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Abstract
In the context of various policy initiatives madgridg the last two decades to reform the Indian
economy in general and corporate sector in paatictlie present paper attempts to assess how
the firms have responded to these policy measureéste resultant changes in the business
conditions in a long run perspective. The papeaidfithat although the rate of growth of the
Indian industry sector has not accelerated follgnéconomic reforms probably due to slow
growth in agriculture and industrial productiviipvestment in general and FDI in particular
have shown considerable increase. Increase in d¢iivgeressures during this period has
forced the firms to adopt a variety of strategi#ile relianceon mergers and acquisitions
(M&A) has increased to restructure business and/gtioe role of embodied and disembodied
technology purchase has declined with firms relysogewhat more on in-house R&D. On the
other hand, although strategies of building manetind distribution related complementary
assets continue to dominate the strategy of pratitfetentiation, their role in a relative sense
seems to have declined as these expenses as atiprogd sales show a declining trend.
However, the emerging competitive pressures hagedahe importance of sub-contracting/
outsourcing manufacturing, reducing the degreegeaical integration. Interestingly, while
cost-efficiencies do not show improvements, expmiéntation has increased across the
industries significantly signaling enhanced globampetitiveness of Indian firms, although
imports have risen faster than expofisierall, the observed trends of corporate resptmse
economic reforms are interesting, but one needystematically explore how M&A led
consolidation and flows of FDI are linked to theoption of various non-price strategies
relating to technology and product differentiatioAs economic reform deepens and
competitive pressures build up, an analysis ofaheteractions would provide useful insights
for understanding corporate behaviour and for nakiolicy choices.
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How hastheIndian Corporate Sector Responded to Two Decades of

Economic Reformsin India? An Exploration of Patternsand Trends

I ntroduction:

Economic reforms initiated in 1991 comprising aie®r of deregulatory measures have
significantly altered the environment in which tinelian corporate sector operates. The pace
of economic reform has faltered in recent yearsthatoverall direction of policy change
remains the same and seeks to strengthen marlagploie and enhance competition. The
success of the new policy regime was expected doisatikely to depend on the strategies
adopted by firms in response to these policies fane tuning of policies by taking

cognizance of emerging trends in firm level choices

The Indian corporate sector responded to this pal@nge in a variety of ways in the initial
years of economic refornisFor example, there was vigorous business consolidand
restructuring by the firms in a few chosen areasawect the inefficiencies caused by over-
diversification in the pre-reform era. This entdila significant increase in the number of
mergers and acquisitions (M&Aw)th majority of them being horizontal in natureh@&na,
1997; Basant, 2000; Beena 2000; Mishra, 2006)ven the policy induced flexibilities,
while the domestic firms (especially, the privagetsr enterprises) took the route of M&A to
restructure their business and gPpthe MNCs used the same to enter into and raisgato
in Indian industr§. However research and development activities did not segpaurn and export
orientation was limited (Basant, 2000)Although many of the industries recorded signiftcan
increase in in-house R&D efforts, the average R&f@nsity as well as the foreign technology
purchase intensity remained very low during thdyegears of liberalization (Mishra, 2005).
Indeed, the firms in many of the technology inteesndustries relied largely on equity linked

foreign technology collaboratiohsWhile firms spent less on product differentiatithmough

% Basant (2000) provides an initial analysis of éhessponses in the 1990s.

* The number of mergers more than doubled only gut®90-1994 as compared to that during 1985-89r(&ee
1998).

® In the present era of enhanced competition andeshproduct life cycles, many of the firms prefergrow
through M&A primarily because of the speed and s&de proprietary assets such as R&D base, tecHmioa-
how, patents, brands, etc. Moreover, merging wittaking over a firm with established manufactuyingrketing
and distribution system has obvious advantagesdaxerioping the same on one’s own.

®Compared to the domestic firms, the MNCs were baitaced in the acquisition game due to their deep
pockets and relatively cheaper access to capitddbt, 2000).

’In addition to technology collaborations, firms baalso explored other types strategic alliancesfi® and
joint ventures ranging from manufacturing to ditition, marketing, etc., widening the scope oftefiiz
activities under the new business conditions.
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investments in marketing and distribution relatesnplementary assets, the emphasis on
advertising based product differentiation increasied faster ratéBasant, 2000; Mishra, 2005).
However, enhanced competition in the market rdsttithe firms from increasing their profitability,
but forced them to improveost-efficiency, inventory management and expomefration
(Mishra, 2005).

Insofar as firms take time to develop an approer&tategy mix to changing economic and
policy environment, the earlier analyses only ietfld the ‘initial’ response to economic
reforms. Over time the corporate strategies are@egd to become more concrete and stable,
especially in a situation where regulatory changesan ongoing process. Further, as the
economic reform processes have continued and als® dheepened in many areas like FDI,
competition policy, privatization and intellectyadoperty regulation, changes in the nature
and intensity of corporate responses are very \ik&herefore, an exploration of the
corporate strategies after two decades of reformaldvbelp us gain better insights on the
impact of economic deregulation. In this perspegtikie present paper examines the trends and
patterns of firms’ responses to economic reformadin in a long-run perspective using a wide
range of strategic dimensidnghe responses of firms would be explored witenesice to the
following inter-related questions: How has the ratel composition of domestic and foreign
investment changed during the post-reform periodaitypes of restructuring processes (e.g.,
M&A) have been dominant in the Indian industriattee? Have these restructuring processes
been different across sectors and/or type of fifeng., domestic and foreign)? What has been
the firm strategies vis-a-vis product differentat? Has building of marketing and distribution
related complementary assets dominated over asingi What changes have come about in
the technology strategies of firms (e.g., R&D, edibd technology imports, technology
licensing)? In other words, how the nature of nangpcompetition has changed in recent years?
In what way the enhancement of ‘internal’ and ‘exé¢ competition changed the sourcing of
inputs and in export orientation? Does one seessifrstrategies of import substitution and/or

export orientation being followed?

The paper uses data collected from secondary souvébile necessary data on industrial

growth and investment are collectegvw.rbi.org.in andwww.dipp.nic.in Data on mergers

and acquisitions and various aspects of corporaédegies and performance are collected

8 Mishra and Behera (2007) have examined changesiket structure and some dimensions of firm behavi
in the post-reform era at a broad level of indastiassification.
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from Business-Beacon and PROWESS database of tmereCéor Monitoring Indian
Economy (CMIE), Mumbai. The rest of the paper igidkd into five sections. The key
dimensions of policy changes are summarized ini@edt Section Ill discusses the major
aspects of industrial growth and investment, arar timplications for the Indian corporate
sector. Strategies involving mergers and acquistidechnology development, manufacturing
and other aspects of non-price competition areudsed in the fourth section. Section V
analyses the trends in efficiency, profitabilitpgdanventory management. Section VI concludes
the paper with a summary of major trends in thealm@orporate sector and their implications

for competition and other policies.

[ Key Dimensions of Economic Refor ms:

The new policy measures are not only considerdzbtthe most profound changes that have
taken place since independence, they are alsaditférom that of the earlier periods in their
basic objectives and prioritiesThe industrial policy framework prior to the reforny and
large, was characterized by multiple controls gwavate investment. This not only limited
the areas in which private investment were allowrd, also often determined the scale of
operations, the location of new investment, anchebe technology to be used. The trade
policy, on the other hand, was characterized b kégiffs and pervasive import restrictions
with complete ban on imports of manufactured corsugoods. Although some of the
capital goods, raw materials and intermediate gaegl® freely importable, for most of the
items where domestic substitutes were being prafjuceports were only possible with
import licenses. Similarly, foreign ownership wasrmitted in some Indian companies, but
subjective licensing system, high regulation upppraval, and equity-holding caps made

investment complicated and thereby discouragedhpatenvestors.

*The industrial policy resolutions in Indian havengathrough major changes in their objectives ariorifies
since independencé&or example, the Industrial Policy Resolution, 1%@ed at outlining the approach to
industrial growth and development, whereas the dtréhl Policy Resolution, 1956 emphasized moreala of
State for speeding up the industrialization psscas a means of achieving a socialist patterrokty.
Similarly, the thrust of the Industrial Policy Statent, 1973 was identification of high-priority ursiries where
investment from large industrial houses and foreigmpanies were permitted. On the other hand, vthie
Industrial Policy Statement, 1977 emphasized orewtealization and growth of small scale industritdee
Industrial Policy Statement, 1980 aimed at prongptiampetition in domestic market, technology depeient,
and modernization along with encouraging foreigmesiment in high-technology ares8ee Handbook of
Industrial Policy and Statistics, 2008-09, Deparitra Industrial Policy and Promotion, Governmehtralia.

L T——
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The rigidities in industrial, trade, public sectmd foreign investment policies of the pre-
reform had severe adverse impact on the economy.ekample, the rigidities in the

industrial policy constrained firm choices and gisotected the domestic firms from internal
and external competition that eventually led to ffinency of firms. Bureaucratic

determination of plant capacity, product mix andnpllocation resulted in ignoring the
market processes, and possibly because of tha¢ tradscarce materials became more
lucrative than efficient manufacturing. Similarlgdustrial licensing and other controls led to
severe entry and exit barriers and encouragedsesking and lobbying. Further, licensing
and product reservation for small-scale sectorbitdul firms from reaping economies of

scale, while pronounced pro-labour stance restricdgonalization of the workforce.

The anti-export bias in the trade policy bluntedaxk orientation of the economy, whereas the
strategy of import substitution resulted in lessmnpetitive pressure and high input costs due to
sub-optimal use of inputs. Reservation of industiie public sector policy along with soft
budget constraints and resulting inefficiencies tipalarly in heavy industry and
infrastructure also contributed to higher inputtsder the private corporate sector. On the
other hand, restrictions on portfolio and direstastment in foreign investment policy caused
serious infrastructural bottlenecks, and restrictethnology transfer, licensing and
consultancy adding to constraints on internatiomatketing (brand) and strategic allian®es
In addition, controlling the use of scarce foreigrchange resources through Foreign
Exchange Regulation Act (FERA) significantly lindtehe freedom of foreign investors,
whereas ignoring market forces and imposing adit@red interest rates in financial sector

policy led to ‘crowding out’ of private sector adaninished bank profits.

Against this backdrop, initiation of economic ref@ since July 1991 has made significant
changes in the policies relating to industry, imvest, trade and competitiof.he basic
objectives of the new policy resolutions include imening a sustained growth in
productivity and employment, attaining internatiboampetitiveness, developing indigenous
capacity in technology and manufacturing, develgpihe capital markets, encouraging
foreign investment and technology collaboratiomlishing monopoly of any sector or any
individual enterprise in any field of manufacturxcept on strategic and military

considerations, and ensuring rightful role of pobdiector in strategic areas of national

10 Restrictions on FDI inflows combined with anti-expbias restricted firms from achieving internatidly

efficient scales of production (Basant, 2000).

L T—
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importance. Accordinglya number of deregulatory measures such as wide-sg@iction in
the scope of industrial licensing, simplificatiohppocedural rules and regulations, reduction of
areas reserved exclusively for the public sectowall as for the small-scale enterprises,
divestment of equity in public sector undertakingt;., have been introduced in the New
Industrial Policy of 1991. Besides, in the new ppliegime, while the restrictions on mergers,
acquisitions and entry of large firms under the blaolies and Restrictive Trade Practices Act
(MRTPA) have been removed completely, the entryricti®ns on private sector enterprises
under the Industries Development and Regulation #8RA) and the shareholding and
business restrictions on multinational corporatigNCs) under the Foreign Exchange
Regulation Act (FERA) have been relaxed substatial

The changes in the industrial and competition pedidiave been accompanied by a number
of investment and trade related liberal measuré® feforms in trade policies has been
directed towards phasing out import licensing, oedg import duties and removing
guantitative restrictions on imports, particulady capital goods and intermediates, and
shifting to a regime of flexible exchange rate nduce greater competition in the markets.
Liberalizing foreign direct investment was anotlmportant aspect of economic reforms.
The new policy regime enhanced foreign equity pgudtion is allowed in domestic industrial
undertakings in a large number of sectors. Othgomaolicy changes in respect of FDI
include simplification of procedures, provision fmutomatic approval up to specified levels
of foreign equity participation, allowing foreignstitutional investors to purchase shares of

listed Indian companies, and removal restrictiangooeign technology participation.

