achieve Gap (%)
 -ment -ment

1 2 3 4 5 6 7 8

1. Power Billion Unit 546 531 -2.6 540 515 -4.5
2. Coal Million Tonnes 332 337 1.5 323 323 -0.1
3. Finished Steel (Main and Thousand Tonnes 36,885 34,377 -6.8 35,079 31,625 -9.8

Secondary Producers)
4. Railways Million Tonnes 515 518 0.7 489 493 0.7
5. Shipping (Major Ports) Million Tonnes 296 313 5.9 289 288 -0.5
6. Fertilisers Thousand Tonnes 16,435 14,440 -12.1 16,589 14,628 -11.8
7. Cement Million Tonnes 115 116 0.8 105 107 1.8
8. Crude Petroleum Million Tonnes 33.3 33.1 -0.6 33 32 -1.4
9. Petroleum Refinery Products Million Tonnes 117 113 -3.7 114 107 -5.5

10. Civil Aviation (International)* Lakh No. 112 123 9.9 112 117 4.5
11. Civil Aviation (Domestic)* Lakh  No. 215 170 -20.6 215 155 -27.9

 * Refers to capacity in the column for ‘Target’.
 Source :  Ministry of Statistics and Programme Implementation, Government of India.

2.23 A signi f icant  e lement of  the Central
Government's initiative towards infrastructural
development is the implementation of Central Sector
Projects (CSPs). CSPs have been initiated in the
power, petroleum and coal sectors, although most

Table 2.8 : Performance of Central Sector Projects

June 2003 June 2002 June 2001

1 2 3 4

Ahead 42 77 5

On Schedule 70 71 54

Delayed 93 61 56

Without O.D.C and D.O.C 59 69 74

Total 264 278 189

Cost Overruns of Delayed
Projects (Rupees crore) 26,258 24,326 21,957
Cost Overruns of Delayed
Projects (as % of Original
Cost of such projects) 59.0 60.2 76.0

Notes : ODC : Original Date of Commissioning.
DOC : Date of Commissioning.

Source : Ministry of Statistics and Programme Implementation,
Government of India.

Chart II.4 : Growth of Six Infrastructure Industries
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setback in the progress of the projects under the
NHDP since February 2003 (particularly in Uttar
Pradesh, Orissa, Tamil Nadu and Karnataka). Of the
total cost overrun in respect of delayed projects, the
power sector accounts for around 52 per cent of the
total cost overrun in respect of delayed projects.

2.24 Sustainable growth hinges around the
existence of a critical minimum in terms of the
availabil i ty of the physical infrastructure. The
acceleration of growth in the 1980s and 1990s
exposed the gaps in the infrastructure, particularly in
power, roads and highways, por ts and
telecommunications. Although the demand-supply
gaps have narrowed since the second half of the

For resource-constrained developing countries like India,
infrastructure financing, which is of irreversible nature, is
always a key issue in designing the physical infrastructure
necessary for achieving growth aspirations. In the literature,
new strands regards finance is the wheels, if not the engine,
of infrastructure growth.  Recent models of financing
infrastructure in the presence of a budget constraint for the
regulator suggest that a reduction in available funds reduces
the quantities produced by all types of firms and increases
the interval in which there is bunching. In the absence of an
equity market for infrastructure projects the need for
competitive bidding has been highlighted.

Private investment worldwide in almost 2,500 infrastructure
projects increased from about US $ 20 billion in 1990 to
around US $ 130 billion in 1997 before falling to about US $
60 billion in 2001. A large part of this investment was
concentrated in Asia and Latin America. The share of private
sector in infrastructure investment continues to be small in
East Asia and much of this investment is backed by implicit
or explicit government assurances. Furthermore, most East
Asian economies adopted an incremental approach to private
participation in infrastructure, i.e., private investment for
specific projects is ring-fenced to insulate them from the
existing structure of delivery.

The India Infrastructure Report (IIR) (1996) had estimated
the infrastructure requirements of the Indian economy at
about US $ 215 billion for the period 2001-02 to 2005-06.
About 85 per cent was expected to be met through domestic
financing and 15 per cent by external saving,
equiproportionally divided between debt and equity. The IIR
envisioned the commercialisation of infrastructure projects
as a solution to the unlocking of domestic resources.

