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1. Introduction 
 
Both privatization and foreign direct investment (FDI) have been seen by a section of 
policy-makers, international agencies and the private sector in India and abroad as key 
components of India’s reform program.  
 
These may not have been as critical to the first round of reforms initiated in 1991 but 
they certainly came to loom larger in the second half of the nineties, by which time 
the growth rate threatened to taper off, as part of “second generation” reforms. Yes, 
we have managed to attain a growth rate of 6% plus, the reformers said, but if we 
wish to ratchet it up to 7-8%, we would need reforms such as privatization and FDI. 
There were some who even presumed to quantify the potential impact on growth of 
each of these elements- for instance, privatization in itself was said to be capable of 
boosting growth by 1-1.5 percentage points. 
 
Privatization has happened only in a small way and in not quite the form that was 
intended. FDI remained at a low level until a few years ago and has shot up only over 
the last two years- again, not quite in the form that was intended. Yet, growth surged 
past 8% in 2003-04 and the Indian economy has not looked back since. It can be said 
with a measure of confidence today that prospects for growth in the region of 8-9% 
are no longer contingent on privatization or FDI happening in a big way. Thus, the 
Indian growth experience flies in the face of two crucial tenets of the “Washington 
consensus”.  
 
What precisely has been India’s record on privatization and FDI? What lessons, if 
any, are to be learnt from the Indian experience? And what are the future prospects for 
privatization and FDI? This paper attempts to address these questions. 
 
2. Disinvestment and privatization in India: an overview of the evolution of 
policy 
 
 
India’s privatization program may be said to have commenced under the government 
of Prime Minister Chandrashekhar with the announcement in the interim budget of 
1991-92 that the government would disinvest government equity in public sector 
undertakings (PSUs). The government spoke of selling up to 20 per cent in such 
firms, that too to public sector institutional investors.  
 
Subsequently, in 1991, under the government of Prime Minister Narasimha Rao and 
with Manmohan Singh as finance minister, the disinvestment program became part of 
an ambitious process of economic reforms covering industry, the external sector, the 



financial sector and agriculture and also involving a program of macro-economic 
stabilization. 
 
Disinvestment was combined with attempts at enterprising restructuring in PSUs.  
“Sick” PSUs (firms that have accumulated losses of an order defined by the statute) to 
the Board for Industrial Finance and Reconstruction that had earlier been responsible 
for taking decisions on bankrupt firms only in the private sector. The move meant that 
the government would close down “sick” SOEs if the BIFR so decreed. In other 
words, the government was no longer committed to indefinitely sustaining loss-
making PSUs. 
 
The Industrial Policy Statement of 1991 cited injection of greater market discipline 
into PSUs as the objective of disinvestment. In other words, the initial attempt in the 
reform program was to get PSUs to do better. The objective was not to raise resources 
for government for deployment elsewhere or to get government out of business, the 
two main objectives that have driven privatization worldwide. This statement did not 
stipulate any upper limit for disinvestment of government equity. 
 
In the budget of 1991-92, the government reinstated the upper limit of 20 percent 
mentioned by the Chandrasekhar government. It also indicated a preference for 
disinvesting to public sector financial institutions and to the workers of the firms 
involved. Disinvestment, the budget said, was meant to “raise resources, encourage 
wider public participation and promote greater accountability”. So, revenue raising 
emerged as a new objective but the older objective of improving PSU performance 
remained in place. Relinquishing government control over PSUs was simply not on 
the agenda.  
 
Subsequently, in 1993, a committee headed by C Rangarajan, now Chairman of the 
PM’s Council of Economic Advisors, that had been asked to outline a framework for 
disinvestment presented recommendations that seemed radical at the time. The 
committee recommended that the government could disinvest up to 49 per cent in 
industries reserved for the public sector. In cases where the enterprise had a dominant 
market share or where there were strategic considerations, the government could 
disinvest up to 74 per cent. In all other cases, the government could disinvest up to 
100 per cent. The thrust of the report was thus in favour of a considerably reduced 
government presence in business except in certain specified situations.  
 
These proposals did not travel very far. In 1996, the United Front government set up a 
Disinvestment Commission to advise on disinvestment. A Core Group of government 
secretaries would refer certain PSUs to the Commission. The Commission would 
draw up a comprehensive programme of disinvestment over a 5-10 year period for 
these PSUs. It was for the government to act on the recommendations. The 
Commission was also asked to advise on such matters as the extent of disinvestment, 
the mode of disinvestment, selection of financial advisors to facilitate the process etc. 
 