Thus, the policy reforms of since 1991 has sesthge for new entry and greater competition
(both domestic and foreign) to bring in greateiceghcy in production and distribution of

goods and services. In other words, introductiordefegulatory policies can be seen as
remedies to policy induced distortions that regddirms from making rational choices and
thereby constrained growth in independent IndisséB& 2000). While widespread industrial
de-licensing has brought in greater competitiontie domestic marketplace, and more
flexibility for the firms in their investment dedamsis as well as in choosing plant capacities,

removal of restrictions on mergers, acquisitiond antry of large firms under the MRTP Act

L T—
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has enhanced corporate investments and gfow&imilarly, lower tariffs and removal of
physical barriers on imports like quotas have tesuln enhanced import competition for
tradable commodities and rational input purchasgsdms by the firms. In addition, opening
up new sectors for FDI and allowing higher equigytigipation by the foreign investors in
others have allowed the MNCs to have better comvelr their ventures in India. Further,
permitting domestic firms to access internationapital markets along with inflows of
foreign portfolio investments have resulted in ¢édesable increase in availability of foreign
exchange, whereas liberal approach in foreign w@ogy purchase has given the firms
greater access and thereby has helped them in ghatone rational choices about ‘making
and buying’ of technology. Policy changes on fometgchnology front have also made

technology based entry possible raising the cornmpetihreats to the incumbents.

However, initial response of the corporate seaoedonomic reforms coupled with crisis in
the South East Asian economies during the late 489@ed the government to redesign the
policies. In addition to de-licensing more itemsmoving more goods from the list reserved
exclusively for the SSEs, moving more commodities restricted list to OGL, removing
guantitative restrictions on more items, or allogvibO0 percent FDI in infrastructure, and
abolition of SICA, the major changes on the polimynt since the late 1990s also include
greater emphasis on knowledge based industry aportesf services, setting up of special
economic zones (SEZ) to encourage exports, andtreaat of the Foreign Exchange
Management Act (FEMA) that replaces the FREA. Thanges in the policy framework
have given more emphasis FDI through automaticaygprsystem of the RBI except for a
small negative list. The new policy resolutionsoatédlow FDI under automatic route up to
100 percent in all manufacturing in the SEZs. Besijdhe new telecom policy has been
introduced that allows multiple fixed service ogera and opens up domestic long distance
call service to private operators, and the InswedRegulation and Development Act (IRDA)

has been enacted to facilitate private sectorgypation in insurance.

In addition, there have been many important changése regulatory structure as well that
are expected to have significant impact on condoftshe firms. For example India’s
obligation to sign the TRIPS agreement in 1994do0me a member of WTO in 1995 has

M Dilution of the MRTP Act is also expected to ragsempetitive pressures as the dominant incumbentiee
did not face competition from less dominant firnesause the latter were also covered by the MRTP Act

L T—
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been followed by three important amendments tolkdean Patent Act (1970), vizRatent
First Amendment Acin 1999, Patent (Second Amendment) Bii 2002 andPatent
(Amendment) Billn 2005. These amendments to the Indian Patenh&at made a marked
shift from the process patent regime towards anaérgroduct patent. While the first
amendment in 1999 has introduced the mailbox pi@wss to receive product patent
applications, the second amendment in 2002 hasdadethe term of patent to 20 years. The
amendment in 2005, on the other hand, has recajtieWTO mandated product patént
provision. The new patent laws along with sectacsr policies are expected to provide

greater market power to the firms as an incentiviaovate®.

Similarly, corporate response to economic reformshe 1990s and the emergence of WTO
regime led to the common consensus that India hawsd a comprehensive competition policy
to ensure that wave of M&A and other restrictivesinass strategies of the firms during the
post-reform period do not pose any threat to corget Accordingly, The Competition Act,
2002 has been enacted in January, 2003 and itequdast amendments in 2007 have led to
establishment of the Competition Commissidhe basic objective of this Act is to regulate
M&A, especially, the large ones, and to prosecetdrictive trade practices by the foreign
firms more vigorously so that monopoly power is nmated in the market place. The Act
also aims apromoting and sustaining competition in mark&tse major areas of functioning
of the commission include prohibition of anti-cortipee agreements and abuse of dominant
position, regulations of combinations, and comjatiadvocacy. As compared to the MRTP
Act, the Competition Act focuses more on the bebtrawf enterprises and not on the
structure.For example, the new Act makes pre-notification daaory if threshold value of
assets of merging/acquiring firms or of respedbusiness groups is beyond the fixed limit. The
new Act also provides a list of criteria to deteveniwhether a merger or an acquisition would
have a negative effect on competitiburther, the Act does not discriminate between ipubl

and private enterprises as far as enforcemenieatdmpetition law is concerned

Hence, the process of economic reforms initiated981 aims mainly at bringing in greater

competition to facilitate efficient functioning tfie market forces in the Indian industry sector,

This introduction of product patent regime is expdcto have a significant impact on market conciamn,
prices of drugs and performance of the industry.

13 For example, th€harmaceutical Policy (200&lIso aims at promoting R&D in the industry by direg an
appropriate incentive structure.

L ——
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initial strategic response of the firms has resuiteredesigning of the policies and development
of regulatory institutions. Given this policy-matkestitution interface in Indian corporate

sector during the post-reform period, what follovext is an attempt to explore response of the
firms in terms of business restructuring M&As ariblen alliances, technology strategies, non-

price competition, efficiency and financial perf@nce.

[11 Industrial Growth and Investment
The patterns of industrial growth and investmentehandergone some change in the post-
reform period. We provide an aggregate overviewhese patterns before we explore the

firm level responses in some detail.

Nature and Pattern of Industrial Growth

In independent India, the experience prior to a@titin of economic reforms in 1991 shows
three distinct phases of growth of the industredtsr - the phase of rapid growth from the
early fifties to the mid-sixties, the phase of decaion or relative stagnation from the mid-
sixties to the late seventies, and the phase avak¥rom the late seventies to the early
nineties. During the last phase, the sector nog omtovered from the lost momentum, the
rate of growth during this period was also complerad what was achieved during 1950-65
and that of the star performers of the 1980s likeeld, Indonesia, Malaysia, Thailand, and
Turkey. The manufacturing output grew at 7.4 perqesr year during 1981-91 (Nagraj,

2003b). This high rate of growth of the manufacetgrsector in the 1980s can be contributed
to the surge in productivity (Unel, 2003; RBI, 2004

Although the acceleration phase of the 1980s coatinin the first few years of the post
liberalization era (except in the crisis years 890-91 and 1991-92) and reached a high of
12.8 per cent in 1995-96 (Basant, 2000; Mishra520there was a declining tendency with
fluctuations in the growth path since the mid 19p0ssibly be due to the South-East Asian
crisis in 1997 and political instabilities of thentral government. Although the rate of
growth of the industry sector in general and mactuféng sector in particular was somewhat
higher during the last decade, when the entire-ggdstm period is taken together, the rate of
growth of the industry sector has been marginabywdr and the increase in case
manufacturing sector has not been substantialnmpeoison with that in the 1980s (Table 1).

In other words, the rate of growth of the Indiadustry sector did nadcceleratefollowing

L T—
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economic reforms. In addition, employment in thenaofacturing sector also remained
constant at around 12 percent of the workforcehm 1990s as it was in the 1980s and
(Nagaraj, 20038§.

Table 1 Growth of Indian Industry Sector in the FReeform Era
Aspects 1980-81 tg 1993-94 to | 2000-01 to | 1993-94 to
1991-92 1999-2000 | 2008-09 2008-09
Industry Share in GDP %) 18{8 20.2 194 19.8
Growth (%) 6.1 6.3 7.0 6.0
Manufacturing| Share in GDP (%) 14.p 15.3 15.1 15.2
Growth (%) 5.6 6.5 7.5 6.3

Sourcewww.rbi.org.in

Broadly, two major factors seem to have constragreavth of the manufacturing/industrial
sector during the post-reform period, viz., slowvdoin growth of factor productivity and
slow growth of the agriculture sector. While moeeant estimates are not available, earlier
estimates suggest that the growth of total factoductivity (TFP) has not improved in the
post-reform period and, in fact, may have detetentg(Balakrishnan and Pushpangadan,
1998; Balakrishnan et. al, 2000; Srivastava, 2Q01i et. al., 200%f. Hence, the growth of
manufacturing sector during this period might h&seen contributed by investment, more
specifically by FDI. On the other hand, despite ihgvfavourable terms of trade for the
agricultural sector and normal south-west monstio®,annual compound rate of growth of
the sector in terms of area, production and pradticdeclined in the post-reform era (Dev,
2003; Landes and Gulati, 2004, Sharma and Gul@i5RThe GDP from agriculture grew at
the rate of 3 per cent per annum during 1992-2@fainat the average annual rate of growth
of 3.7 percent during 1981-91 (Mishra and Beheff)82. Slow growth of agriculture has
limited supply of wage goods and raw materialstfer agro-based industries, and demand

for the manufacturing products and hence growtthefsector.

“However, the growth performance is mixed when iséen across major industries. For example, whie t
industries like beverages and tobacco, textile pets] chemicals, machinery, basic metals and gltogssport
equipments, have grown at reasonably high rateviotly economic reforms, the growth performanceonff
products, jute and other vegetable fibres, woodwodd products, etc. have been dismal during thisod.
Such inter-industry variations in growth performanmay largely be due to industry-specific factorsl a
policies, and any conclusion in this regard requftether exploration.

5This decline in factor productivity was largely dwecreation of excess capacity as the new entfartsd the
existing firms to reduce their output without projpanate reduction in fixed stock of capital anddar
(Balakrishnan and Pushpangadan, 1998; Unni 2G0.).
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Growth in Industrial Investment Intentions

However, policy reforms did have a significant piesi impact on the investment situation in
the economy. As many as 91510 investment propdsate been received during August
1991 to August 2011 with proposed investment of B883027crores and proposed
employment of 21337764 persons. Further, the quantd investment intentions has
increased over the years from around 10 perce@RP in 1992-93 to around 34 percent
GDP in 2008-09 and the increase has been quite sliaing the last decade as compared to
that in the 1990s (Table 2). Nevertheless, a lpaygon of the investment proposals (in terms
of both number and proposed amount of investmeatfancentrated in a few industries like
metallurgy, chemicals (excluding fertilizers), atektiles. The sectors like fuels, prime
movers, and cement and gypsum also have considesable in proposed investment, but
the number of proposals is relatively less. On dtiiger hand, the industries like food
processing and fermentation have considerable shatee number of proposals, but the

share of these industries in proposed investmentishat high®.

Table 2 Trends in Industrial Investment Intensidrg92-2009
Year IEM LOI/DIL Total

Amount Share in | Amount Share in | Amount Share in

(Rs. Crore) | GDP (%) | (Rs. Crore) | GDP (%) | (Rs. Crore) | GDP (%)
1992-93 96225 8.31 14917 1.29 111142 9.60
1993-94 66479 5.43 13735 1.12 80214 6.55
1994-95 101853 7.82 20492 1.57 122345 9.40
1995-96 11642% 8.33 12556 0.90 128981 9.23
1996-97 62951 4.17 26789 1.78 89740 5.95
1997-98 54823 3.48 8448 0.54 63271 4.02
1998-99 78318 4.67 2327 0.14 80645 4.80
1999-00 116478 6.52 807 0.05 117285 6.56
2000-01 93957 5.04 1081 0.06 95038 5.10
2001-02 71017 3.60 1361 0.07 72378 3.67
2002-03 80847 3.95 334 0.02 81181 3.96
2003-04 154931 6.97 3454 0.16 158385 7.13
2004-05 289782 12.13 4312 0.18 294094 12.31
2005-06 382743 14.63 3638 0.14 386381 14.77
2006-07 692643 24.12 4002 0.14 696645 24.26
2007-08 1225761 39.17 6696 0.21 1232457 39.38
2008-09 1147600 34.37 420 0.01 1148020 34.38

Sourcewww.dipp.nic.in

16 See SIA Statistics (Department of Industrial Bobmd Promotion, Government of India), August, 26drl
the details in this regard.
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W.P. No. 2012-02-02 Page No. 13



IIMA e INDIA . .
._ Research and Publications

It is important to note that while the policy refts aims at encouraging private investment, low
rate of implementation of investment proposals iema matter of serious concern during the
post-reform period. As the January 2012 issue AfShtistics (published by the Department
of Industrial Policy and Promotion, Ministry of Comerce and Industry, Government of
India) reports as many as 88,102 Industrial En&regurs memorandum (IEMs) have been
filed with a proposed investment of Rs. 90,24,77ére and projected employment for
2,06,30,891 persons during the post liberalisapienod. Compared to this, a total of 9578
IEMs with an investment of Rs. 3,29,250 crore ampleyment for 17,05,993 persons only
have reported implementation. This accounts foy anbund 11 percent of proposed projects,

3.6 percent of proposed investment and 8.3 perdgimbposed employment.
Foreign Investment

The liberal policy measures introduced since JI®81 have resulted in a significant increase
in foreign direct investment (FDI) inflows in thegi-reform era (Rao et al., 1997; Kumar,
1998; Nagraj, 2003a; Rao and Murthy, 2006; Rozak\adlamannati, 2008} Inflows of
both FDI and foreign portfolio investment (FPI) laincreased over the years (Table 3)
making India’'s growth strategy increasingly deperden foreign capital. The country
ranked eighth in global FDI inflows in 2089 The cumulative amount of FDI equity inflows
from April 2000 to August 2010 amounts to US$ 1488,0nillion. However, the inflows of
FPI fluctuated more as compared to that of FDI. éonportantly, FPI inflows declined
sharply and became negative following the globawdown in 2008-09, whereas FDI

inflows continued to increase.