In India, financing of infrastructure is still dominated by the
public sector, except in telecommunications. Budget
constraints and sub-optimal pricing are the principal

impediments to public investment in infrastructure.
Opportunities for private sector financing in areas previously
in the exclusive domain of the Government have expanded
not only through the sale of equity in State enterprises but
also through inviting private parties for undertaking green-
field projects. The power sector was the first among the
infrastructure sectors to be opened up to the private sector.
Foreign equity up to 100 per cent was allowed in green-field
power projects in 1993-94. The recently approved Electricity
Bill, 2003 may encourage private sector financing for
electricity generation as it envisages delicensing of
generation of power, free permission of captive power
generation, and ensures transparent policies regarding
subsidies.  Foreign direct investment (FDI) up to 49 per cent
has been permitted in telecommunication services. External
Commercial Borrowing (ECB) limits have been made flexible
with an increased share of ECBs in project cost. To further
encourage private financing, the telecom policy of 1999
announced a package for migration from fixed license fee to
revenue sharing for existing cellular and basic service
providers. The road sector has been granted industry status
to facilitate borrowing on easy terms and to permit floating
of bonds. Foreign equity participation up to 100 per cent is
allowed in construction and maintenance of roads and
bridges. MRTP provisions have been relaxed to encourage
private sector financing by large firms in the highway sector.

The Reserve Bank has also liberalised term loan financing
by banks for infrastructure with recourse to finance through
funds raised by way of subordinated debt, take out financing,
direct financing, investment in infrastructure bonds and
guarantees. Banks have been allowed to contribute to the
equity capital in infrastructure projects and lend to special
purpose vehicles (SPVs) in the private sector for directly
undertaking infrastructure projects. The Securities and
Exchange Board of India (SEBI) has extended relaxations

Box II.4

Financing of Infrastructure

(Contd....)

1990s, infrastructural bottlenecks remain the major
impediment to accelerating growth. A critical issue in
the development of the infrastructure is financing.
Infrastructural projects are prone to a variety of risks
beyond the traditional management and technical
r isks. The free r ider problem and pol i t ical
considerations create appropriability risk. Financial
and legal risks arise from non-recourse financing,
complex payment mechanisms and imperfect credit
enhancement. There are also instrument-specific risks
arising from maturity mismatches, exposure to market
risk, restrictions on assignability and charge creation.
Evolving appropriate mechanisms to manage these
risks holds the key to releasing resources for financing
infrastructure (Box II.4).
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of Rs.23,113 crore in 2002-03. There were 332
merger deals as against 319 during 2001-02.

2.27 The depressed stock market conditions in
India encouraged open offers by promoters interested
in increasing their stakes in industries with good
growth prospects, but suffering from poor stock market
valuations. There were 109 open offers/bids involving
an amount of Rs.5,465 crore during 2002-03 as
against 99 open offers/bids with an amount of
Rs.4,791 crore during 2001-02. These developments
provide an insight into the deep-seated changes
underway in the structure of Indian industry (Box II.5).

Mergers and Acquisitions (M&As)

2.25 The process of industr ial restructur ing
cont inued dur ing 2002-03 v ia mergers  and
acquisitions. The most important deals in 2002-03
were either due to privatisation of major public
sector under takings or deals struck by major
domestic companies and multinational companies
(MNCs).

2.26 As against 1,048 deals involving an amount
of Rs.35,086 crore struck in the previous year, there
were only 841 acquisition deals involving an amount

Industrial restructuring involves a suite of initiatives taken
by firms to re-establish competitiveness, efficiency and
profitability in the context of major changes in market
t rends -  consumer preferences and compet i t ion
technology, macroeconomic policies and the regulatory
framework. Restructuring could entail changes, inter-alia,
in the production structure, ownership (privatisation),
labour, management and organisation, and could include
divestiture, new investment, mergers and acquisitions
(M&A) and al l iances wi th anci l lar y industr ies.
Restructuring differs from both rehabilitation - entailing
modernisation and improvement - and expansion, which
are all usually related to the same production structure.
While restructuring can be welfare enhancing in the long
run, it could involve a reduction in employment in the short
run due to the rationalisation, consolidation or closure of
inefficient units. Safety nets are, therefore, essential to
take care of possible labour displacement.

In the recent period, there has been an upsurge of interest
in industrial restructuring worldwide, with attention drawn

to the increasing speed and scope of restructuring as well
as the growing role of cross-border activities. A sizable
acceleration in FDI flows both from and into OECD
countr ies during the 1990s was accompanied by a
progressive supercession of greenfield investments by
cross-border M&As/international joint ventures, and the
rising importance of small and medium sized enterprises
(SMEs). Cross-border M&As accounted for a predominant
share of FDI. The total value of M&As worldwide increased
more than five times, with mega-mergers (of value more
than US $1 billion) accounting for 60 per cent. Most of
these mega-mergers took place among firms in the same
sector, reflecting an increasing proclivity to concentrate
on areas of core competence. An important issue in the
context of global restructuring is that of 'hollowing out' of
strategic activities (including research and development)
to foreign locations.