The Disinvestment Commission formulated a broad approach to disinvestment and 
also made specific recommendations in respect of 58 out of 72 PSUs referred to it by 
the Core Group.  It recommended strategic sale in respect of 36 PSUs, offer of part of 
equity in 6 PSUs and closure/ sale of assets in respect of 4 PSUs. It recommended no 
disinvestment in the remaining 12 PSUs. 



 
 
The Commission broadly distinguished between “core” and “non-core” industries. In 
the “core” group were industries such as telecommunications, power, petroleum etc 
that are capital-intensive and where the market structure could be an oligopoly. The 
“core” group also included basic industries in which PSUs had a considerable market 
presence and in which private sector presence is still limited.  
 
For the “core” group, the Commission advocated selling government equity up to 
49%, that is, the government would retain 51% of equity. In the “non-core” group, the 
Commission advocated sale of up to 74% of government equity.   
 
The government’s broad approach (in March 1999) consequent to the DC 
recommendations was as follows: divide PSUs into strategic (defence, atomic energy 
and railways) and non-strategic. Strategic PSUs were to be kept outside 
disinvestment. In non-strategic PSUs, there would be disinvestment upto 26% 
possible but on a case by case basis. The precise extent of disinvestment would 
depend on whether government presence required to prevent concentration of private 
power 
 
Under the NDA government headed by Prime Minister Vajpayee, there was an 
attempt to shift the focus from disinvestment to ‘strategic sales’ or a transfer of 
control to private parties. The Commission was disbanded in 1999 and all matters 
related to privatisation in the industrial sector were thereafter handled by a separate 
Department for Disinvestment created in December, 1999. The Department later 
became a full-fledged ministry. The Commission was reconstituted in July 2001 after 
the expiry of the term of the first DC in 1999, submitted reports on 41 PSUs including 
four review cases and was wound up in October 2004.   
 
In 2000-01, the finance minister stated that government equity holdings could go even 
below 26%. He also announced that a Disinvestment Fund to be created to which 
proceeds would be transferred. The Fund would be used for social sector investment, 
revival of PSUs and retirement of public debt. It was hoped that the creation of a 
dedicated Fund would take the sting out the opposition to disinvestment and strategic 
sales.  
 
In 1999-2000 and 2002-03, strategic sales took place in nine PSUs, two small PSUs, 
and in 19 properties of ITDC and HCI, both hotel companies. Most of these 
transactions generated a huge controversy. They also came in for criticism from an 
audit carried out by the Controller and Audit General in 2006. Because of the 
controversy surrounding every transaction, not many strategic sales were effected.  
 
One of the first acts of the UPA government, which assumed power in 2004, was to 
change tack on privatization. Navaratna PSUs (the top PSUs), it declared, were not to 
be privatized, as also profit-making ones . A Board for Reconstruction of Public 
Enterprises set up to advise on restructuring and disinvestment. Attempts to carry out 
disinvestment  in some PSUs were stalled by opposition from coalition partners. The 
entire disinvestment process may be said to have come to a grinding halt.   
 



This was a predictable backlash against the strategic sales program carried out by the 
previous government. Given that strategic sales had yielded very little by way of 
revenues, it does appear in retrospect that the hype surrounding strategic sales in the 
NDA regime was misplaced. Total proceeds from disinvestment in 1991-2005 were 
Rs 477 bn ($     bn). Of this Rs 360 bn (75% of total) came from disinvestment, sale 
of minority shares. Strategic sale yielded only Rs 103 bn (22%) while the balance of 
Rs 1.3 bn came from sale of minority shares in oil companies to sister PSUs (Diagram 
1).  
 
Even the figure of Rs 103 bn is an exaggeration because only Rs 64 bn is attributable 
to sale of government equity. The remaining came from special dividend payments, 
restructuring of equity prior to disinvestment, employee stock option schemes etc.  
Thus, strategic sale took place in short bursts and yielded very little. At the same time, 
it has hardened opposition to disinvestment because unions fear that disinvestment is 
only a prelude to privatization. So strategic sale may be said to have harmed the cause 
of disinvestment.  
 