However, though increased considerably over thersyemflows of FDI or FPI have

fluctuated over the years and are not so high wdwmrsidered as a proportion of gross
domestic product (GDP). As Table 3 shows, FDI aRdiRflows were only 3.20 percent and
2.54 percent of GDP respectively in 2007-08. Furtlas regards the actual FDI inflows,
India is far behind not only of China but also @Er some smaller economies in Asia like
Hong Kong and Singapore. In other words, the imaest potential of India is not fully

realized, especially in comparison with the peewugr and there is a gap between the

' In addition to policy reforms in the form of gramg automatic approval for equity investment antkiign
technology agreements in identified high-prioritgiistries, several incentives like, tax holidays, bave also
encouraged FDI inflows particularly in manufactgrisector considerably.

18 See World Investment Report, 2011, UNCTAD.
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potential to attract foreign investment and ackl inflows due to incorrect perception of
foreign investors on potential of Indian marketyastic policies and regulations, time lags
in processes and procedures, quality of infragtrectobstacles at the centre and state level
(Rozas and Vadlamannati, 2009).

Table 3 Trends in Foreign Investment Inflows, 12809
Year FDI FPI Total Share of FRI
Amount Share in | Amount Share in | Amount Share in | in Foreign
(Rs. Crore) | GDP (%) | (Rs. Crore) | GDP (%) | (Rs. Crore) | GDP (%) | Investment

199192 316 0.05 10 Neg. 326 0.05 3.07
199293 965 0.14 748 0.11 1713 0.25 43.67
199394 1838 0.23 11188 1.41 13026 1.64 85.89
199495 4126 0.45 12007 1.30 16133 1.74 74.43
199596 7172 0.66 9192 0.85 16364 1.51 56.17
199697 10015 0.79 11758 0.93 21773 1.73 54.00
199798 13220 0.94 6794 0.48 20014 1.43 33.95
199899 10358 0.64 -257 -0.02 10101 0.63 -2.54
199900 9338 0.52 13112 0.73 22450 1.26 58.41
200001 18406 0.96 12609 0.66 31015 1.61 40.65
200102 29235 1.39 9639 0.46 38874 1.85 24.80
200203 24367 1.08 4738 0.21 29105 1.29 16.28
200304 19860 0.78 52279 2.06 72139 2.84 72.47
200405 27188 0.94 41854 1.45 69042 2.40 60.62
200506 39674 1.21 55307 1.68 94981 2.89 58.23
2006907 103367 2.74 31713 0.84 135080 3.57 23.48
200708 138276 3.20 109741 2.54 248017 5.74 44,25
200809 161481 3.27 -63618 -1.29 97863 1.98 -65.01

Note: Neg. — negligible (<0.005)
Sourcewww.rbi.org.in

Given that policy reforms have created scope forQvjrticipation in Indian corporate sector,

we use the ratio of spending of foreign exchangeéiadend to various measures of profit as a
proxy to examine the extent of such participatibms assumed that higher the ratio, greater is
the extent of MNC participation. It is observedtthi@ere was increasing participation of the
MNCs in the 1990s, but the extent has shown dediténdency subsequently though with
fluctuations (Table 4). Spending of foreign excleag dividend standardized with profit before
tax as well profit after tax show negative ratgafwth during the post-reform period indicating

declining participation of MNCs in Indian corporasector. However, the extent of MNC

participation as well as its trends and variatidiffer when considered across major industries
(Table 5). The industries like food and beveragbgmicals, petroleum products, paper and

paper products, and leather products show incrig&$hC participation over the years.
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However, the there are two important concernsirgjdabd FDI inflows in the post-reform era.
First, M&As have a become predominant channel ofigm investment inflows. Nearly 39
per cent of FDI inflows into India during 1997-19B88d taken the form of M&As, whereas
in the pre-reform era FDI entry was invariably imetnature of Greenfield investments
(Kumar, 2000). Using data on 2,748 large FDI prgieRao and Dhar (2011) find that the
share of acquisitions in total FDI inflows in maaciuring and services were 23.85 percent
and 19.32 percent respectively during Septembes 80@ecember 2009, and it was as high
as 45.83 percent in IT and ITES. Such a significdratre of M&As in FDI have important
implications on the developmental front as FDIhe form of M&As have limited potential
to add to the stock of productive capital, geneirfaiourable knowledge spillover and

competitive effects as compared to Greenfield efigmar, 2000).

Table 4 Trends in MNC Participation in Indian Caigte Sector, 1993-2011
Year FOREX Spending FOREX Spending FOREX Spending| Share of MNCs/in
as Dividend/PBIT| as Dividend /PBT| as Dividend /PAT | Total Dividends®

1993-94 0.86 1.86 2.37 23.2
1994-95 0.94 1.66 1.97 22.9
1995-96 1.08 1.99 2.43 25.5
1996-97 1.60 3.74 5.13 42.6
1997-98 1.97 5.77 8.57 51.2
1998-99 2.15 9.03 22.18 49.6
1999-00 2.24 8.57 17.41 49.0
2000-01 2.5 8.88 18.40 59.1
2001-02 2.98 9.47 25.76 56.6
2002-03 2.36 4.67 8.35 51.2
2003-04 2.60 3.90 5.63 50.0
2004-05 2.11 2.90 3.95 49.3
2005-06 2.45 3.31 4.37 50.7
2006-07 2.24 2.94 3.73 51.2
2007-08 1.84 2.46 3.10 46.2
2008-09 2.55 3.84 4.93 46.0
2009-10 1.76 2.39 3.12 47.5
2010-11 2.05 2.69 3.45 51.5
AV 2.0 4.4 8.0 45.7
CV 0.3 0.6 0.9 0.2
GR 3.0 -1.8 -3.1 2.6

Note: AV — Average; CV — Coefficient of variationlSR — Growth rate.

¥ Here, share of the MNCs in total dividend is defiras the ratio of FOREX spending as dividend ¢ostim

of FOREX spending as dividend and dividends paidh® domestic firms. The explanatory notes in the
PROWESS database do not clearly define dividendkipgoreign exchange and, therefore, the intagiien

of these estimates can only be tentative.
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Source: Prowess (CMIE)

Second, the distribution of FDI inflows in the postorm era, particularly during the last
decade has been highly skewed towards a few se€mrexample, the service sector (both
financial and non-financial services) has aloneoanted for 23 percent of total FDI equity
inflows during April 2000 to August 2011. The othmajor sectors accounting for reasonably
high share include telecommunications (8%), comphgedware and software (7%), housing
and real estate (7%), and construction activit@%)( The sector like power, automobiles,
metallurgical, and drugs and pharmaceuticals a#breasonable share in total FDI equity
inflows during this period. Such a skewed distribution of FDI inflows maydsised by a
set of industry specific factors along with polgief the government. But, it has important
implications, as the spillovers from foreign teclugy and skills to the local industry are not
an automatic consequence of foreign investmentniBtorm and Kokko, 2003), rather

depend largely on industry specific characterigticskko, 1994).

Table 5: MNC Participation by Major Industries, 392011

Industry FOREX Spending FOREX Spending as | FOREX Spending as | Share of MNCs/in
as Dividend/PBIT | Dividend /PBT Dividend /PAT Total Dividends
AV |CV |GR | AV Ccv GR AV Ccv GR AV CV | GR
Food & Beverage 3.7 04 5J6 6.3 Q.3 29 0.9 0.4 2.54.4| 0.2/ 1.6
Textiles 1.1/ 06 0.8 0.7 58 40|5 -0.1 -86.0 -269.528.7| 0.6/ 3.9
Chemicals 40 04 45 6.5 0i5 1.7 9.2 D.6 1.3 50.0.2| 1.6
Plastic products 1.2 O0Jf 57 2.2 2.5 10.0 0.2 §2.1205.7 305 04 0.7
Petroleum products 11 0/4 .9 1.4 D.4 0.8 1.8 04 13 38.2| 0.6 -1.6
Rubber products 10 0p 35 20 3.1 -6.0 0.4 -16.8-46.0
Non-metallic 08| 0.6| 9.7 4.0 1.8 4.4 -044 -157 -82.3 33.9 0.B5
minerals
Metals & metal 08| 0.7 -0.3 1.5 3.1 9.5 -19/4  -46 -17.7 2r.8 0.4.4
products
Machinery 23] 05 35 9.v 11 -112 13.9 26 -2.6 .848 0.3| 5.1
Transport 29| 04| 3.7 6.5 1.4 -1.8 52 19 g8 452 p.2 |20
equipment

Paper, newsprints | 0.3| 1.1| 0.3 0.2 14.8 591 0j1 38.1 32.3 22.3 (095 |8.
& paper products

Leather products 43 14 5|3 2.7 2.2 3.8 8.0 22 51(1.49.0f 0.7 2.3
Miscellaneous 04| 10| -04 -5.5 5.0 -229 02 307 -67.0 3p.381|0-14
manufacturing

Diversified 24| 09 -24 -0.9 -32.4 -24{3 45 -70 -4.0| 424 03 3.6
Manufacturing 20| 03| 3.0 4.4 0.6 -1.8 8.0 019 -3.1 457 D2 |26

Note: AV — Average; CV — Coefficient of variatiorSR — Growth rate.
Source: Prowess (CMIE)

see FDI Statistics, Department of Industrial Potiogl Promotion, Government of India for the details
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Y Economic Reformsand Cor porate Strategies
Mergers and Acquisitions

Initiation of economic reforms has forced Indianm& to build new competencies and
capabilities to become competitive and grow prbfitaMany of the domestic firms have
taken the route of M&A to restructure their buss@sd grow (Basant, 2000). As a result,
there has been a significant increase in the numbE&As in Indian corporate sector in the
post-liberalization era (Table 8) especially after the mid-1990s. This increasejuste
substantial, particularly when compared with thenbar of deals during entire period of
1975-90, though the pace slackened during 2005-20@9estingly, share of mergers in total
deals has declined in the post-reform era and e¢cbng has been considerably sharp after the
mid-1990s. This means that unlike what was obsedwgthg the initial years of economic
reforms mergers no longer necessarily follow adtjoiss. It is possible that, during the
initial years, firms used mergers primarily to colidate their business, and subsequent
increase in efficiency and competitiveness seenigmt@ motivated them to use the route of

acquisitions to strengthen their position in thekatiand grow.

Table 6 Trends in M&As in the Indian Corporate $ec1975-2009
Year Mergers Acquisitions Total Deals
Number | Share (%) | Number | Share (%) | Number | Share (%)
1975-90 425 78.4 117 21.6 542 100.0
1990-00 661 61.9 407 38.1 1068 100.0
1990-95 236 72.2 91 27.8 327 100.0
1995-00 425 57.4 316 42.6 741 100.0
2000-05 993 29.9 2332 70.1 3325 100.0
2005-09 774 26.0 2199 74.0 2973 100.0

Note: *share in total deals.
Source: Beena (2008) and Business-Beacon (CMIE)

Table 7 shows some interesting trends of the nurabéeals announced and value of the
deals of acquisitions during 1999-2011. It is oledrthat the number of deals for mergers
have fluctuated, whereas that of acquisitions hbxee distinct phases, a declining phase till
2004-05, followed by an increasing tendency umitd global economic slowdown started,
and again a declining phase during the recessionomlingly, share of acquisitions in total

deals also declines initially, followed by an ineseng trend reaching its peak in 2007-08, and

2L A number of studies support this significant ire in number of M&As in Indian corporate sectdiofging
economic reforms (Venkiteswaran, 1997; Chandrasek#99; Roy, 1999; Basant, 2000; Beena, 2000, 2004
and 2008, Kumar, 2000; Agarwal, 2002; Dasgupta,420dishra, 2005; Agarwal and Bhattacharya, 2006;
Mantravadi and Reddy, 2008).
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declining thereafter. Contrary to this, the averagi@e of acquisition had an increasing trend
with a sharp dip in 2007-08 possibly due to ecomosiowdown, and again an increasing
tendency thereafter. Such diverse trends of mengera-vis acquisitions possibly suggest
that a merger does not necessarily follow acquoisitior synergy, a tendency generally
observed in the 1990s. Does this mean that thesfarma using M&A not only to consolidate

operations but also to raise control in the market?