Stylised evidence drawn from 46 developing countries,
including India, indicates that the basis of industrial

Box II.5
Industrial Restructuring and Organisational Change

(Contd....)

(Concld....)

for public issues by infrastructure companies regarding size,
pricing, mode and minimum subscription of issues.

Despite all these efforts and the setting up of a specialised
Infrastructure Development Finance Company (IDFC) in
1997, private sector participation in infrastructure financing
has been grossly inadequate. There is a lack of
commercialisation due to inadequate reforms in the area of
user charges, cross subsidisation, lack of structured financing
options to mitigate the risks involved, lack of clarity in policy
guidelines and underdeveloped financial and capital markets.
It is necessary to improve the access of urban local bodies
to the capital market to raise resources at competitive rates.
Private conglomerate businesses should be preferred for
undertaking infrastructure projects. By having a diversified
portfolio of activities, such companies can cross-subsidise
the various risks.

The experience since the late 1990s suggests that a key
prerequisite for the evolution of institutional arrangements for
infrastructure financing is the development of the capital market.
The central issue is not the adequacy of funds but the
convergence of investment horizons of ultimate savers and
borrowers in the economy. This, in turn, warrants intensifying
reforms in insurance and pension funds which provide a natural
hedge for the risks inherent in the financing of infrastructure.
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(Concld....)

restructuring in these countries was the growing recognition
of the need for a reduction in direct government ownership
in industrial enterprises. Macroeconomic stability, market
liberalisation and appropriate labour policies were factors
found to have facilitated successful industrial restructuring.
These country experiences underscore the significance of
institutional reforms particularly the role of the government
in respect of legislation and prudential regulation of the
financial sector, bankruptcy legislation and its judicial
enforcement, technology development and transfers,
arbitration mechanisms to settle labour disputes, labour
force training and dissemination of information regarding
market opportunities, particularly in respect of exports.

At least a part of the pre-crisis Asian miracle is attributable
to the manner in which industry in these countries adjusted
to changes in the domestic and international environment.
Practices, however, differed among the newly industrialised
economies (NIEs). For instance, the Korean footwear
industry was restructured by expanding the size of
operations of firms rather than by entry of new firms. On
the other hand, the Taiwanese footwear industry was
restructured by shedding operations into small and medium
enterprises. In general, there were three major types of
responses: offshore investment, upgrading technology and
new products and the flexible use of labour. The emphasis,
however, varied across the countries. Singapore's industrial
strategy is to upgrade its technology, given labour flexibility;
while in Hong Kong the preference is not to upgrade its
technology but to retain and modify labour intensive
operations through the flexible use of labour.

The role of the public sector in industry has been scaled
down significantly in India, as part of the structural
reforms. At present, there are only six industries which

require licensing and only three sectors are exclusively
reserved for the public sector. FDI is allowed in all
industries except for a short negative list. Initiatives have
been taken to restructure and revive potentially viable
PSUs and close down or sell the non-viable PSUs. The
private sector has also been engaged in restructuring via
refocusing on niche strategies and on areas of core
competence. The Competition Act of 2002 is expected to
address the adverse fall-out of M&As. Efforts to overhaul
the legal and regulatory regime enabled the successful
restructuring of the telecommunications sector.

A number of factors impinge upon the pace and nature of
industrial restructuring in India:

l r igid and obsolete labour legislation - need to
amend Industrial Disputes Act and Labour Contract
Act;

l reorganisation and bankruptcy of sick units -
scrapping of the Sick Industrial Companies Act and
replacing of BIFR with a process in which defaulting
companies are g iven t ime to work out  an
arrangement with creditors;

l restrictions on the acquisition and use of land for
industrial purposes - evolving the appropriate legal
framework for exits through sale of land.

References
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Small Scale Industries
2.28 Small scale industries (SSIs) continued to be
an important segment of Indian industry in terms of
output and employment. Despite relatively high
interest rates faced by SSI units and increasing
competition from domestic and foreign producers due
to dereservation and import liberalisation of items,
the SSI sector withstood the overall slowdown in the
industrial sector, recording  higher production and
employment (Table 2.9).