This is the story for non-financial firms, mostly industrial firms. Disinvestment has 
taken place in the banking sector but in a different form. The banking statute prohibits 
sale of government shares in public sector banks (PSBs). In banks, government 
shareholding has been brought down through fresh issue of shares. Thus, capital 
raised has gone to banks, not to government, and this has helped strengthen balance 
sheets. Government shareholding remains above 51% as any lowering below this 
requires an amendment to law. All but six out of 27 PSBs are now listed.  
 
There are thus crucial differences between privatization carried out in non-financial 
firms and that in banks. In the latter, disinvestment has provided a means of 
recapitalisation and shares have been bought by institutional and retail shareholders in 
the knowledge that there is no immediate prospect of a transfer of control to private 
hands.  
 
  
3. Disinvestment versus strategic sale 
 
Disinvestment and strategic sale approach the question of privatization from different 
perspectives. Disinvestment is premised on the belief that the induction of private 
shareholders into a government firm, the listing of the firm on the stock exchange and 
greater autonomy can lead to improvement in firm performance. This is especially 
true when government firms are exposed to deregulation and competition.  
 
On the other hand, strategic sales or a transfer of control to private hands is urged 
because of the belief that government firms simply cannot compete in a deregulated 
environment and that it is best for government to cash out its shareholdings before 
firm value falls. In other words, on this view, government ownership cannot possibly 
conduce to any improvement in performance; it is the private owner alone who can 
get the best out of the firm’s assets. Strategic sale alone are ‘genuine’ privatization; 
disinvestment is only a charade.  
 
These perceptions gained considerable currency under the NDA government and 
many in India still swear by them. Yet, the prevalence of these beliefs is a matter of 



some surprise because there is little support for these propositions in the vast literature 
on privatization. There is no presumption in the literature that majority ownership or 
even control must be transferred at one go in privatization in order for privatization to 
yield results.  
 
Many of the studies that document improvements in post-privatization performance 
have in their sample firms that had undergone “partial privatization” (disinvestment) 
as well as those that had undergone full privatization. For instance, in Megginson, 
Nash and Randeborgh (1994)), the number of partially privatized firms exceeded fully 
privatized firms in the sample. Partially privatized firms showed improvement in 
performance, not just fully privatized ones. The story of British privatization, one of 
the leading privatization stories of modern times, is the story of gradual disinvestment 
eventually leading to transfer of control to private investors.  
 
Megginson et al (2002) have documented the empirical evidence on share issue 
privatization (SIP) versus asset sales (the expressions are synonymous with 
disinvestment and strategic sales respectively). The evidence is that SIP dominates, 
not strategic sales. SIPs accounted for 63% of all privatization proceeds, asset sales 
for 37%. 
 
In the average SIP, 35% of equity sold, in strategic sale 74%. Thus, SIP is about 
gradual disinvestment.  SIPs are the dominant mode of sale in the industrial 
economies, strategic sale mainly in North America, South America and Africa. (In 
North America, the total sales is itself quite small).The more developed the capital 
market and the larger the firm size, the greater is the chance that SIP will be used.  
 
The fact that India has a well developed capital market implies that the case for using 
SIP is strong. Besides, as Ram Mohan (2005) has argued, strategic or asset sale may 
not help maximise government revenues. Revenue maximization requires efficient 
auctions. Efficient auctions, in turn, require the use of the correct reserve price, a large 
number of bidders, absence of collusion among bidders, etc.  
 
Even in developed economies, it has been seen that satisfying these conditions 
wherever government carries out actions is difficult. India’s strategic sales sometimes 
involved just one bidder. Foreign firms were precluded from bidding. Under such 
conditions, the chances of auctions being efficient and the government maximizing 
revenues are pretty low. 
 
That SIPs work, no matter that government retains majority shareholding, is also 
borne out by studies on SIP share performance. Megginson, et al (2000) examine the 
share performance of 158 SIPs in 33 countries over the period 1981-97. They find that 
returns over one-, three- and five-year periods compare favourably with returns on the 
domestic, world on US market or portfolios of industry-matched firms.  
 
Disinvestment works. Yet, privatization tends to be equated with outright transfer of 
control to private hands. Why? Part of the explanation could be that in Russia and in 
the transition economies, where financial markets were not well developed and where 
firms required infusion of capital, strategic sales was the only option.  Hundreds of 
firms were sold to private firms. Such highly publicized sales in recent years may 



have given rise to the impression that strategic sales are the only meaningful form of 
privatization. 
 