Table 7 Trends in M&As Announced 1999-2000 to 2Q10-
Year Mergers Acquisitions

Number of | Number of | Value Share in total | Average Value

Deals Deals (Rs. Crore) | Deals (%) (Rs. Crore)
1999-2000, 199 870 32012.6 81.4 36.8
2000-01 350 865 29218.3 71.2 33.8
2001-02 330 825 26218.1 71.4 31.8
2002-03 384 690 20950.8 64.2 30.4
2003-04 31§ 660 31127.8 67.6 47.2
2004-05 267 665 54883.3 71.4 82.5
2005-06 415 812 87644.9 66.2 107.9
2006-07 401 1081 238238.5 72.9 220.4
2007-08 279 1100 93956.4 79.8 85.4
2008-09 188 680 71627.1 78.3 105.3
2009-10 240 599 140281.5 71.4 234.2
2010-11 249 645 154786.2 72.1 240.0

Source: Business-Beacon, CMIE

The wave of mergers has been largely dominatethdypiivate domestic firms (Table 8). The
private foreign firms have not consolidated theiian operations through mergers, instead,
they have used the route of acquisition to enter ithe Indian market and strengthen their
presence therein. Interestingly, quite a large remdf private foreign firms have been
acquired by the private domestic firms. Whethehsacquisitions are due to improvement in
market position of the private domestic firms oeda failure of the foreign private firms in
their Indian operations need further scrutiny. Hogre the state-owned enterprises have not
restructured their business/organization throughAd&ossibly due to lack of necessary
flexibility in this regard. This may change in thears to come as the privatization initiatives

take concrete shape and the enterprises are giwenaatonomy.

W.P. No. 2012-02-02 Page No. 19



IIMA e INDIA

Research and Publications

Table 8 Distribution of Mergers and AcquisitionsMgture of Ownership, 1992-2004

Nature of Merging | Merged | Acquiring Acquired| Merging & | Merged &
Ownership Acquiring | Acquired

Private Indian 87.0 88.0 54.4 75.4 65.9 79.8
Private Foreign 10.0 9.0 41.3 19.6 30.3 15.9
State-Owned 2.5 2.2 3.9 3.7 3.4 3.2
Others 0.5 0.7 0.4 1.3 0.4 1.1
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: Prowess (CMIE)

Many of the country’s leading business groups veatésely involved in M&As particularly

in the 1990s and majority of these business houses preferreddtte gf mergers among the
group companies to restructure their businessesotrect inefficiencies caused by over-
diversification during the regime of regulation andntrol (Basant, 2000). Such efforts
towards business consolidation were also motivaiedhe need for increasing controlling
block to guard against a takeover or a dilutiorcanfitrol (Beena, 20005omeof themalso
acquired firms from outside the group, either tteemto a new product/market segment, or
to strengthen their presence in the existing mavket resultwhile around71 per cent of
mergers were among the companies of the same agjneup, in arouné8 per cent of the

acquisitions, the firms involved were from diffetgmoups(Table 95>

Table 9 Distribution of Mergers and AcquisitionsMgture of Integration, 1992-2004
Type of Deal Nature of Integration Total
Among Group Companies Outside Group Companies
Mergers 71.4 28.6 100.0
Acquisitions 31.7 68.3 100.0
Total 45.6 54.4 100.0

Source: PROWESS (CMIE)

The efforts by the domestic firms towards businesssolidation are also reflected in

increasing share of the group companies in equdldihg (Table 10). However, the

experience is mixed when considered across majlusinies (Table 11). The industries that
have experienced significant increase in equitydingl by the group companies include
chemicals, plastics products, non-metallic mineratetal and metal products, transport
equipment, pper, newsprints, etc. However, equity holdinghef group companies declined
in some of the industries like petroleum produnibber products, and leather products. It is

difficult to ascertain reasons for these sectomtgons. However, since in many of these

2 1t is also possible that in terms of tax laws, liempentation issues or administrative needs, mengerse
more sense as compared to acquisitions, if theyoadbe undertaken within the business group. Téexs to be
explored further.
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industries like chemicalspnon-metallic minerals, metal and metal productgngport
equipment have also recorded considerable shaheiwave of M&A, it is possible that the

firms in these industries have used the route ofAV& consolidate their business.

Although a large part of the deals were concemtratenanufacturing sectdr the number of
M&A varied significantly across different industgroups depending on the nature and scope
for M&A therein and the distribution is highly sked towards a few industry groups (Basant,
2000; Das, 2000; Agarwal, 2002; Dasgupta, 2004hkis2005). As it is shown in Table 11,
majority of deals were concentrated in the indesttike food products, textiles, chemicals
(especially, in drugs and pharmaceuticals), megadd, machinery. In addition, non-metallic
minerals and electronics also had a reasonable gh#éne M&A activity. On the other hand,
the industries like beverages and tobacco, autdemlpetroleum and rubber had negligible

share in the total number of deals of M&AS.

Table 10 Trends in Business Consolidation in Ind@iamnporate Sector, 1993-2011
Year Equity of Group | Equity of Group Companies/| Equity of Group
Companies/ AssetsCapital Employed Companies/Total Equity
1993-94 6.22 2.94 0.84
1994-95 7.44 3.45 0.80
1995-96 8.82 4.13 0.84
1996-97 8.46 4.05 0.84
1997-98 7.88 3.90 0.84
1998-99 7.96 4.15 0.80
1999-00 7.41 4.02 0.70
2000-01 9.21 5.12 0.80
2001-02 8.54 5.16 0.79
2002-03 10.06 6.01 0.82
2003-04 11.03 6.41 0.85
2004-05 11.08 5.96 0.85
2005-06 10.64 5.54 0.86
2006-07 13.23 6.32 0.88
2007-08 16.44 6.92 0.87
2008-09 21.73 9.19 0.92
2009-10 22.73 10.14 0.92
2010-11 25.24 10.84 0.92
AV 11.9 5.8 0.8
CV 0.5 0.4 0.1
GR 7.8 6.7 0.8

Note: AV — Average; CV — Coefficient of variationlSR — Growth rate.
Source: Prowess (CMIE)

% While three-fourth of the deals were concentratetthe manufacturing sector, the remaining onetfourere
in services and other related areas (Basant, 208€); 2000).
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In the service sector also the distribution of M&# skewed towards a few areas like
financial services, wholesale and retail tradingfprimation technology, and construction
(Table 12a). These four services together haveusted for more than 70 percent of M&As
during the post reform period. Besides in majoatythe services, acquisitions related deals
have dominated. However, change in share of adguisn total deals is mixed across the
services. While the inter-industry variations in M&n the 1990s were caused by size of the
market, growth of sales, existence of non-price metition as reflected in selling and
technology efforts by the firms, exports intensignd the minimum efficient scale of
operation (Mishra, 20113, factors affecting variations in the number oflde&ross services

remains largely unexplored

Table 11 Business Consolidation by Major Industries
Industry Equity of Group | Equity of Group Equity of Group
Companies/ Companies/ Capital Companies/Total
Assets Employed Equity
AV |CV |[GR | AV |CV GR AV Ccv GR
Food & Beverage 136 0.2 25 7.0 0.1 1.4 0.8 0.1 -0.3
Textiles 9.8 0.2, 14 5.0 0.1 14 0.8 0.1 0.4
Chemicals 13.9 0.8| 12.7| 6.3 0.6| 10.8 0.8 0.1 15
Plastic products 154 0.7| 12.1 8.0 06| 104 0.9 0.1 1.5
Petroleum products 9302 04 4.5 0.3 2.2 0.8 0.1 -0.7
Rubber products 13.906|-101| 7.9 05| -75 0.9 0.1 -0.6
Non-metallic mineral 74| 02| 3.3 4.2 0.3 2.8 0.8 0.1 1.2
products
Metals & metal products 1231.2| 16.0 5.4 09| 122 0.9 0.1 15
Machinery 18.2 0.6| 8.8 6.6 0.4 6.7 0.9 0.1 1.0
Transport equipment 14)50.6| 8.9 7.2 0.6 8.9 0.8 0.2 1.6
Paper, newsprints, etc 6,70.5| -2.3 4.2 04| -0.6 0.8 0.1 1.8
Leather products 170 04| -0.7 7.8 04| -0.1 0.9 0.1 -0.9
Miscellaneous 139| 0.6| 8.7 55 0.3 3.9 0.6 02| -1.7
manufacturing
Diversified 28.1 0.6| 10.4| 12.9| 0.5 9.1 0.9 0.1 0.7
Manufacturing 11.9| 05| 7.8 5.8 0.4 6.7 0.8 0.1 0.8

Note: AV — Average; CV — Coefficient of variationrSR — Growth rate.
Source: Prowess (CMIE)

#The extent of M&A was more in industries with largearket, higher rate of growth of sales, greatéinge
and technology efforts of the firms, and higheratpintensity. On the other hand, it was low ia thdustries
with higher minimum efficient scale of operationigtira, 2011).
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As mentioned earlier, a large number of MNCs haseduthe route of M&As to enter into
Indian market and strengthen their presence theaeith as a result, around 40 percent of the
FDI during the early phase of economic reforms camthe country through cross-border
M&As (Kumar, 2000; Saha, 2001pominance of M&As in FDI inflows continued in the
recent past also with a significant portion of kdE®I equity inflows taking the route of
M&As. However, the MNC related deals were concdattamainly in consumer goods
industries such as foods, beverages, householdaapes, pharmaceuticals, personal care
products, automobiles, etc. primarily to exploreurtoywide established marketing,

distribution and service network of these indust({iBeena, 2008).

Table 12 Distribution of Mergers and AcquisitionsMajor Industries, 1992-2009
Industry Distribution of Deals (%) Share of Acqtins in
Total Deals
Mergers| Acquisitions| Total | 1992- | 2000- | 1992-
2000 2009 2009

Food Products 11.8 8.7 9.6 53.3 65.4 63.6
Beverages & tobacco 4.7 2.4 3.1 36.4 59.7 55.2
Textiles 10.6 8.8 9.4 53.3 68.0 66.4
Drugs & pharmaceuticals 8.5 9.1 8.9 61.2 73.4 71.8
Chemicals 21.4 18.8| 19.6 58.0 69.3 67.8
Plastic products 3.2 3.8 3.6 58.1 75.9 73.9
Petroleum and Poly 2.9 3.2 3.1 70.3 72.6 72.2
Rubber & Tyre 1.2 1.7 1.5 75.0 76.6 76.3
Non-metallic mineral products 4.7 6.9 6.2 79.2 77.4 77.7
Metals 10.1 9.1 9.4 50.6 70.6 68.3
Machinery 115 12.0| 11.8 60.5 73.4 71.3
Electronics 5.3 6.5 6.1 75.5 73.9 74.3
Automobile 0.9 2.7 2.2 90.5 87.7 88.1
Automobile ancillaries 3.6 5.3 4.8 62.5 79.5 77.6
Miscellaneous manufacturing 4.8 7.4 6.7 73.5 79.0 78.6
Diversified 3.1 2.7 2.8 63.0 69.3 67.9
Total 100.0 100.0| 100.0 61.6 71.9 70.5

Source: PROWESS (CMIE)
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Table 12aDistribution of Mergers and Acquisitions by Mafervices, 1992-2009
Service Distribution of Deals (%) Share of Acqudsit
in Total Deals
Mergers | Acquisitions Total 1992-| 2000- | 1992-
2000 | 2009 | 2009
Financial services 28.5 20.0 22.7| 57.0| 60.7| 60.3
Hotels and tourism 3.4 3.6 35| 655 69.8| 69.2
Recreational services 3.7 6.9 5.9/ 88.0| 79.6| 80.2
Health services 0.9 1.2 1.1 57.1| 77.8| 75.7
Wholesale and retail trading 20.0 11.3 14.1| 61.0f 54.1| 55.1
Transport services 3.0 3.8 3.5| 80.0f 72.8| 734
Communication services 4.4 6.0 5.5| 100.0| 72.0| 74.7
Information technology 14.6 25.6 22.1| 88.8| 78.0| 79.2
Misc. services 8.8 10.7 10.1| 88.0f 71.2| 725
Construction 12.8 10.9 11.5| 55.6| 65.2| 65.0

Source: PROWESS (CMIE)

Outward Foreign Direct Investment

An interesting dimension of the corporate respottsesconomic reforms is increasing
investment by Indian corporations abroad througheeicross-border M&A or Greenfield
FDI projects. Rapid economic growth in the homentoy abundant financial resources and
strong motivations to acquire resources and stat@gsets abroad have made the TNCs,
especially the Indian large state-owned enterpiasesof other BRIC countries as important
investors in recent years (UNCTAD, 201BJthough India’s share in FDI outflows from
developing economies was the lowest as comparddet@merging economies like Brazil,
People’s Republic of China, Mexico, and South Adrin the early 1990s, it has grown over
the years and has subsequently surpassed thatubh @drica and Mexico (Athukorala,
2009). The share of FDI outflows in gross domesdigital formation has also increased over
the years. The number of projects approved hagased from 220 in 1990-1991 to 395 in
1999-2000 and to 1,595 in 2007-2008 (Kumar 2008)allFDI outflow from India increased
from about $25 million in the early 1990s to neal4 billion in 2007 (Athukorala, 2009).
Such increasing internationalization of Indian frmmay largely be due to liberalization of
restrictions on foreign exchange on capital traissfer overseas acquisitions in (Nagaraj
2006). Introduction of iberal policy measures in the form of allowing date firms to
invest in wholly own subsidiaries or joint ventu@@soad seems to have helped Indian firms
to strengthen their presence in the internatioraket. As a result, many of the Indian firms

have taken the route of acquisition to invest inoadd. The country ranks 21 in global FDI
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outflows in 2009. It is important to ascertain thent to which these outward capital flows

are a result of inflexibilities and constraintsdddy firms in the domestic market.

