Chapter 7

Concluding Observations


Public Sector Undertakings were set up in the States as an integral part of our developmental plans and industrial policy. This policy framework also envisaged that these PSUs would generate further surpluses and would yield some minimum rate of return on the investment made in them.  However, over the years and in most cases, they have been found to be earning low or negative returns. Accumulated losses are on the rise. Productivity of labour as well as capital is low and fresh infusion of technology and capital requires funds that are not easily available. Support from the budget is less and less possible and whatever meager amount is given from this source will further stretch the already difficult fiscal situation.  At the same time, the PSUs are overmanned and downsizing of manpower is opposed by labour and the existing archaic labour legislation makes it further difficult.   Under these circumstances, it has become necessary to carry out reforms of the public sector at a pace which is faster than has been witnessed in the past in order to check the ongoing drain of resources through these enterprises and before it reaches a point of no return.  

7.2
There are significant differences among States in the levels of social and economic advancement, institutional structures, administrative capabilities, geographical attributes etc.  These imply that standard solutions cannot be prescribed for all the States and the public enterprise reform process will have to be designed and calibrated according to the specific needs of each State.  The shape and pace of the public enterprise reform programme will thus differ significantly from State to State. There may not be a standard procedure and pattern for reforms and States should be independent to follow the path thought to be best suited to the local conditions. In this context, the States may keep in view the criteria followed by the Disinvestment Commission also i.e. public purpose served by the PSU and whether it is necessary to retain it or in other words, whether disinvestment in it will be detrimental to the public purpose.  It is also to be seen that in the post-reform era the State is expected to promote growth by acting as a catalyst and a facilitator and not get directly involved in provision of goods and services. Each public sector enterprise could be ranked as high or low on three parameters in a matrix format viz., public purpose, profitability and mobilisation of financial resources. In case the enterprise is high on all the three parameters (HHH), it could be retained in the public enterprise portfolio. If the public enterprise is low on all the three parameters (LLL), then it could be divested from such portfolio. The enterprises falling in the remaining categories could be restructured (eg. HLL, HLH, LLH). The application of this matrix approach would generally suggest the withdrawal of the State from manufacturing and trading & services PSUs. The matrix would clearly suggest the retention of welfare and promotional State PSUs and restructuring of financial and utility State PSUs. In the case of promotional State PSUs, the manufacturing part will have to be divested and the purely promotional part of activity will have to be retained.        

7.3
The entire disinvestment exercise in each State could be handed over to an independent Disinvestment Commission set up through a State legislation.  Such a law should specify the enterprises to be privatised, the methods of valuation to be adopted, the enterprise-specific calendar for disinvestment and the method of reporting to the State Legislature. The Disinvestment Commission may comprise of economists, engineers, lawyers, accountants, public enterprise managers and labour experts.        

7.4
There are a number of issues relating to reforms in the State-level public enterprises that need to be thoroughly discussed while formulating a policy framework and implementation schedule for the process.

7.5
One of the most important issues pertaining to reforms in the State PSUs is the form it is going to take place i.e. whether it is winding up of a unit, partial disinvestment in favour of a strategic investor, disinvestment to the extent of 51 per cent or more or complete transfer of ownership to a private party.  There may be yet another alternative where restructuring of a PSU is the requirement. Restructuring can also be a step preceding the disinvestment process so that marginal additions of capital can enable higher price realisation on sale of equity. The State Governments may also like to explore disinvestments in favour of managers and employees. The management lease and capital market routes may also have to be explored keeping in view the nature and operations of the enterprise under consideration.    

7.6
On the other side, resorting to restructuring may lead to further drain of resources. As per the amended Sick Industrial Companies (Special Provisions) Act, 1993, PSUs with 100 per cent net worth erosion are to be registered with BIFR.  It is generally observed that there is a substantial delay in formulating a revival package once this reference is made to BIFR and the process of approving a package itself extends to more than one year and in some cases to two or three years. There was a suggestion from one of the State Governments that as soon as the PSU is referred to BIFR, the State Government should go ahead and dispose off the unit.  Otherwise, there is further drain on resources. There is a tendency to keep postponing privatisation/disinvestment in the hope of turning around the enterprise that leads to a drain on resources of the State. It may be noted here that the National Company Law Tribunal has replaced the BIFR as the matters related to closure are not confined only to closure or turnaround, but also cover within their scope issues concerning bankruptcy. It will be therefore desirable to refer all such cases to the Disinvestment Commission to be setup by each State which could look into all the related issues of closure and divestment as discussed earlier.        

7.7
Even after a unit is closed down, there are protracted delays in disposal of the assets that sometimes can prove costly.  In Haryana, it was noticed that Haryana Tanneries Ltd. was put up for sale thirteen times and the highest offer was Rs. 1.60 crore in 1996 when it was rejected by the State Government. The same enterprise was sold in 1999 for Rs. 1.65 crore indicating costly delays that could have been avoided.  Therefore, there is a need for proper assessment of these implications before a strategy is adopted.   Once it is decided that restructuring is to be undertaken, the issues relating to the extent of restructuring required as well as the appropriate mix of the aspects to be covered viz capital, technology, labour and management also need to be addressed.  