4. Impact of disinvestment in India: non-financial firms 
 
We saw earlier that disinvestment or partial privatization in general has not been an 
impediment to improvement in firm performance. Does the Indian experience 
conform to this evidence? Yes, it does. 
 
Ram Mohan (2005) documents the improvement in performance of PSUs in two 
ways. One is the conventional way of comparing pre- and post-disinvestment 
performance in 36 firms using six standard financial parameters. In 20 out of 36 firms, 
there was improvement in three or more parameters. Firms that failed to showed 
improvement were ones where extraneous factors mattered, such as government 
control over pricing of petroleum products or lack of budgetary support for capital 
expenditure. This study went only upto 2000. With economic growth accelerating 
since 2003-04, there is every possibility that improvement in post-disinvestment 
performance has been stronger over a longer period.  
 
The other way is to compare performance of PSUs with those of private firms. This 
does not directly capture the effect of disinvestment. But it does indicate whether state 
ownership in itself is an impediment to performance. Ram Mohan (2005) compares 
PSU performance with that of private sector in the aggregate and at the level of seven 
different sectors. In the period 1989-2000 as a whole, private sector does better. But 
we when we look at a more recent period, 1995-2000, there is convergence in 
performance.  
 
This study also compares public and private sector performance in eight sectors using 
physical quantities of inputs and outputs and applying Data Envelopment Analysis. 
The measures used are: technical efficiency, Malmquist productivity growth, 
Tornquist productivity growth, and cost efficiency. The period is 1993-99.  
 
In the aggregate (that is, across all sectors), there no difference in performance. At the 
sectoral level, private sector does better in three sectors, public sector does better in 
two sectors, rest no difference. There is thus no clear indication at either level of 
superior private sector performance. This corroborates the results obtained by using 
financial measures of performance. Over a period in which disinvestment was taking 
place and government controlled remained at PSUs, the performance of PSUs was not 
inferior to that of the private sector. 
 
Gupta (2005) examines the impact of partial privatization on Indian firms. She finds 
positive and statistically significant effect on operating performance. She ascribes this 
improvement to the stock market inducing managerial efficiency. Again, this bears 
out our contention that introducing market discipline, setting clear commercial 
objectives, deregulation, the imposition of hard budget constraints and providing 
greater managerial autonomy have the potential to bring about performance 
improvements even within the framework of government ownership.  
 
There is one other factor that must be mentioned. Indian PSUs have long had a history 
of competing with the private sector in India’s mixed economy, quite unlike the 



transition economies where a culture of private entrepreneurship went missing for a 
long period. 
 
5. Disinvestment in banking sector 
 
Disinvestment in the banking sector is part of the broader story of banking sector 
reform which commenced in India in 1992-93. It is useful, before we examine 
disinvestment in banking, to understand the broader process of reform because this 
process has departed from the norm elsewhere- and has produced commendable 
results. 
 
On this view, banking sector reform has three elements. One, deregulation of interest 
rates and credit controls. Two, privatisation of state-owned banks must take place as 
government ownership limits the potential for improvements in efficiency. Three, 
because scale has become important globally, there must be a consolidation in the 
Indian banking sector. 
 
India has opted for the first but not the other two. Interest rates are today market-
determined and many controls over credit have been phased out. However, 
privatization has not taken place. The system is still dominated by public sector banks 
(PSBs). The market share of assets of PSBs is nearly 75%, down from 85% at the start 
of reforms.  
 
Private banks have been given greater space through the licensing of new private 
banks and they have increased their market share in the post-reform period at the 
expense of both PSBs and foreign banks. Foreign banks are restricted in their 
operations although they have a slightly more liberal regime than before. 
Consolidation has been confined to private players. 
 
With the system being dominated by PSBs, what has been the impact on efficiency 
and stability of banking sector reforms? This question is relevant to the issue of 
privatization because privatization is, after all, primarily driven by the consideration 
that state ownership does not conduce to firm performance. We can look at the figures 
for PSBs; the conclusions apply to the banking sector as a whole. Ram Mohan (2006) 
documents these improvements, we cite some of the conclusions therein.  
 