2.29 There are several inhibiting factors impacting
on the development of SSI. Vestiges of reservation
in the small scale industry need to be phased out to
enable producers to achieve appropriate economies
of scale and technological upgradation. Furthermore,
the SSI investment limits need to be reviewed to
enable them to 'graduate' from traditional, labour-
intensive, consumer-goods production to capital
intensive sectors. Financial intermediaries need to
review their credit assessment capabilities with

Table 2.9 : Performance of Small Scale Industries

2002-03 2001-02  2000-01  1995-96  1990-91

                  1 2 3 4 5 6

1. No. of Units (millions) 3.57 3.44 3.31 2.66 1.95

2. Value of Output (Rupees crore) 5,14,292 4,78,456 4,51,033 2,96,400 2,07,200

3. Employment (millions) 20.0 19.2 18.6 15.3 12.5

Source : Ministry of Small Scale Industries, Government of India.
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regard to small-scale enterprises. Cluster-based
assessment of credit to the SSI can reduce the cost
of credit.

Services Sector

2.30 Services regained their role as the principal
driver of the Indian economy, accounting for 89.4 per
cent of the real GDP growth in 2002-03. The
resumption of near-trend growth in services was
enabled by a pick up in activity in construction,
'financing, insurance, real estate and business
services' and 'community, social and personal
services'. This outweighed the deceleration in the
growth of 'trade, hotels, transport and communication'
services which constitute a little less than half of the
services sector (Table 2.10).

2.31 Since the 1990s, high growth in ‘trade, hotels,
transport and communication’ services has mainly
reflected the robust growth of communication which
benefited significantly from the reforms underway in
the telecom sector. The growth of the communication
sector accelerated from an average of 16.9 per cent
during 1994-98 to 21.4 per cent during 1998-2002 with
its share in GDP doubling by 2001-02. A resurgence of
growth of revenue from freight traffic boosted the
performance of railways, which played a critical role in
the movement of foodgrains to tackle the drought.
Similarly, cargo traffic at major ports accelerated due
to enhanced traffic in respect of iron ore, POL and coal.
Transport services expanded with the increased
production of commercial vehicles. Improved financial
performance of the banking system enabled a recovery
of activity under banking and insurance which were held
back by the sluggishness experienced since 1998-99
on account of the poor performance of non-banking
financial institutions. The acceleration in 'community,
social and personal services' during 2002-03 was
mainly on account of personal, recreational, cultural,

educational and other services.

2.32  The share of services in GDP moved up to
56.1 per cent in 2002-03 from 54.6 per cent in 2001-
02. Services include construction which constitutes
about 5 per cent of GDP. The impact of technological
progress has led to the progressive splintering and
disembodiment of services from goods and from
services themselves. Currently, a host of services
are produced and traded independent of the mode
of delivery. Accordingly, the inclusion of construction
under services has become an issue of considerable
debate with questions relating to the 'service content'
of construction in an environment where architectural
design, project appraisal and execution, and a variety
of managerial and technical services embodied in
construction are priced and exchanged separately
(Box II.6).

Information Technology Services

2.33 India maintained i ts  internat ional ly
competitive edge in the production and exports of
information technology (IT) services during 2002-03,
despite a general contraction in this sector worldwide
and intensifying competition. Revenues surged by
26 per cent, drawing from a major jump in IT enabled/
Business Process Outsourcing (BPO) services. IT
enabled services grew at over 65 per cent during
2002-03 on account of increased outsourcing by US
firms to cut costs and to improve bottom lines which
improved India's export prospects. The BPO segment
is estimated to have accounted for about a quarter
of the total IT Enabled Services (ITES) and software
exports from India. Indian companies increased their
share of global IT spending and began to increase
market penetration in new destinations in the Asia-
Pacific region. Lower spending on IT was reflected
in a fall in the share of India's software exports to
Europe.

Table 2.10 : Sub-Sectoral Performance in the Services Sector
(Per cent)

Sub-sector Share in services Growth Relative Contribution to
sector Rates growth of services GDP

2002-03 2001-02 2002-03 2001-02 2002-03 2001-02

1 2 3 4 5 6 7

Trade, hotels, transport and communication 43.3 43.0 7.8 8.7 47.3 56.7
Financing, insurance, real estate and
business services 22.6 22.8 6.1 4.5 19.5 16.2

Community, social and personal services 24.7 24.7 6.8 5.6 23.7 21.5

Construction 9.4 9.4 7.2 3.7 9.6 5.5

Services 100.0 100.0 7.1 6.5 100.0 100.0

Source : Central Statistical Organisation.
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other hand, construction is also categorised as a part of
fixed capital formation, partaking the features of industrial
activity.