7.8
Another important issue is the need for running public sector enterprises on sound commercial principles where decision-making is governed by the objective of securing maximum returns and is not affected by political interference. This necessitates granting autonomy to the enterprises. However, there are a few enterprises that have been set up with social and welfare objectives where, according to one view, economic returns and profitability may not be a consideration.  Such welfare corporations have been given corporate form of organisation so that they are able to avail institutional finance to supplement the resources provided by the Government.  It has been the experience in many States that after availing the institutional finance in the early years of incorporation, these companies have been unable to sustain themselves on their own and have not been able to make timely repayments of loans availed by them.  As a result, they become ineligible for further financial assistance, and budgetary support from the Government is mainly used up to meet administrative expenses thereby nullifying the very objective of their setting up. Such experiences advocate the need for running these PSUs also on commercial basis, failing which they should be reconverted into departmental enterprises.  

7.9
Any suggestion pertaining to the reforms of State PSUs, including disinvestment and possible privatization, cannot ignore its implications for the employment scenario. It is generally noticed that the State PSUs are overmanned and have been providing more jobs than are optimally needed. Adopting the latest technology would mean reduction in     manpower employed.  Any Voluntary Retirement Scheme (VRS) / retrenchment scheme requires funds that are generally scarce.  In this context, setting up of a State Renewal Fund by all State Governments may be useful. Some State Governments have taken steps in this direction.  Clearly there is a need to set up State Renewal Funds in each State, the funding of which should come from the disinvestment/restructuring fund created out of the proceeds of the sale of State PSUs.        

7.10
A major hurdle faced by the State Governments in carrying out reforms relating to public enterprises is the opposition from labour. One view is that a review of the archaic labour laws and procedures laid thereunder is long overdue and there is need for these laws to be substantially overhauled to enable speedy rationalisation of labour by these units. However, another view advocates caution and asks for a more holistic approach to the issue to prevent the emergence of serious imbalances like large-scale unemployment without adequate support system in the form of social security and insurance resulting in widespread labour unrest. A unified National Policy in this regard may therefore be useful. There is a need to set up Social Safety Net in each State going in for privatisation of State PSUs. The Social Safety Net is decidedly a better proposition than the VRS as the former encompasses retraining, redeployment and employment insurance. The Social Safety Net acts as a cover to prevent social tensions. The World Bank has appreciated the experience of Andhra Pradesh regarding the setting-up of the Social Safety Net.  This scheme covers all the employees eligible for VRS for retraining and redeployment. 

7.11
Some State Governments have highlighted the fact that the officers taking initiatives in reforming the public enterprises have had personal blemishes being cast upon them.  It is, therefore, essential to create an atmosphere where the CEOs and other officials involved in decision-making are not subject to victimisation so that they can carry out their work in the interest of the enterprise. Setting up a Pre-investigation Board as recommended by the Disinvestment Commission, could provide an effective way to counter this problem. Such a Board could approve the blueprint of disinvestment as well as undertake a concurrent audit of disinvestment operations. It may be composed of experts drawn from professional fields.     

7.12
A related issue is the granting of a stake in the ownership of a company to the employees. It is possible that the Management and the Employees are better motivated if they have a financial stake in the PSU they are working in.  Therefore, the operation of an employee stock option scheme may be explored in the State PSUs.  In some cases, it may be even made compulsory that all regular employees should hold a share in the equity of the PSU. Selling of shares to the employees can also bring about a better employer-employee relationship and improve productivity.  The Sixth Plan observed that “Workers paticipation in Management should become an integral part of the Industrial system to serve as an effective instrument of modern management   It should be made a vehicle for transforming the attitudes of both employers and workers for establishment of a cooperative culture which may help in building a strong self-confident and self-reliant country with a suitable industrial base.”  However, it may also lead to a tussle between management and employees for more powers once ownership is given to the latter group. It may be stated that the concept of employee stock ownership scheme could be practised generally in enterprises showing a secular trend in profitability.   

7.13
Some structural reforms would be necessary to streamline the working of the State PSUs.  The State Governments may take steps to set up nodal agencies to co-ordinate the work of State PSUs.  More autonomy would have to be provided to these enterprises to achieve results that, in the final run, would lead to redefining the relationship between the State Governments and State PSUs. The introduction of Memorandum of Understanding (MOU) between the State Governments and State PSUs, on the pattern of the Central Government public enterprises, could provide a basis to bring about this strategic reform.  The professionalisation of the cadres of the State PSUs is another vital requirement to enable these enterprises to make a break with their past.  The debate about professionalisation is mainly focused on the desirability of having technologists or persons on deputation from Government manning these enterprises.  A proper approach to professionalisation, however, would be to determine the job requirements of various functionaries in a State PSU and provide the means to have suitable persons recruited, whether from within the government or outside.  The selected personnel need to be given sufficiently long tenures to enable them to implement sound managerial practices.  In a similar vein, the appraisal of investment options need to be done by an objective agency which could evaluate the costs and benefits flowing from establishing a State PSU before a proposal to set up the same is approved.