The number of foreign acquisition by Indian firmavk increased significantly in recent
years, particularly in the sectors like pharmaaals, information technology and
telecommunications (Mishra, 2005 Gopinath, 2007 yyda 2007) indicating enhanced
competitive strength of the domestic firms in thebgl market. However, the distribution of
the investments is largely skewed towards inforamatechnology, and pharmaceuticals and
healthcare (FICCI, 2006). Using a sample of 17&itpr acquisition deals announced during
January 2001 to August 2004, Mishra (2005) findg th around 59 per cent cases the target
firms were from either USA or UK. This means thegjaisition of firms from the developed
countries is no longer a difficult proposition fitve Indian companies. However, majority of
the participating firms belonged to computer sofevand IT services followed by drugs and
pharmaceuticals, and telecommunications. In additeome of the fuel companies also
aimed at acquiring their counterparts in the irddonal market. Besides, a large number of
these acquisitions were horizontal in nature imgythat the Indian companies are using the
route of foreign acquisitions to enter into theemfational market and/or to strengthen

presence therein

Technology Strategies

Innovation is considered as one of the most swanti drivers of market competition in the
context of rapid changes in the pattern of productand nature and extent of competition.
With production becoming more and more knowledgerted across a wide range of
industries and the process of liberalization amubalization leading to increase in market
competition, emergence of innovation-based compatis imperative. While the developed
country firms make significant in-house R&D effortschnological progress in the developing
countries takes place mainly through spilloversifteade, foreign direct investment, technology

licensing, joint ventures, mergers, acquisitiond eerious other alliances.

Policy induced entry barriers reduced competitivespures in India and retarded innovative
efforts of the firms in the pre-liberalization gkumar, 1987). Further, during the pre-reform

period licensing or purchase of technology fronefgn firms was difficult, and there were

L —
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several restrictions on the royalty rates to begdd, period of the contract, etc. that raised
the ‘price’ of acquiring technology (including tisaction costs). With the process of
economic reforms exposing the firms to greater etadompetition, both domestically as

well as internationally, it is expected that in@ieg competitive pressure will force the firms
to become more innovative. In addition, the amendm& the Indian Patent Act since the
late 1990s have made a marked shift from the psopasent regime towards an era of
product patent. It is expected that changes inptitent laws would provide greater market
power for innovative firms enhancing incentives fionovation. Besides, reduction in

‘relative price’ of foreign technology purchase-gisvis making one’s own technology have
made more options available to the firms in the eflaky decisions on technology. The new
policy regime also aims at removing unnecessaryegouental interference that leads to
endemic delays and uncertainty, provides autonadroval to technology agreements in
high priority industries within specified parameterand allows the domestic firms to

negotiate with their foreign counterparts accordmgheir own commercial judgements.

The policy initiatives seem to have made firmsndi& invest more in R&D; the in-house
R&D intensity shows an increasing trend in the gefdrm era and has increased from less
than 1 per cent in 1993-94 to about 4 per centlessin 2010-11.(Table 12). Although the
Indian firms still rely largely on foreign techngjp, more specifically on imports of capital
goods, increase in R&D expenditure at an averamgeaf4 percent per annum seems to be
encouraging for a developing country like India.wéwer, the foreign technology purchase
intensity has fluctuated during the pos-reform getriit had an increasing trend in the initial
years of reforms followed by a declining trend attee mid-1990s. The reliance on foreign
technology again increased during the phase of aagymomic growth till the beginning of
the slowdown phase. Overall, disembodied technomgghase (royalty, technical fees etc.)

has declined and in-house R&D has shown an incrgasend.
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Table 12 Trends of Technological strategies indndCorporate Sector, 1993-94 to 2010-11

Year In-house R& | Domestic Foreign Technology Purchase Intensity
D Intensity Technology Purchase(FTP/Sales)
(R&D/Sales) | Intensity (DTP/Sales) Royalty Capital Total
Imports

1993-94 0.05 0.02 0.30 1.46 1.76
1994-95 0.03 0.02 0.40 2.21 2.61
1995-96 0.03 0.04 0.53 3.00 3.53
1996-97 0.03 0.04 0.42 2.59 3.02
1997-98 0.06 0.06 0.27 2.45 2.71
1998-99 0.06 0.08 0.32 2.35 2.67
1999-00 0.08 0.22 0.32 1.12 1.44
2000-01 0.08 0.23 0.20 0.75 0.95
2001-02 0.06 0.24 0.19 0.68 0.88
2002-03 0.12 0.30 0.17 0.94 1.11
2003-04 0.14 0.30 0.18 0.97 1.15
2004-05 0.19 0.29 0.20 1.11 1.31
2005-06 0.20 0.28 0.21 1.44 1.65
2006-07 0.21 0.30 0.31 1.53 1.85
2007-08 0.31 0.28 0.26 2.08 2.34
2008-09 0.32 0.27 0.29 2.33 2.62
2009-10 0.35 0.32 0.24 1.73 1.97
2010-11 0.37 0.34 0.20 1.56 1.76
AV 0.1 0.2 0.3 1.7 2.0
CcVv 0.8 0.6 0.3 0.4 0.4
GR 13.8 0.6 -3.7 -2.1 -2.3

Note: AV — Average; CV — Coefficient of variationSR — Growth rate.
Source: Prowess (CMIE)

All the major industries show an increasing trendn-house R&D intensity and the rate of

growth has been quite sharp in most of the indestbarring a few like non-metallic

minerals, and paper and paper products (TableV¥Bjle the in-house R&D intensity varies

across industries, most of the industries haveaedidheir reliance on foreign technology.

However, as it is observed at the aggregate leskhnce on foreign technology, particularly

on capital imports is still high.
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Table 13 Some Aspects of Technology Strategies apMndustries, 1993-94 to 2010-11

In-House R&D Domestic Tech. Foreign Technology Purchase Intensity

Intensity Purchase Intensity | Royalty Capital Imports Total
Industries AV CV| GR| AV | CV| GR AV| CV| GR AV| CV| GR AV| CV| GR
Food &
Beverage 0.1 0.8 113 0|3 05 55 0.1 p8 -13.3 |064 -0.8)] 0.6/ 04 -21
Textiles Neg., 0.8 9.9 Neg. 07 93 Q1 0.7 -1p.3 |3.05 -1.7] 32 05 -19
Chemicals 074 1.0 178 0j1 09 1853 0.3 p.6 16.92 |1.0.5 41 15 05 -4Y
Plastic products 0.1 O 10{7 01 10 164 0.1 |0.6-89| 3.7] 0.7 -4.9 3.8 0.y -5
Petroleum
products Neg| 1.3 188 Neg. 09 94 03 g1 -105 [189 49| 16/ 08 -6.1
Rubber
products 0.1] 0.8 128 01 0i8 78 0.1 04 5.2 [1.0.5 75| 13 04 6.2
Non-metallic Neg.
minerals 08| 3.3 0.5 0.6 8.4 0L 083 317 16 05 -2.7 [1.8.5|0-2.8
Metals & metal | Neg.
products 0.8] 12.0 0.3 0.8 70 0B O0jr -117 24 0.6 4.0 |26.6]| 25
Machinery 03] 1.0 15, 0B 07 103 03 01 0.7 |1.8.2 -1.0) 18 02 -0.7
Transport
equipment 0.3 0.7 108 06 08 125 0.7 p4 6.7 |26.6 -3.00 32 04 -0.8
Paper,
newsprints, etc. 0.1 0.b 1[4 Neg. 1.3 P9 0.0 |1.7 .8172.4| 0.6 2.6 2.1 0.6 28
Leather
products 0.1 11 116 o4 10 148 0.2 1.0 72 |231| -10.8)] 24 109 -9.4
Misc.
Manufacturing 0.1 0.7 7.8 op 08 115 0.1 05 B8.8.3| 05 -1.1] 34 05 -1.p
Diversified 0.1] 0.7 8.2 0.2 0P 135 02 05 3.4 [1.3.7 -04| 15 06 0.1
Manufacturing 0.1 0.8 138 02 0|6 g6 03 0.3 B.4.7| 04 21 20 04 -28

Note: Neg. — Negligible (<0.05); AV — Average; C\Geefficient of variations; GR —

Growth rate.

Source: Prowess (CMIE)

Overall, economic reform including the new patemgime seems to have had a positive
impact on in-house innovative efforts along with iagrease in purchase of technology
domestically. While the foreign technology purcleggensity as declined, the reliance on
foreign embodied technology remains high. It isgble that foreign technology flows are
linked with equity flows now as FDI policies havedn liberalized.

Non-Price Competition

Under imperfect competition, non-price competitategies like advertising play a significant

role in differentiating products/services from tials, and creating entry barriers. On the one
hand, advertising enhances image of the produntslss of the concerned firm in terms of both

quality and price and, thereby, pursuade the coasumo favour these products/services over
the alternatives. This makes demand for theserelffated brands less elastic that results in
increased control over price and hence highertptwlity. On the other hand, advertising also

creates barriers to entry to new firms as wellaaghe upward mobility of the less favoured

firms. While advertising by the entrants helps thienbecome recognized, intensive counter
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advertising by the incumbents drowns out entrantages and, thereby, lessens the volume of
sale they can capture. All these limit competitiothe market place. However, advertising can
also facilitate entry by helping the newcomers tkentheir product known quickly so that its
concentration- increasing effect can be dissipateglven reversed. In addition, investment on
building up marketing and distribution related céenpentary assets also helps a firm in two
ways. First, it raises competitiveness of the firimg developing strong marketing and
distribution network and, thereby, facilitating appriability and enhancing efficiency. This
results in greater market penetration by the fi8acondly, such assets increase bargaining
power of the firm in equity based foreign collatimmas as they help the firms to have greater

access to distribution channels which may be us$efihe MNCs.

Table 14 Trends in Non-Price Competition Strategidadian Manufacturing Sector
1993-94 to 2010-11
Year Advertising | Marketing Distribution Selling Intensity
Intensity Intensity Intensity
1993-94 0.60 4.58 2.84 8.02
1994-95 0.58 4.09 2.47 7.14
1995-96 0.62 3.33 2.50 6.45
1996-97 0.64 2.98 2.56 6.18
1997-98 0.78 1.47 2.67 4.91
1998-99 0.81 2.63 3.32 6.76
1999-00 0.78 1.59 2.99 5.36
2000-01 0.81 1.68 3.08 5.57
2001-02 0.78 1.78 3.05 5.61
2002-03 0.81 1.88 2.94 5.62
2003-04 0.76 1.77 2.68 5.21
2004-05 0.66 1.65 2.55 4.86
2005-06 0.65 1.57 2.57 4.78
2006-07 0.60 1.56 2.49 4.65
2007-08 0.61 1.54 2.43 4.58
2008-09 0.60 1.56 2.40 4.56
2009-10 0.69 1.56 2.44 4.69
2010-11 0.71 1.52 2.49 4,71
AV 0.7 2.2 2.7 5.5
CV 0.1 0.4 0.1 0.2
GR -0.1 -6.5 -0.7 -2.9

Note: AV — Average; CV — Coefficient of variationrSR — Growth rate.
Source: Prowess (CMIE)

The role of product differentiation as a strategpesi not appear to be prominent vis-a-vis

developing marketing and distribution related campintary assets in the post-reform era
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(Table 14). While during the initial years of rafs the firms relied largely on marketing, the
focus shifted towards creating distribution netvgoaliter the mid 1990s. Total selling expenses
as proportion of sales show a declining trend engbst-reform period and this declining trend
of selling intensity has been essentially due tdidieg importance of marketing. Marketing
intensity”> shows a sharp decline in the 1990s. On the othed, tboth advertising intensity
and distribution intensify show increasing tendency during the initial yeafseconomic

reforms but a declining trend thereatfter.