The debate on the classification of construction is not new.
Conceptual difficulties were evident even in seminal works
on the classification of the economy by type of activity with
some preference expressed for including construction under
services since a large part of its output consists of "repair
and maintenance work". An intuitive bias for inclusion of
construction under services is also discernible in India.
Cross-country practices do not offer standards and are
beset with a lack of uniformity. In some cases, construction
is categorised separately without including it under any
particular activity group (viz., the Singapore Monetary
Authority and the European Central Bank). Construction is
treated as part of industry in the national accounts statistics
of several countries including the US and the UK. The United
Nations Statistical Office recommends that the general
scope of the index of industrial production (IIP) should
include construction apart from mining, manufacturing,
electricity and gas. However, due to constraints of the data
availability, the present general index of industrial production
compiled in India has in its scope the mining, manufacturing
and electricity sector only. In the IMF's data dissemination,
the coverage of industrial production indices comprises
mining and quarrying, manufacturing and electricity, gas
and water supply.

The growing tertiarisation of the production process and the
industrialisation of services as well as the growing
externalities associated with services make an analytical
classification by type of activity difficult. In particular, this
poses a challenge to evaluating industrial production under
a broader coverage inclusive of services.
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An important issue in the context of the structural
transformation of the Indian economy is the classification of
construction - whether as secondary or as tertiary activity.
This has implications for the assessment of structural shifts
and sectoral performance within the overall growth process.
In the Economic Survey, the share of industry including
construction was placed at 27.1 per cent of GDP in 2002-
03, while services accounted for 50.8 per cent. On the other
hand, in the Reserve Bank's Annual Reports, construction
is included under services. Consequently, the share of the
services works out to 56.1 per cent while that of industry to
21.8 per cent in 2002-03. The difference in classificatory
practice with regard to construction produces variation in
sectoral growth rates (Table).

Box II.6

Construction: Industry or Services?

Table : Share of Industry and Services in Real
GDP (including and excluding construction)

(Per cent)

2002-03 2001-02  2000-01 1999-2000  1998-99

1 2 3 4 5 6

Industry
Without
construction 21.8 21.5 22.0 21.6 22.0

(5.7) (3.2) (6.5) (4.1) (3.2)
With
construction 27.1 26.7 27.2 26.7 27.0

(6.0) (3.3) (6.6) (4.8) (3.7)
Services
Without
construction 50.8 49.5 48.9 48.3 46.6

(7.1) (6.8) (5.6) (10.1) (8.4)
With
construction 56.1 54.6 54.1 53.4 51.6

(7.1) (6.5) (5.7) (9.9) (8.1)

Note : Figures in brackets represent growth rates.
Source : Central Statistical Organisation.

In the Indian national accounts, construction comprises
kutcha and pucca activities. The estimates of pucca
construction, based on the use of construction materials
such as cement, steel, bricks, timber and fixtures are
prepared by the commodity flow approach, which is also
adopted for  comput ing the value added for  the
manufacturing sector. On the other hand, the estimates
of kutcha construction undertaken with the help of freely
available materials like leaves, reeds and mud are
prepared by the expenditure approach which is adopted
for estimation of GDP originating from the various kinds
of services. If the mode of compilation is employed as a
criterion, pucca construction needs to be classified under
industry and kutcha construction under services. On the

2.34 A factor contributing to the buoyancy in the
services sector has been a shift in the consumption
pattern away from goods over the years. The share
of services in private final consumption expenditure
in the domestic market moved up from 24.4 per cent

in 1993-94 to 27.0 per cent in 2001-02. An
examination of consumption patterns shows a clear
preference in favour of expenditure on transport and
communication. There has also been an increased
allocation of investment in favour of services; its share
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in aggregate capital formation moved up from 41 per
cent in 1993-94 to 45 per cent in 2001-02.

2.35 The Indian economy cont inues to be
predominantly services-intensive. Recent estimates
show that 55 per cent of all the economic activities
are directly services-intensive. Consequently, a
major factor contributing to a resumption of the
momentum of services sector growth was the pick
up in industr ia l  growth dur ing 2002-03. The
sustainability of services growth over the medium
term would depend upon the emergence and growth
of information, communication and entertainment
and other 'new economy' of services, as well as the
fuller exploitation of existing comparative advantages
and synergies with commodity producing sectors.

AGGREGATE DEMAND

2.36 The halting recovery of aggregate demand
seems to have restrained a stronger acceleration of
sectoral activity in 2002-03. The evolution of real
effective demand up to 2001-02 indicates that it is
consumption which has held up aggregate demand
in the period of slower growth since 1998-99. The
upsurge in real consumption expenditures in the
recent period was shared between private final
consumption expenditure and government final
consumption expenditure, the latter including the
counter-cyclical component of fiscal policy in the
context of the slowdown. On the other hand, the
growth of real gross fixed capital formation slowed
down in both private and public sectors, reflecting the
moderation of planned investment in the presence of
idle capacity. Since 1995-98, there has been a
precipitous decline in private fixed investment in real
terms and considerable volatility in stocks/inventories
(Table 2.11).