7.14
The success of any scheme to improve the working and the financial results of the State PSUs would depend, to a large extent, on the information-flow emanating from their income statements and balance sheets.  The preparation of these financial statements is obligatory in terms of statutory as well as strategic requirements.  Our study, on the contrary, points out that the State PSUs have shown scant respect to the finalization of accounts. The reasons for the non-finalisation of the reports ranged from non-completion of (i) book of accounts, (ii) preparation of financial statements and (iii) statutory audit, to the delays in the appointment of the statutory auditors by the accountant general and the adoption of the finalised accounts by the annual meetings. Efforts by a number of States to rectify the problem have not met with much success.  Lack of professional staff in the accounting and finance departments of these PSUs has emerged as a major limitation in this regard. 

7.15
There is a requirement of a fixed minimum tenure for the Managing Director/CEO of these units to provide stability in the management and decision-making apart from bringing in accountability of these officials.  Frequent transfers reduce the sense of involvement of the CEOs with the enterprises and they are not accountable for their action after they move out from an enterprise. Another major feature of manpower in PSUs is lack of professionalisation and adequate training.  It would be useful to bring in more professional management especially at the higher echelons of an enterprise. Composition of the Board of Directors needs a review especially since functional directors are virtually absent.  The Board and the CEOs need to be regularly provided with reliable information for which the timely completion of audit is necessary. In general, pendency of audit has been observed to be high in State PSUs. A check on preventing such delays in audit could be provided by the installation of effective internal audit systems that are, at present, conspicuous by their absence in State PSUs. 

7.16
The introduction of corporate governance systems can provide a shot in the arm to State PSUs as it could pave the way for improved managerial and control systems. An important pre-requisite for the observance of good corporate governance is strengthening of the managerial cadres of the State PSUs at the middle level. The interference of the State Governments in the day-to-day functioning of these enterprises is a chronic bottleneck constraining the performance of the State PSUs. The introduction of a system of Memorandum of Understanding (MOU), referred to in para 7.13 above, could go a long way in removing this bottleneck.        

7.17
The Disinvestment Commission for the Central PSUs has stressed the need for utilising the proceeds of disinvesment in national interest and has cautioned against their use for covering budgetary deficits. It has recommended a delinking of disinvestment decisions from budgetary considerations.  In this context, the Commission has recommended the constitution of a Disinvestment Fund (1st and 2nd Reports) to which all proceeds of disinvestments are to be credited.  The Fund can be utilised partially for restructuring PSUs that can become viable, partially for VRS/rationalisation of labour/social safety net and the rest could be used for investment in social sectors like education, health, water supply etc. The recommendations of the Disinvestment Commission can serve as valuable guidelines for State Governments in respect of restructuring of State PSUs. It may be pointed out in this context that there is also a view that the proceeds of disinvestment may be used to retire the existing debt of those PSUs which can be made viable, as this would reduce their interest burden and help them in turning around through reduced costs. 

7.18
A number of international institutions are extending technical and financial assistance to the States for their disinvestment programmes.  However, the need to reflect local realities in the disinvestment process implies that the technical models being suggested by the international consultants in this context must be suitably modified before being implemented.

7.19
States will immensely benefit from an exchange of the disinvestment experiences of each other.  There is need for a central nodal unit in the country that can document the experiences of various States in the area of public enterprise reforms and provide an appropriate forum for exchange of ideas among them.  The nodal unit can also undertake the task of updating the database on the State PSUs that has been developed by the Study Group, as mentioned in Chapter 3. The nodal unit could be located either in the Planning Commission or the Ministry of Disinvestment and the technical back-up could be provided by the Institute of Public Enterprise, Hyderabad. The nodal unit could (i) keep itself in touch with the State Bureaus of Public Enterprises/relevant agencies, (ii) undertake a performance survey of State PSUs, particularly regarding their financial and operational aspects, on an annual basis and (iii) document success stories concerning reforms in State PSUs which could be replicated in similar situations by other States.

7.20
It was observed by the Study Group that while many States would like to restructure or privatise the State PSUs, they could not do so as they lacked the technical expertise required for the same. This is particularly true of the North-Eastern States. There is a need for a mechanism that could facilitate States’ access to technical literature and expertise in the area of public sector enterprise reforms. The nodal unit, which the Study Group is suggesting to be set up, may take up this task also. 

7.21
Faced with severe fiscal constraint, many States in recent years have been resorting to borrowing funds through their State PSUs on the strength of State Guarantees. This practice is neither in the interest of individual State PSUs nor in the interest of the State Governments. There is an urgent need to curb it.               


7.22
Many State PSUs are fulfilling social obligations entrusted to them by State Governments.  However, they are not being adequately compensated for these responsibilities.  This tends to affect the financial viability of these enterprises.  Besides, it also makes the system less transparent.  Hence it is essential that State PSUs be adequately compensated for carrying out social obligations and this compensation should be provided through explicit budgetary provisions.
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