(1) Profitability: As measured by net return on assets, profitability in PSBs rose 
from -0.4 per cent in 1992-95 to 0.8 per cent in 2005-06, with the peak of 1.12 
per cent being achieved in 2003-04. It is not just that Indian banks have 
achieved a turnaround. They have gone onto become among the most 
profitable in the world. Internationally, a return of 1 per cent on assets is 
considered a benchmark of excellence. Table 1 provides profitability figures 
for other banking systems (the figure for India is post-tax; for the others, pre-
tax). In 2004, among the industrial economies, only the US banking system 
did better than the Indian on a pre-tax basis. Among the Asian economies, 
only Indonesia did better in 2003 (Table 2).   

 
(2)  Intermediation costs: These costs as a proportion of assets have declined from    

a high of 2.99 per cent in 1995-96 to 2.06 per cent in 2005-06. It is often said 
that the intermediation costs in Indian banking are on the higher side. This is 



not entirely true. Indian banking costs are lower than those of highly profitable 
banking systems such as those in the US and Australia and higher than those 
in the UK, Japan and Germany, whose systems are not as profitable. This 
suggests that looking at the intermediation costs in isolation may not be a 
sensible thing to do – higher costs are okay, if the business model delivers 
higher profitability. 

 
(3)  Net interest margin (spread): The spread for PSBs has risen from 2.72 per cent    

in 1992-95 to 2.85 per cent in 2005-06. So, the reduction in spreads that one 
expects to see in the wake of deregulation has not happened in India. This is 
bad for borrowers, but as we shall see, it has turned out to be a blessing for 
banks. 

 
(4) Cost/income ratio: The cost to income ratio has fallen steeply from 73.7 per   
      cent in 1992-93 to 45.1 per cent in 2003-04. Again, internationally a cost to   
      income ratio of below 50 per cent is considered commendable. 
 
(5) Non-performing assets: In the area of non-performing assets again, the PSBs   
     have shown great improvement. The net NPA/ total asset ratio has declined  
     from 3.65 per cent in 1996-97 to 0.72 per cent in 2005-06. 
 
(6) Capital adequacy: At the onset of reforms, the PSBs were struggling to meet   
    the capital adequacy norm of 8 per cent. The capital adequacy has since risen to  
    12.4 per cent in 2006. 

 
 
 

 
Table 1: Financial indicators of India's public sector banks

Year Net income Intermediation Net profit/toCost/Income Net Non-performing
spread cost/total assetsassets assets/Total assets

1992-95 
(average) 2.72 2.68 -0.40 68.2 NA
1995-96 3.08 2.99 -0.07 66.7 NA
1996-97 3.16 2.88 0.57 64.3 3.65
1997-98 2.91 2.66 0.77 62.7 3.27
1998-99 2.8 2.66 0.42 65.9 3.14
1999-00 2.7 2.53 0.57 63.2 2.94
2000-01 2.86 2.72 0.42 67.0 2.72
2001-02 2.73 2.29 0.72 54.9 2.42
2002-03 2.91 2.25 0.96 47.8 1.93
2003-04 2.98 2.21 1.12 45.1 1.28
2004-05 2.92 2.09 0.89 NA 0.99
2005-06 2.85 2.06 0.82 NA 0.72

Source: RBI's Report on Trend and Progress in Banking; for cost/income ratio Rakesh Mohan (2005)
 
 

 



Table 2:  Net pre-tax profit of banks  (as % of assets)*
2002 2003 2004

   
United States (12) 1.7 2.0 1.99
Canada (5) 0.6 1.0 1.19
Japan (11) -0.5 0.1 0.29
United Kingdom (9) 1.1 1.2 1.15
Sweden (4) 0.7 0.8 0.98
Germany (9) 0.1 -0.2 0.09
France (7) 0.5 0.6 0.67
Italy (6) 0.5 0.8 1.03
Spain (3) 1.1 1.3 1.17
India (97) ** 0.8 1.0 1.13
 Note: Figures in brackets indicate number of  major banks included
*Post-tax profit for India
* *Pertains to 97 scheduled commercial banks in 2002 and 93 for 2003. Financial year is April-March. 
Source : Report on Trend and Progress of Banking in India, (RBI), 2003-04; BIS Annual Report (2005)
 
 
 
The above represent impressionistic evidence on the improvement in banking sector 
performance in the post-reform period. Most of the measures used relate to efficiency. 
One, the level of non-performing assets, is also a measure of stability because the 
lower the NPA level, the more stable the banking system. Another measure of 
stability, capital adequacy, too has shown improvement. The net worth of PSBs was 
negative at the onset of reforms. Today, capital adequacy in the banking system is 
over 12%, a figure that compares favourably with the better capitalized banking 
systems elsewhere. 
 