Saving and Capital Formation

2.37 The gross domestic saving (GDS) rate has
been increasing in recent years, buoyed by the rise
in both physical and financial saving of the household
sector (Appendix Table II .10). A major factor
contributing to this increase has been a steady
improvement in personal disposable income. The
improvement in the financial saving of the household
sector has been mainly in the form of contractual
instruments (Appendix Table II.11).

2.38 A major area of concern is an unprecedented
deterioration in the rate of public sector saving from
a high of 2 per cent of GDP in 1991-92 to a dissaving
which began in 1998-99 and touched (-)2.5 per cent

Table 2.11: Growth in Select Sources of Real
Effective Demand #

(Per cent)

Item 2001- 2000- 1999- 1998- 1995-96
02* 01@ 2000 99 to

1997-98
(Average)

1 2 3 4 5 6

1. Total Final Consumption
Expenditure 6.0 2.4 7.2 7.5 5.9
Of which :

Private Final
Consumption Expenditure 5.8 2.8 6.1 6.5 5.6
Government Final
Consumption  Expenditure 7.2 0.6 13.2 12.9 7.8

2. Total Investment + 3.0 -1.4 20.3 0.7 6.0
Private Investment ++ 4.2 0.0 21.5 2.6 13.7
Public Investment ++ 2.7 -5.0 13.3 7.3 -3.5

3. Total Fixed Investment 3.2 3.8 9.3 8.7 7.6

Of which :
Private Fixed Investment 4.1 4.5 11.8 8.4 15.0
Public Fixed Investment 0.7 2.0 2.7 9.4 -5.1

# Based on select disposition of real GDP at market prices.
* Quick Estimates.
@ Provisional.
+ Adjusted for errors and omissions.
++ Unadjusted for errors and omissions.
Source:  Central Statistical Organisation.

in 2001-02, posing a constraint on growth. The poor
performance of public sector saving is attributable to
a persistent fall in the gross tax/GDP ratio, coupled
with the increase in expenditures on salaries under
the Fifth Pay Commission award. The rate of saving
of the private corporate sector has decelerated since
1996-97 as a result of declining profitability in the
downswing of the business cycle (Chart II.5).
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Chart II.5 : Sector-wise Saving Rates
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Table 2.12 :  Household Saving In Financial Assets
(Amount in Rupees crore)

Item 2002-03# 2001-02P  2000-01P  1999-00  1998-99

1 2 3 4 5 6

A. Financial assets (Gross) 3,39,626 2,97,816 2,58,171 2,41,051 2,07,103
a) As per cent of GDP at current market prices 13.7 13.0 12.3 12.4 11.9

 1. Currency 30,560 28,156 17,686 20,845 21,822
a) As per cent of GDP at current market prices 1.2 1.2 0.8 1.1 1.3
b) As per cent of financial assets (gross) 9.0 9.5 6.9 8.6 10.5

 2. Deposits@ 1,27,151 1,18,477 1,05,020 90,517 80,233
a) As per cent of GDP at current market prices 5.2 5.4 5.0 4.7 5.0
b) As per cent of financial assets (gross) 37.4 39.8 40.7 37.6 38.7

 3. Claims on Government 57,983 51,929 39,007 28,985 28,220
a) As per cent of GDP at current market prices 2.3 2.3 1.9 1.5 1.6
b) As per cent of financial assets (gross) 17.1 17.4 15.1 12.0 13.6

 4. Investment in shares and debentures+ 13,299 8,251 10,932 18,119 6,992
a) As per cent of GDP at current market prices 0.5 0.4 0.5 0.9 0.4
b) As per cent of financial assets (gross) 3.9 2.8 4.2 7.5 3.4

 5. Contractual saving** 1,10,634 91,002 85,526 82,585 69,836
a) As per cent of GDP at current market prices 4.5 4.0 4.1 4.3 4.0
b) As per cent of financial assets (gross) 32.6 30.6 33.1 34.3 33.7

B. Financial liabilities 65,563 46,679 31,756 35,275 26,773
a) As per cent of GDP at current market prices 2.7 2.0 1.5 1.8 1.5

C. Saving in financial assets (Net) (A-B) 2,74,063 2,51,136 2,26,415 2,05,776 1,80,330
a) As per cent of GDP at current market prices 11.1 10.9 10.8 10.6 10.4

# Preliminary.                P  Provisional.
@ Comprise bank deposits, non-bank deposits and trade debt (net).
+ Including units of Unit Trust of India and other Mutual Funds.
** Comprise Life Insurance, Provident and Pension Funds.
Notes : 1. Based on the latest available information, these data are revised in July 2003 and hence may not tally with the data published in the