Table 15 Some Aspects of Non-Price Competition bjoMiadustries, 1993-94 to 2010-11

Industry Advertising Intensity Marketing Intensity dhiibution Intensity Selling Intensity

AV CcvVv GR AV CvVv GR AV Ccv GR AV CVv GR
Food & Beverage| 1.8 oL -13 17 Q.2 2.2 2.7 0.1 610 6.2 0.1] Neg
Textiles 0.5 0.2 2.8 1.9 0. -0{2 2.2 0.2 1.1 47 110 0.8
Chemicals 1.8 0.3 4.5 30 0j1 1.1 3.6 D.0 0.1 85.1/0 14
Plastic products 0.4 0.3 -59 1.6 Q.2 -1.7 2.2 0117 4.2 0.1 -0.3
Petroleum 0.1 04, -6.4 34 1.6 -21.83 24 0.3 -1.8 5.9 0.9 .21
products
Rubber products 1.0 op -1/4 2.9 0.1 -0.1 2.6 0.1 8|0 64 0.1 0.1
Non-metallic 0.7 0.2 3.7 1.9 0.1 0.0 81 oi1 4.7 10.7 D.1
minerals
Metals & metal 0.1 0.2 -1.2 0.8 0.1 -0.7 28 0i2 -3.2 3.7 D.2 2.
products
Machinery 0.9 0.2 -1.1 2.5 03 3|6 1.3 0.2 P.8 4.70.2 2.4
Transport 0.8 0.3 3.6 1.7 0.2 2.8 13 0{1 Q.7 3.7 D.2
equipment
Paper, 0.0 04| -3.8 29 0.2 -0.1 1.4 o1 -1.3 4.3 D.2 0.
newsprints, etc.
Leather products 1.4 0.p 2|2 2.3 0.4 5.8 3.3 01 8f1 7.0 0.1 1.9
Misc. 2.8 0.3 0.7 4.7 0.2 -0.4 34 0{3 -4.4 10.9 D.2
Manufacturing
Diversified 0.9 0.2] -0.2 2.5 0.p 29 318 Q.1 0.3 7.20.1 1.2
Manufacturing 0.7 0.1 -0.1 2.p 0/4 -6.5 2.7 .1 7-D. 55 0.2 -2.9

Note: Neg. — Negiligible (<0.05); AV — Average; G\MCoefficient of variations; GR —
Growth rate.
Source: Prowess (CMIE)

Table 15 shows the relative importance of advedisimarketing and distribution across
industries and their changes over the yearsolbserved that selling expenses as a proportion of
sales differ significantly across industries depemdon the requirements of advertising,

marketing and distribution. For example, adverjsseems to be an important strategy in

By marketing intensity we refer to percentage shafrenarketing related expenditure in total salesthaf
industry. Marketing expenses include commissioabates, discounts, sales promotional, expensesrect d
selling agents and entertainment expenses.

% Advertising intensity is defined as the percentafare of advertising expenditure in total salesthef
industry.

2"Here, we define distribution intensity as percgatahare of distribution related expenditure (egpenses for
delivering the products to the different agentslisfribution network along with outward freight) fotal sales
of the industry.

L T—
W.P. No. 2012-02-02 Page No. 30



IIMA e INDIA . .
._ Research and Publications

industries like food and beverages, and chemitedther products, etc. whereas importance of
marketing expenses is higher for chemicals, petnolgroducts, rubber products, paper,
newsprint, etc. Similarly, creating distributiontwerk appears to be a crucial strategy in
chemicals, non-metallic minerals, leather produetts,

The rates of growth of selling expenses by indugtoups show some interesting patterns. All
types of selling expenses have seen a positive tigraw chemicals, non-metallic mineral
products, and transport equipment, whereas ahahthave declined in petroleum products,
metal and metal products, and paper, newsprintAelgertising expenditures have increased in
chemicals, non-metallic mineral products, and artsequipment at a pace much faster than
the marketing and distribution related expenseslé/the sectors like chemicals and transport
equipment have seen significant multinational emtrthe post-reform era inducing the firms to
spend more on advertising for reaching the custemapid growth in advertising expenditures
in non-metallic mineral products signifies emergen€ product differentiation strategies in the
sector which was hitherto known for its homogengmosluct. However, decline in advertising
expenditures in food and beverages, and rubbeupt®ds surprising as competitive pressures
in these industries have also increased. Lowestments for marketing and distribution related
complementary assets in majority of the industcas result in two types of problems, viz.,
decline in relative competitiveness of Indian firrdee to inadequate appropriability and
efficiency, and their lesser bargaining power itufe equity based foreign collaborations.
Interestingly, the changes in selling expenses Bay@ficantly affected market concentration
and patterns of M&A activity across industries. Whhe industries with higher expenditure
towards advertising and distribution have expegdnacrease in market concentration, market
has become less concentrated in industries wherlectimey related expenditure has increased
(Mishra and Behera, 2007). Similarly, the industneth greater selling efforts by the firms
have recorded more number of M&A (Mishra, 2011).

Other Corporate Strategies

Competitive pressures unleashed by economic refoooesses seem to have resulted in an
increase in importance of business strategies dikisourcing manufacturing, establishing
goodwill?®, etc., though emphasis on these strategies Isvstiy low as compared to other

% As it is defined in the Prowess database of CMj@&dwill is an intangible asset that is created mwiiee
company pays a goodwill amount to a target entitypse assets are being taken over or amalgamatéteby
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business strategies of the firms (Table 16). Emtaiblg goodwill through takeover or
amalgamation is expected to help the firms in ogdup brand loyalty which often means
that the firm is able to sell products to consunmegardless of changes in price or alterations
in operations. Strong goodwill and hence estabfidirand royalty can also make it difficult
for a new firm to enter the market. On the otherchananufacturing outsourcing can allow
rationalization of production wherein the firms oaxploit economies of scale and scope in
specific segments while outsourcing activities wehtrey are not cost-competitive. In this
sense outsourcing is a very important strategie molsituations where the firms compete
with one another on production costs. There is adgml movement towards higher
outsourcing and lower vertical integration. The exgliture on building goodwill is also on

the rise while import intensity has fluctuated dgrthe post reform period.

Table 16 Trends in other Corporate Strategies, P98
Year Outsourced Manu.{ Expenditure for Imports Intensity | Vertical
Sales Goodwill/ Net Integration
fixed Assets

1997-98 0.28 0.08 3.38 49.90
1998-99 0.30 0.08 2.87 51.80
1999-00 0.77 0.13 2.76 46.50
2000-01 0.79 0.16 1.52 41.28
2001-02 0.77 0.27 0.92 41.15
2002-03 0.80 0.30 0.92 40.21
2003-04 0.78 0.37 1.30 43.26
2004-05 0.80 0.49 1.80 41.18
2005-06 0.81 0.61 1.96 38.24
2006-07 0.85 0.68 2.17 37.68
2007-08 0.97 0.71 2.64 37.28
2008-09 0.95 0.62 3.80 34.31
2009-10 1.07 0.45 3.31 34.52
2010-11 1.05 0.44 3.30 34.04
AV 0.8 0.4 2.3 40.8
CcVv 0.3 0.6 0.4 0.1
GR 6.1 115 2.9 -3.0

Note: AV — Average; CV — Coefficient of variationrSR — Growth rate.
Source: Prowess (CMIE)

company. This is the gross value at the beginnfriheaccounting period and any addition or dedumctiuring
the year by way of purchases, sale, revaluatiopairment, acquisition, demerger, etc.
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However, importance of these strategies varies ajomindustries (Table 17). While

outsourcing manufacturing activity and good-willated investments have increased in

almost all industries, the importance of the forraategy is relatively higher in textiles,

metals and metal products, metal and metal prodtreissport equipment, leather products,

etc., whereas firms in chemicals, non-metallic maig&e and machinery give relatively more

emphasis to creating goodwill in the market. Ind&@ngly, vertical integration related

strategic options, on the other hand, seem togsserkdevant now. As noted above, the extent

of vertical integration shows a consistently daolintrend over the years (Table 16). In fact,

all the major industries have experienced steadlirgein the extent of vertical integration,

though the extent differs across the industriebl@a7). The decline in the extent of vertical

integration may largely be due to increasing re&erof the firms on sub-contractual

production arrangements in many of these industiteseduce the risks and costs of

production.

Table 17Trends in other Corporate Strategies, 1997-2011

Industry Outsourced Manul/Expenditure for Imports Intensity Vertical Integratior

Sales Goodwill/ Net

fixed Assets

AV |[CV |GR AV |CV |GR | AV CV | GR AV | CV | GR
Food & Beverage 0.8 0.3 48| 05| 0.7] 13.9 24| 04 3.0 40.3| 0.1| -1.7
Textiles 21 04 78| 03| 1.3| 12.3 03| 05| -21| 305, 0.2| -3.3
Chemicals 04 04 74| 06| 0.7| 14.2 29| 0.8 8.2| 355| 0.2| -34
Plastic products 1.0 0.1, -05| 0.1| 04| 30 0.3] 0.5| 10.6| 349| 0.2| -3.6
Petroleum 0.1| 0.5 5.6 - - - 30| 10| -13.7| 523, 0.2| 4.2
products
Rubber products 0.9 0.5 9.4 - - - 0.2| 0.8 183| 36.2| 0.2| -4.1
Non-metallic 09| 0.2 26| 06| 07| 93| 11.2| 08| 18.8| 47.6| 0.1| -04
minerals
Metals & metal 12| 0.2 41| 0.1, 0.8| 11.2 04|04 6.2| 36.4| 0.1| -2.9
products
Machinery 1.5 06| 11.2| 0.7| 05| 114 29| 04 79| 331] 0.2| -3.1
Transport 16| 04 69| 03| 05| 46 04| 06| 12.2| 322, 02| -43
equipment
Paper, newsprints| 0.3| 0.2 -09| 0.2 0.7, 6.3 0411 -07| 39.2] 01| -11
& paper products
Leather products 3.0 05| 103 - - - 1.1/ 06| 11.0| 38.3| 0.2| -2.1
Misc. 12| 04 43| 03| 05| -9.7 0.8| 0.5 25| 25.0] 05| -2.9
Manufacturing
Diversified 0.8/ 0.4 8.3| 0.3| 0.6| 35 1.8| 0.6| 14.4| 34.2| 0.2| -44
Manufacturing 0.§ 0.3 6.1| 04| 06| 115 23] 04 29| 40.8| 0.1] -3.0

Note: AV — Average; CV — Coefficient of variatiorSR — Growth rate.
Source: Prowess (CMIE)
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Removal of restrictions on imports has increaseddigree of import-based competition in
the market as well as import reliance. As it isested in Table 16, though it had a declining
tendency till 2002-03, import intensity has inceshsn recent years resulting in a positive
rate of growth during the entire period under cdemtion. While the extent of import
intensity differs across major industries, the rategrowth has been substantially high in
chemicals, plastic products, rubber products, netatiic minerals, transport equipment,
machinery, etc. However, competition from imporn&l/@r import reliance has declined in
textiles, petroleum products, paper and paper mtsdand the rate of decline has been very
high in petroleum products possibly due to regafatiof price and imports by the
government. Further, in many of the industries impompetition has varied widely over the

years (Table 17).