As Ram Mohan (2006) argues, the improvement in performance in the Indian banking 
system owes to several factors, including the reduction in operating costs (with 
virtually the same manpower or a smaller one supporting a substantial increase in 
volumes through the reform period), a decrease in NPAs and the associated 
provisions, an increase in spread and, most recently, a substantial expansion in 
commercial credit. The system also gained from a boost to treasury income arising 
from falling interest rates but this factor should not be exaggerated: the financial 
parameters reflect a solid improvement in fundamentals. 
 
Banks are a play on the economy and the banking sector has benefited from the 
acceleration in growth in the Indian economy over the last four years. It is notable, 
however, is that academic studies that went even only up to the late 1990s detected a 
certain convergence in performance between public sector banks and foreign and 
private banks [Das 1997; Ram Mohan 2002 and Ram Mohan 2003; Ram Mohan and 
Ray 2003a].  
 
Bhaumik and Dimova (2004) provide further confirmation of this trend. Their results 
suggest that, although domestic private and foreign banks performed 
better than public sector banks at the onset of competition in 1995-96, the gap tended 
to narrow over time. By 1999-2000, the authors found, there was no observable 
relationship between ownership and performance in the Indian banking industry. The 
evidence suggests that PSBs were quick to respond to deregulation and competition 
and that there has been an improving trend in performance through the reform period. 



 
The refusal (or inability, in political terms) to privatize and the predilection for 
disinvestment must be viewed against this background. That banks have been 
privatized elsewhere or that foreign bank presence is higher in eastern Europe or in 
east Asia or Latin America than in India does not a constitute an argument for 
privatization or sale of PSBs to foreign banks.  
 
Privatization and higher foreign bank presence elsewhere are a sequel to banking 
crises in those places. Banks failed, they had to be recapitalized, the government was 
unwilling or unable to do so, hence they were privatized. Privatization sometimes 
involved sale to foreign banks. In the Indian banking sector, where efficiency and 
stability have improved as we have seen, such a case for privatization does not exist. 
The case for privatization would be primarily ideological in nature or it would rest on 
the presumption that further improvements in performance are not feasible. 
 
Twenty one out of 27 PSBs have seen disinvestment thus far. Government 
shareholding remains above 51% in all cases (table 3). The equity offerings have been 
hugely successful with many of the issues being oversubscribed several times. The 
Indian public has come to believe that PSB stocks will deliver.  
 

BANK Government shareholding (%) 
Allahabad Bank 55.23
Andhra Bank 51.55
Bank Of Baroda 53.81
Bank Of India 69.47
Bank Of Maharashtra 76.77
Canara Bank 73.17
Corporation Bank 57.17
Dena Bank 51.19
Indian Bank 80.00
Indian Overseas Bank 61.23
Oriental Bank Of Commerce 51.09
Punjab National Bank 57.8
State Bank Of India 59.73
Syndicate Bank 66.47
Uco Bank 74.98
Union Bank Of India 55.43
Vijaya Bank 53.87
State Bank of Travancore 75.00
State Bank of Mysore 92.00
State Bank of Bikaner & Jaipur 75.00

Table 3: Government shareholding in listed PSBs

 
Source: CMIE 
 
Disinvestment in banking has taken the form of issue of additional equity to the 
public, including domestic and foreign institutional investors and domestic retail 
investors. This is because government sale of equity in PSBs is not permitted by the 
statutes. Thus, disinvestment in banking has resulted in capital at banks being 
augmented unlike in the case of non-banking firms where disinvestment involved sale 
of government equity and yielded revenues to government. Disinvestment thus has 
contributed to recapitalisation of PSBs.  
 



Ram Mohan (2005) compares pre- and post-disinvestment performance at nine PSBs 
using three financial parameters. He finds evidence of improvement in performance of 
PSBs post-disinvestment. But, this comparison is not terribly useful given pre-
disinvestment performance was depressed by non-operational factors, such as the 
imposition of stringent prudential norms and accounting norms. 
 