Quick Estimates of the Central Statistical Organisation released in January 2003.
2. Data on GDP at current market prices for 2002-03 are not yet available from the CSO. In this Table, GDP at current market prices for

2002-03 has been estimated on the basis of the Revised Estimates of GDP at factor cost at current prices for 2002-03 released by
the Central Statistical Organisation in June 2003.

infrastructure sectors of the economy. Available
styl ised and empir ical evidence points to the
crowding-in effects of public sector investment in the
infrastructure sectors. Consequently, the declining
trend in the rate of public sector investment is
expected to have dampened private sector investment
in an environment dominated by a synchronised global
downturn in investment appetite.

2.39 On the basis of the latest available data,
financial saving (net) of the household sector, as a
percentage of gross domestic product at current
market prices, is estimated at 11.1 per cent in 2002-
03 as compared with the revised estimate of 10.9
per cent in the previous year (Table 2.12). The
marginal increase in 2002-03 primarily reflected
increases in the rates of contractual saving (life
insurance, provident and pension funds) and shares
and debentures. In contrast, the rate of household
sector saving in the form of deposits is estimated to
have shown a marginal deceleration in 2002-03
principally due to non-bank deposits and trade debt
(net).

2.40 Despite the easing of the tradit ional
constraints on the availability of domestic and external
saving, rates of gross capital formation (GCF) at
current prices and gross domestic capital formation
(GDCF) (adjusted for errors and omissions) have
decelerated (Table 2.13). The persistent slowdown in
the private corporate investment rate underscores the
imperatives for intensifying reforms in the core and

Table 2.13 : Sector-wise Rates of
Gross Capital Formation

(As percentage of GDP at
current market prices)

Item 2001-02* 2000-01@ 1999-2000

1 2 3 4

1. Household Sector 11.3 11.2 10.3
2. Public Sector 6.3 6.4 6.9
3. Private Corporate Sector 4.8 4.9 6.5
4. Gross Capital Formation (GCF) 22.4 22.5 23.7
5. Gross Domestic Capital

Formation (GDCF)# 23.7 24.0 25.2

* Quick Estimates.                           @ Provisional.
# GDCF is adjusted for errors and omissions.
Source:  Central Statistical Organisation.



34

ANNUAL REPORT

FINAL STRIKE ORDER
19-8-03

For developing countries aspiring to accelerate growth, a
saving-investment surplus appears to be a contradiction in
terms. Typically, these countries plan investment rates in
excess of their domestic saving rates, employing external
saving to overcome the traditional resource constraints. A
developing country with a saving-investment surplus is
axiomatically an exporter of capital in the ex post sense and
this seems to imply a disconnect with the received wisdom.

In the literature, the saving-investment balance is traditionally
examined in the national accounting framework by which it
is reflected in the external current account in an ex post
sense. Operationalising this relationship as a target for
macroeconomic policies has taken various forms: the
elasticities, absorption and monetary approaches. Yet
another variant is the so-called 'new' view which focuses on
the optimality of saving and investment decisions in the
private sector rather than the gap. Recent theoretical work,
however, suggests that there is more to the national accounting
relationship than the ex post identity. The inclusion of inter-
temporal considerations in an open economy framework
modifies the conclusions emerging from the traditional
approaches, particularly the impact of terms-of-trade on saving
and investment, the impact of fiscal policy and the exchange
rate. A proper understanding of the inter-temporal decisions
underlying saving and investment behaviour becomes crucial.
The inter-temporal approach also has its limitations. For
instance, a country may plan investment in excess of its saving
but international credit ratings or even the concerted decision
of lenders may impede its access to international financial
markets. In the 1990s, developing countries, buffeted by
financial crises, have made the adequacy of reserves an
objective priority. Under these circumstances, external saving
and even domestic saving may be employed to finance
reserve adequacy, besides the planned investment.

A key issue in analysing the saving-investment relationship
is that of capital mobility. If capital is freely mobile, an increase
in investment need not cause any change in saving because
it can be financed by net capital inflows - correlation between
saving and investment is low and rates of return are equalised
between countries. If saving and investment are closely
correlated, capital mobility is low (Feldstein and Horioka,
1980).  Subsequently, it was shown that saving and
investment are jointly determined by the whole variety of
influences on economic activity and so they tend to be highly
correlated even if capital is freely mobile. A surprising finding
in the empirical literature is that of relatively low saving-
investment correlation in developing countries.