Interestingly, vertical integration does not app@aan important business strategy to reduce
production and other transaction costs and/or tmicgies in the output and input markets

under the new business conditions.
\% Corporate Performance

What has been the impact of corporate responsescémomic reform? Has corporate
performance improved? This section explores thesstopns. There are two broad ways of
examining corporate performance, viz., the stockketaapproach which applies stock market
valuations to determine the performance, and finpnsfitability. The stock market approach is
based on the assumption that the stock markefitseat and assesses corporates in terms of
changes in share prices, controlling for movemanthe market in general and the systematic
risk of the company. However, the stock price appinomay suffer from the problem of
undervaluation or overvaluation if the share priceorporate random valuation errors. This
means that changes in share prices do not nedgssélact efficiency gains or losses rather
may be due to merely a market correction. Gives, @#ssessing corporate performance on the
basis of profitability may be considered as a be#tgproach. But, since the profitability
approach itself may have the problems as the coegpaan use creative accounting techniques
especially in respect of sales, assets, and paoids therefore, the published accounts may not
be a true or fair reflection of their financial femance. Therefore, examining corporate

performance related implications only on the basisprofitability may be misleading.
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Considering these problems, we examine corporat®rpgnce in terms of both financial
performance and operational efficiency. While threices, viz., ratio of profit before interest
and taxes (PBIT) to sales, return on capital engdaROCE), and return on assets are used
to examine financial performance, operational efficy is assessed in terms of cost-

efficiency, and inventory management.

Efficiency and Competitiveness

Economic reforms have failed to improve cost-effidy of the firms in Indian
manufacturing sector. Share of total cost of prddacin sales shows a consistently
increasing trend in the post-reform period largatyaccount of increasing expenses for raw
materials that constitute around 50 percent ofssalbereas expenses for energy, and wages
and salaries together account for less than 1@®peaf sales. As a result, although expenses
for power and fuel, and wages and salaries showndeg trend at a moderate rate during
1999-2011, share of product costs in sales hasncaat increasing. Increase in expenses for
raw materials or decline in that for energy, wages salaries have been consistent during the

period under consideration (Table 18).

Table 18: Cost Efficiency in Indian Manufacturirig99-2000 to 2010-11
Year Raw Material/ Energy/ Sales (%) Wages & Salaries/Total Production
Sales (%) Sales (%) Cost/Sales

1999-00 42.5 5.5 5.2 53.2
2000-01 47.0 5.5 5.9 58.4
2001-02 47.2 5.2 5.9 58.3
2002-03 47.9 5.3 5.7 58.9
2003-04 45.6 5.0 5.1 55.6
2004-05 48.8 4.3 4.5 57.6
2005-06 52.1 4.2 4.3 60.5
2006-07 52.9 3.9 3.9 60.8
2007-08 53.2 3.8 4.3 61.2
2008-09 56.3 4.0 4.5 64.7
2009-10 55.7 3.8 4.5 64.0
2010-11 56.4 3.8 4.4 64.5
AV 50.4 4.5 4.8 59.8
CV 0.1 0.2 0.1 0.1
GR (%) 2.4 -4.2 -3.0 1.5

Note: AV — Average; CV — Coefficient of variationlSR — Growth rate.
Source: Prowess (CMIE)

However, the level as well as the change in cdstieficy varies across the industries (Table
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19). Except for petroleum products, non-metallimenals, metals and metal products, paper
and paper products, and leather products, the sifiaeav materials in sales has been higher
than that for the manufacturing sector as a whioleest of the industries. Further, barring
leather products and miscellaneous manufacturitigtha industries have experienced
increase in this ratio over the years. Even in aafskeather products and miscellaneous
manufacturing the rate of decline has been onlygmat. On other hand, the ratio of
expenses for power and fuel to sales has beerfisatly high in non-metallic minerals, and
paper and paper products. The industries likeles¢tchemicals, metals and metal products
have recorded considerably high share of powerfagldn sales as compared to that for the
sector as a whole. However, the share of expensgmiver and fuel in sales has declined in
all the industries with leather products being timdy exception. Similarly, share of wages
and salaries in sales has been higher than thath&isector as a whole in most of the
industries barring a few like food and beveragdastics and petroleum products, and the
ratio has increased in all the industries excepahsnd metal products As a result, all the
industries excluding petroleum products and normathetminerals have recorded higher
production cost intensity as compared to that iermanufacturing sector as whole. Further,
the production cost intensity has increased overydnars in all the industries, though at a
marginal rate in some of the industries like nortatie minerals, paper and paper products,

and miscellaneous manufacturing.

Table 19: Some Aspects of Cost Efficiency by Mdpatustries 1997-98 to 2010-11

Raw Materials/Sales Power & Fuel/Sales Wages aria/ Total Production
Sales Costs/Sales

AV CV | GR AV CvV | GR AV | CV | GR AV CV | GR
Food & Beverage 51.1 0.0 1/3 2.9 0.1 -2.9 4.4 0.3 0|2 584 0.1 1.1
Textiles 53.0 0.1 1.3 8.9 01 -0}7 q.7 0.4 3.9 68.60.1 1.3
Chemicals 49.4 0.1 1.p 7)9 0.1 -3.0 5.8 0.4 6.5 163.0.1 1.7
Plastic products 55.1 0.1 1/8 4.9 0.1 -1.8 4.0 0.4 4.9 64.1 0.1 1.7
Petroleum products 454 0|2 4.8 0.7 D.4 7.2 1.0 3(0. 1.4 47.1 0.2 4.6
Rubber products 53.p 01 214 4.7 0.1 -1.9 5.3 0.4 .7|3 63.0 0.1 2.2
Non-metallic minerals 30.Y 0.1 08 16.1 0.1 -21 54. 04 2.7 51.3 0.1 0.
Metals & metal products 47.2 01 2.6 9.0 D.2 -3.8 .55 04 -1.5 61.8 0.1 1.
Machinery 57.8 0.1 1.3 1.8 02 -414 8.1 D.4 3.3 767. 0.1 14
Transport equipment 58,9 0|1 1.9 2.0 D.1 3.2 54.4|0 4.3 66.3 0.1 1.9
Paper, newsprints, etc. 37\.2 0.1 2.3 16.7 0.2 F3.®.1 0.3 2.2 60.0 0.0 0.
Leather products 48.p 0J0 -0{3 .7 0.1 2.3 9.9 0575 60.8 0.1 1.1
Misc. manufacturing 55.1 0.p -0{7 3.4 Q.2 -0.4  12.90.4 7.0 71.4 0.4 0.
Diversified 48.2 0.1 1.9 7.5 0.1 -142 8.8 0.4 5.2 459 0.1 2.1
Manufacturing 49.2 0.1 2.4 47 0(2 -4.0 4.3 D.4 2.658.2 0.1 1.9

Note: AV — Average; CV — Coefficie

Source: Prowess (CMIE)

nt of variationSR — Growth rate.

2 Further, in all the industries, the ratio has llated considerably during the period under comatiten.

W.P. No. 2012-02-02

Page No.

36



IIMA e INDIA . .
._ Research and Publications

The scale of operations of most the Indian manufaxwy firms is below their global
competitors due to higher capital costs, restreclabour laws, small size of the domestic
market, and inadequate systems to manage largefaads (Chandra, 2009). What is more
important perhaps is that while quality continugseémain as the highest priority for most of
the firms, innovation and R&D has the least priofiChandra, 2009). In particular, Indian
firms do not perceive themselves as having strengthcompete on low prices globally.
Although, most of the firms claim to be focusing developing new production processes
that would help in reducing costs or developinghkigvalue added product, efforts towards
technology development appear to be inadequateddition, to low expenditure on in-house
R&D which seem to have picked up a bit in recerdrge failure of the firmsni hiring
employees with advanced degrees seems to haveedirtfieir ability to develop innovative
products and processes. However, business straiefgiems and their performance vary by size.
For example, it is observed that the tiny and siimatls spend a higher percentage of their sales
in R&D as compared to the large and medium sizeaisti and wherever, a small firm has started
to serve a global customer through customized s&f\ihe firm has been able to create a niche
market for itself (Chandra, 2009).

While cost intensity does not show any improvementicy reforms seem to have helped
Indian corporate sector to enhance competitiveriesthe international market. Export
intensity has increased consistently over the ydarmg the post—reform period (Table 20).
In contrast to the pre-reform period, India's expbiave grown at a faster rate than the rate of
growth of world exports during the post reform pdrpossibly due to devaluation of rupee
particularly in the 1990s and increase in compeitess of the firms following enhanced
competition in the market. But, this increase ismgh enough when compared with imports
as the ratio of exports to imports has declinedaddition, the ratio of exports to imports has

fluctuated a great deal over the years.

The observation is by and large the same when derexi across major industries. Export
intensity has increased in all the industries ekxéepd and beverages, and miscellaneous
manufacturing. Further, although the export intgnshows a declining trend in these two

segments, the rate of decline has been only mardn@ease in export intensity in a large

% Here, customized service refers to small batchiyetion or producing in variable production loteszor
dispatching at short lead times etc.
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number of industries suggests an improvement iroxgrientation of Indian firms. The
firms in these industries prefer international nearto domestic market possibly due to the
impetus given by devaluation of the rupee and &p rthe benefits of various incentives in
export policies. High competition in the domestiarket might have also forced the firms to
find out new market opportunities through expo@s the other hand, barring metal and
metal products, the ratio of exports to imports deslined is in all the industries with high
fluctuations. This means that even if export comipehess has increased, reliance on
imports has also increased. A variety of factoke limport intensity of exports, price

elasticity of Indian exports, etc. may have conit@d to the changes in the ratio of exports to

imports.

Table 20: Trends of Export performance by Majorustdies 1993-94 to 2010-11

Year Export Intensity (%) Export/Import (%)

1993-94 8.53 44.11
1994-95 8.48 26.15
1995-96 8.90 19.37
1996-97 8.97 2.31
1997-98 9.47 2.96
1998-99 8.87 3.26
1999-00 8.60 3.29
2000-01 10.55 7.30
2001-02 11.11 12.91
2002-03 11.91 13.84
2003-04 12.63 10.35
2004-05 13.93 8.19
2005-06 14.56 7.89
2006-07 17.07 8.36
2007-08 18.07 7.26
2008-09 18.20 5.06
2009-10 17.67 5.66
2010-11 18.93 6.10
AV 12.58 10.80
CV 0.31 0.95
GR 5.56 -9.27

Note: AV — Average; CV — Coefficient of variationrSR — Growth rate.

Source: Prowess (CMIE)

All the measures of profitability and rate of retilshow by and large four phases, viz., a
declining trend since the mid-1990s owing to crisighe South-East Asian countries and
political instabilities, then an increasing trenatidg the phase of hyper growth, followed by

a fall during economic slowdown, and finally anre&sing tendency in the most recent years
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(Table 22). When the entire post-reform period akeh together, all indicators show
increasing trend, though the rate of growth of PRiTsales ratio has been marginal.. More
importantly, the fluctuations in profitability orate of return are quite low indicating

reasonably consistent performance over the yearsther words, economic reforms have
been accompanied by better financial performanddefirms. However, there is no sign of

any significant improvement in inventory managenfetibwing economic reforms. Instead,

the ratio of inventory to sales has fluctuatedeagdeal over the years.

Table 21 Some Aspects of on performance by Mapustries 1993 - 2010

Export Intensity Export/Import

AV Cv |GR | AV Cv GR
Food & Beverage 111 0.1| -01 14.8 1.7, -15.9
Textiles 22.0 0.2, 24| 1528 0.8 -54
Chemicals 164 04| 6.9 9.2 0.5 -1.1
Plastic products 142 0.2 2.9 81.3 1.0 -7.6
Petroleum products 87 0.8| 13.3 15.6 15| -15.0
Rubber products 117 0.2| 4.1| 3555 15| -151
Non-metallic mineral products 270 0.3| 6.1| 129.0 39| -304
Metals & metal products 135 0.3| 4.5 43.9 0.4 1.3
Machinery 89 03| 54 7.3 1.0| -12.2
Transport equipment 8.1 0.3 4.4 46.6 0.7 -9.8
Paper, newsprints & paper products 46| 04| 24| 161.9 1.7 -17.7
Leather products 49,6 0.1| 0.7, 175.6 1.4 -17.7
Miscellaneous manufacturing 95 0.2 -0.7 17.7 0.7 -8.2
Diversified 10.6f 0.2 2.0 11.9 0.6| -10.5
Manufacturing 126 0.3 5.6 10.8 1.0 -9.3

Note: AV — Average; CV — Coefficient of variatiorSR — Growth rate.

Source: Prowess (CMIE)

As one would expect, the level and trends in peréorce indicators vary across the
industries reflecting the variations in the inténgind level of competitive pressures and/or
efficiency changes. While the level of profitalyilior rate of return appears to be high for
most of the industries during the post-reform peria number of industries like food and
beverages, plastics, petroleum products, and gapmepaper products have recorded decline
in the ratio of PBIT to sales. Similarly, the raté return on capital employed shows a
declining trend in food and beverage, and returmssets for petroleum products and paper
and paper products. Further, all the indicatorswshmgh fluctuations in many of the
industries possibility due to growing instability ihe product market. Although profitability

or rate of return has increased in majority of itidustries, the rate of growth has not been
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high in most of the industries except non-metaftlimeral products, and metal and metal

products.

Table 22: Trends in Corporate Performance in InBlamufacturing Sector, 1993-2011
Year PBIT/Sales ROCE ROA Inventory
Management

1993-94 11.43 12.64 26.76 0.25
1994-95 12.31 13.53 29.19 0.94
1995-96 12.19 13.14 28.06 1.69
1996-97 10.94 11.15 23.28 0.91
1997-98 9.72 9.44 19.07 0.71
1998-99 8.43 8.41 16.11 0.46
1999-00 7.89 8.78 16.18 1.56
2000-01 7.77 9.08 16.33 0.33
2001-02 7.78 9.38 15.54 -0.39
2002-03 9.05 11.71 19.61 0.93
2003-04 10.14 14.88 25.59 0.14
2004-05 10.41 16.55 30.78 0.67
2005-06 10.15 15.35 29.48 1.03
2006-07 12.04 17.77 37.17 0.86
2007-08 12.35 16.48 39.14 0.88
2008-09 9.56 11.81 27.94 0.11
2009-10 11.71 13.78 30.88 0.99
2010-11 12.08 14.72 34.29 1.29
AV 10.3 12.7 25.9 0.7
CVv 0.2 0.2 0.3 0.7
GR 0.4 2.1 2.7 -0.1

Note: ROCE - Return on Capital Employed; ROA — Retin AssetsAV — Average; CV —
Coefficient of variations; GR — Growth rate.

Source: Prowess (CMIE)

As regards performance in terms of inventory mameage it is observed that the ratio of
inventory to sales has declined in many of the stdles and the decline has been significant
particularly for plastic products, paper and pagmoducts, leather products and
miscellaneous manufacturing possibly due to hige @& growth of these industries and
increase in competitive pressure therein (Table B3)s, however, difficult to assess the
extent to which the decliningend in the inventory to sales ratio in these stdas can be
seen as a reflection of improvements in manufasguoapabilities of the firms. It is also
observed thathe ratio of inventory to sales has increasedlagh rate in the industries like
rubber products, metal and metal products, tramspquipment, etc. possibly due to

organization of larger part of production througih-sontractual arrangements.
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Table 23 Some Aspects of Corporate Performance &jgiMndustries, 1993-94 to 2010-11

Note: AV — Average; CV — Coefficient of variatiorSR — Growth rate.
Source: Prowess (CMIE)

VI Concluding Remarks

In the context of various policy initiatives mad#ridg the last two decades to reform the Indian
economy in general and corporate sector in paaticthhe present paper attempts to assess how
the firms have responded to these policy measuréste resultant changes in the business
conditions in a long run perspective. During tlestgreform as a whole the industry sector in
general and the manufacturing sector in partidudae grown at a consistent rate. However, the
rate of growth of the Indian industry sector has axcelerated following economic reforms
probably due to slow growth in agriculture and istdial productivity. On the positive side
investment in general and FDI in particular showexsiderable increase in the decade of 2000
vis-a-vis that in the 1990s. Increase in competifivessures during this period resulted in the
Indian corporate sector adopting a variety of stias. Earlier sections of the paper have
discussed various trends in detail. Table 24 pes/id summary to highlight a few major

findings of the paper with respect to the trendsoirporate response.
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Year PBIT/Sales Return on Capital Return on Assets Inventory
Industry Employed (ROCE) (ROA)

AV [cv |[GR | AV CV |[GR |AV |CV|GR | AV [CV ] GR
Food & Beverage 9.6 0.1 -042 1401 01 -04 274 |0.10.8 1.7 0.7 -0.7
Textiles 9.1 0.4 2.0 7.9 o4 12 188 04 1.1 0.7.2|1 -0.2
Chemicals 15.4 0.2 0.0 148 0.2 1.3 314 0.3 2.8 7|01.2 -0.9
Plastic products 9.8 0.8 -0/4 9.4 Q.4 1.3 18.0 |0.52.9 06| 1.4 -4.8
Petroleum products 7.0 0J2 -116 14.0 D.2 0.2 29.73|0 -3.0 0.9 1.4 -0.5
Rubber products 7.2 03 2/0 13.4 0.4 3.8 220 |03 .0(105| 20 6.7
Non-metallic mineral | 12.2 0.3 2.7 11.4 0.4 43 216 Q.5 4.8 D.8 0.8 1.0
products
Metals & metal 12.8 0.4 3.9 11.2 0.6 63 228 0.6 8.8 D.4 3.1 5.0
products
Machinery 11.1 0.2 15 14.4 0|3 22 393 0p4 3.9 50.0.9 -1.2
Transport equipment 9.7 0J2 0.1 16.8 D.3 1.1 33.84|0 05 0.3 2.3 11.2
Paper, newsprints & | 10.0 0.3 -1.4 8.9 0.3 -1p 14{3 04 -2.7 D.1  B.7 .319
paper products
Leather products 7.8 06 1|2 9.4 0.5 1.2 23.0 |0.7 .00 14| 1.0 -5.4
Misc. Manufacturing 19.2 0.4 -0.6 11{0 g4 -3.6 R9b.04 0.4 0.7 11 -134
Diversified 11.1 0.3 0.4 11.5 03 114 245 0.3 .71.0| 1.0 6.9
Manufacturing 10.3 0.2 0.4 127 0,2 2.1 259 D3 712.07| 07 -0.1
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Firms have largely relied on mergers and acquistitm restructure their business and grow.
However, these strategies were largely concentriastesl few industries like food products,
textiles, chemicals (more specifically in drugs agstthrmaceuticals), metals and machinery.
Moreover, merger as a strategic option was largegd by the private domestic firms of the
same business group to consolidate their businesgepresumably enhance competitiveness.
Foreign private firms, on the other hand, have lmeere active in using the route of acquisition
to enter specific industry groups. State-ownecetrgnises did not restructure their business
through merger and acquisitions possibly due fb re&sistance on the part of the employees.
One of the outcomes of the M&A activity was thatgp firms consolidated their ownership and
enhanced their share in equity; this share of ygudreased dramatically from about 7.5 per
cent to 23 per cent. M&A activity that correctedepwdiversification of the pre-reform period
can potentially provide efficiency benefits.

Technology strategies seem to have undergone a oigage in recent years. While in-house
R&D intensity (although still low) has seen sigcéint growth, the role of embodied and
disembodied technology purchase, both from foreigth domestic sources, has declined. This
shift towards higher reliance on indigenous teabgwleffort is welcome but this effort will
need to be enhanced. Given the fact that FDI flossge increased in recent years, it is likely
that equity linked transfer of foreign technologieave replaced disembodied technology
purchase from foreign sources. From the availadla il is difficult to understand the dynamics
of the linkages between equity linked technologyi and indigenous technology efforts. But

this remains an area which needs to be explored. .

The strategies of building marketing and distritmitrelated complementary assets continue to
dominate the strategy of product differentiatiortenms of relative investments in marketing,
distribution and advertising. However, selling exges as a share of sales declined from about 7
per cent in early 1990s to less than 5 per cenardsvthe end of the last decade. This was
essentially due to the relative reduction in mankptexpenditures; the relative role of
advertising and distribution expenses. But all sy selling expenses have not grown as
rapidly as sales. . It is possible that efficienfyhese investments has improved partly due to
the efficiencies derived from M&A driven consoligtat. However, it is difficult to assess that
possibility.

Competitive pressures unleashed by the introduatioderegulatory policy measures and

stagnancy in growth of the industry sector in gatdr seems to have resulted in growing
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importance of business strategies of sub-contgc@md outsourcing manufacturing.

Consequently, the degrees of vertical integrati@veh declined. Besides, removal of

restrictions on imports has increased reliance roports and the degree of import-based

competition in the market.

Table 24: Corporate Response to Economic ReforfaStmmary

Variable Period Considered]  Average|l Average |l f@Gdent Trend

of Variation | Growth (%)
Business Consolidation
Equity of Group Companies/ Assets 1993-94 to 2010-1 7.5 23.2 0.5 7.8
Equity of Group Companies/ 1993-94 to 2010-11 0.4 6.7
Capital Employed 3.5 10.1
Equity of Group Companies/Total | 1993-94 to 2010-11 0.1 0.8
Equity 0.8 0.9
Technology Strategy
In-house R&D Intensity 1993-94 to 2010-11 0.04 0(35 0.8 13.8
Domestic Technology Purchase | 1993-94 to 2010-11 0.6 0.6
Intensity 0.03 0.31
Foreign Technology Purchase
Disembodied (FOREX spending a$ 1993-94 to 2010-11 0.3 -3.7
royalty) 0.41 0.24
Embodied (Capital Imports) 1993-94 to 201011 2.22 1.87 0.4 -2.1]
Total 1993-94 to 2010-11 2.63 2.12 0.4 -2.3
Non-Price Competition
Advertising Intensity 1993-94 to 2010-11 Q.6 0.7 10. -0.1
Marketing Intensity 1993-94 to 2010-11 4.0 1.5 D.4 -6.5
Distribution Intensity 1993-94 to 2010-1j1 2.6 2.4 10 -0.7
Total Selling Intensity 1993-94 to 2010-11 1.2 4.7 0.2 -2.9
Other Corporate Strategies
Outsourced Manufacturing/ Sales 1997-98 to 2010-11 0.5 1.0 0.3 6.1
Expenditure for Goodwill/ Net 1997-98 to 2010-11 0.6 115
Fixed Assets 0.1 0.5
Imports Intensity 1997-98 to 2010-11 3.0 3.5 D.4 9 2.
Vertical Integration 1997-98 to 2010-11 49.4 34.3 10 -3
Cost Efficiency
Expenditure for Raw 1999-00 to 2010-11 0.1 2.4
Materials/Sales 45.6 56.1
Expenditure for Energy/Sales 1999-00 to 2010r11 5.4 3.9 0.2 -4.2
Expenditure for Wages and 1999-00 to 2010-11 0.1 -3.0
Salaries/Sales 5.7 4.5
Total Production Costs/Sales 1999-00 to 2010-11 6 56. 64.4 0.1 1.5
Export Competitiveness
Export Intensity 1993-94 to 2010-11 8.6 18.3 0{31 .5685
Export/Import 1993-94 to 2010-1{1 299 5.6 0J95 792
Financial Performanceincluding Inventory Management
Profitability (PBIT/Sales) 1993-94 to 2010-11 12.0 11.1 0.2 0.4
Return on Capital Employed 1993-94 to 2010-11 0.2 2.1
(ROCE) 13.1 13.4
Return on Assets (ROA) 1993-94 to 2010411 28.0 31.0 0.3 2.7
Inventory Management 1993-94 to 2010411 1.0 0.8 7 |0. -0.1
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Despite all these strategies, cost-efficienciesthé Indian manufacturing sector do not show
improvements; the share of production costs aopgption of sales have increased largely
on account of increasing expenses for raw mateNsges and energy costs have actually
declined as a proportion of sales. Insofar as rditi® also depends on the price of output,
which has seen some downward pressures during ase neform period, the cost of
production to sales ratio needs to be interpretedi@usly. In this context, it is useful know

that inventory management has seen marginal imprexés during the post-reform period.

Export orientation of the firms has increased sicgmtly in the current decade vis-a-vis that in
the 1990s and this increase in exports intensigpisad across the industries. The significantly
high exports intensity and its increase acrossntiagor industries signals enhanced global
competitiveness of Indian firms following economatorms, though this increase is not high

enough when compared with imports, which have grtaster.

Profitability of the firms measured as the ratio RBIT to sales, rate of return on capital
employed, and rate of return on assets showedlmidgaendency till the initial years of the

last decade and an increasing tendency theredftezn the entire post-reform period is taken
together, all indicators show increasing trend,utfio the rate of growth has been only
marginal for PBIT to sales ratio. This means tlefdnms have forced the firms towards more

efficient use of capital or assets.

Overall, the observed trends in the post-reformiopeseem to provide are interesting which
need to be analysed more closely. More specificalhg need to systematically explore how
in the liberalized scenario M&A led consolidatiomdaflows of FDI are linked to the
adoption of various non-price strategies relatmgethnology and product differentiation. As
economic reform deepens and competitive pressutelsl lup, an analysis of these
interactions would provide useful insights for ursdending corporate behaviour and for

making policy choices.
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