Empirical work undertaken on Indian data has yielded mixed
results. High correlation between saving and investment has

been found and interpreted as capital immobility. A study of
the behaviour of the 'errors and omissions' in gross
investment shows that the series is non-stationary and
integrated of order 1, suggesting the presence of a systematic
bias in the estimation of saving and investment.

The investment rate has historically stayed ahead of the
domestic saving rate in India and this has been reflected in
the current account deficit in the balance of payments. The
stylised evidence, however, suggests at least one aberration
from the national accounting relationship. In the period
1973-74, a current account surplus occurred in spite of a
saving-investment gap reflecting massive inflows of workers'
remittances related to the first oil shock.

Recent some empirical work conducted in the Reserve Bank
on the behaviour of saving and investment finds high and
significant correlation between the two, independent of the
definition of investment chosen, viz., gross domestic capital
formation (GDCF), gross capital formation (GCF), or gross
fixed capital formation (GFCF). The saving-investment
surplus of 2001-02 is preceded by a surplus over fixed capital
formation since 1997-98. The release of entrepreneurial
efforts and building of capacities in the flush of liberalisation
in the first half of the 1990s was dampened by the downswing
of the business cycle that followed. Therefore, corrections in
capacity utilisation, downsizing of scale and over investment
in projects and the consequent saving-investment surplus
need to be evaluated inter-temporally rather than episodically.

The appropriate approach is to explicitly analyse the dynamics
of saving and investment decisions independently. Recent
empirical estimates suggest that per capita income and
financial deepening have a determining influence on saving
behaviour. Important determinants of investment behaviour
are real output, the real bank lending rate and public
investment in services. It is the studies of this genre which will
contribute to a better understanding of the underlying
dynamics of the saving-investment balance in India.
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Box II.7

Saving-Investment Surplus in a Developing Economy

2.41 Domestic saving has traditionally financed
over 90 per cent of investment in India. The recourse
to external saving has averaged less than one per
cent of GDP since 1991-92. The deceleration of the
investment rate has essentially reflected the failure

of  investment  demand to  absorb ava i lable
resources. The overall saving-investment balance
turned around into a surplus of 0.2 per cent of GDP
in 2001-02 for the first time after the period 1975-78
(Box II.7).
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2.42 The growth prospects for the current financial
year hinge around the sustainability of the industrial
upturn and a recovery in agricultural performance.
The performance of agriculture would continue to
depend upon the progress of monsoon, particularly
its spatial distribution. Initial expectations support a
strong rebound from the absolute decline in output
recorded last year. The climate for industrial revival
is showing a distinct improvement in an environment
of higher overall growth prospects, low and stable
inflation, rising international competitiveness and
conducive monetary and fiscal policies. The higher
growth momentum in industry during 2003-04 so far
was maintained principally on account of four out of
the top five growth contributors in 2002-03. Basic
chemical and chemical products, however, showed
a decline, while rubber exhibited a turnaround in its
performance. In terms of use-based classification,
the consumer durables witnessed a turnaround over
the corresponding quarter of the previous year. On
the other hand, some deceleration was witnessed
in the basic goods mainly on account of mining
sector. The overall industrial growth at 5.3 per cent
during April-June 2003 was higher than 4.3 per cent
experienced a year ago. However, the infrastructure
growth during the first quarter of 2003-04 at 4.1 per
cent still trails behind the 6.2 per cent growth
recorded in the first quarter of 2002-03. The financial
performance of the private corporate sector has

shown substantial improvement in terms of sales and
profitability. Leading indices of industrial activity are
indicating stable growth ahead. The industrial outlook
is optimistic with expectations of fresh capital
investments in existing projects, increase in capacity
utilisation and a stabilising of inventory levels. Export
demand is expected to increase over the next six
months, supported by a realistically valued exchange
rate. Easing the constraints in terms of availability
of  power,  procedural  bot t lenecks,  cost  and
availability of credit, and road and port facilities will
entrench the industrial recovery. The buoyancy of the
services sector would be contingent upon the
strength of the symbiotic interface with the goods
sector and the growth of 'new economy' activities.

2.43 The Tenth Five Year Plan (2002-07) has
envisaged an average annual growth of 8 per cent.
India's growth experience over the Eighth and Ninth
Plan periods demonstrates that this growth target is
feasible. The future growth strategy will have to rely
on a combination of increased investment and
improvement in efficiency. Rapid dismantling of policy
constraints, procedural rigidities and price distortions
will play a critical role in the drive to a higher growth
path. It will also require that the appropriate changes
in institutional architecture are put in place. In these
efforts, achieving a growth rate of 6.0 per cent in
2003-04 becomes a critical minimum.