A more useful measure is a forward-looking indicator of performance, the stock price. 
Ram Mohan (2005) compares performance of PSB stocks with those of listed stocks 
of private banks, without and after adjusting for risk. He finds that PSBs have 
delivered stock performance comparable not only to the older private sector banks but 
to the newer private banks. This, incidentally, corroborates evidence he finds of 
convergence in performance between PSBs and private banks using financial 
measures. 
 
Whether we look at the overall story of banking sector improvement or the 
performance of PSBs before and after disinvestment or the performance of PSBs 
relative to private banks, the bottomline is the same: government ownership has not 
been an impediment to performance. There is one caveat, however, that needs to be 
entered: it could be legitimately contended that the Indian banking sector has not been 
exposed to the full blast of foreign competition and that the jury is out on the ability to 
PSBs to take on the full weight of competition from domestic as well as foreign 
banks. 
 
 6. Prospects for privatization 
 
Prospects for privatization in the years ahead must be judged against the background 
outlined in the preceding sections. Market-oriented reforms have come to stay and 
these have wider acceptance in the country than before. At the same time, resistance 
to privatization, at least to a transfer of control to private owners, is fairly strong and it 
is by no means confined to the trade unions or the Left parties.  
 
There are several considerations that today inform resistance to privatization, quite 
apart from the unions’ fear of job losses consequent to privatization. One, the private 
sector today has much greater space than before and indeed it dominates the non-
banking sectors. In banking itself, the market share of the private sector, while lower 
than that of the public sector, is expanding rapidly. Given the greatly expanded role of 
the private sector in the economy, the case for privatization as a means for injecting 
private entrepreneurship is weaker than before.  
 
The case for privatization must rest on the benefits of greater efficiency under private 
ownership and the deployment of government funds in areas that are the primary 
responsibility of government, such as social and physical infrastructure. But this case 
too has been weakened by the course of events in the post-reform period. 
 
As we have seen, performance in the public sector has improved to a point where we 
can talk of a convergence in performance between the public and private sectors. It is 
no longer true that PSUs are a drain on the exchequer or that they are a drag on 
overall economic performance. This is another reason why privatization will face 
opposition.  
 



The improvement in government finances in recent years and the emergence of 
public-private partnerships in infrastructure mean that the fiscal argument for 
privatization no longer has the same resonance. The government, it could be 
contended, has the resources it needs for deployment in sectors of high priority 
without having to take recourse to privatization. Privatization of PSUs in important 
sectors such as oil will again face opposition on the ground that these are strategic 
sectors and that government needs to retail a measure of control over petroleum 
products.  
 
But, perhaps, the case for privatization and the domestic lobby for privatization has 
been weakened by the astonishing turnaround in the Indian economy in recent years. 
With the Indian economy recording an average growth of 8.5% in the last four years, 
it is hard to argue that the absence of privatization is a serious drag on the economy.  
 
There remains a case for disinvestment as a means of raising resources for 
government and also for improving liquidity in PSU stocks. However, so great are the 
suspicions aroused by the limited amount of strategic sales effected so far that 
disinvestment is now widely perceived as a route to eventual transfer of control to 
private parties and this too faces resistance. It is conceivable, however, that 
disinvestment in non-banking firms will commence under a government that is not 
dependent on the support of the Left as the present UPA government is. 
 
Privatization and disinvestment in banking are a quite different kettle of fish. As 
mentioned earlier, under the present statutes, government shares cannot be sold. Nor 
can government shareholding decline below 51%. Thirdly, even if government 
shareholding were permitted to fall below 51% through legislation pending in 
parliament, the statutes decree that the “public sector character” of the bank would 
remain, meaning government would retain control over the bank.  
 
For privatization to take place, PSBs would have to be covered by the Companies Act 
in place of the Banking Companies Act. This would be a serious piece of legislation 
requiring the sort of consensus in parliament that simply does not obtain today. 
 
Further, even if the necessary amendments could be made to the statutes, there is the 
issue of who could be the possible private owners of PSBs. Under the present 
definition of ownership, no private party is allowed to hold more than 10% equity in a 
bank. The central bank insists that ownership be diversified in private banks. This 
virtually precludes industrial houses from owning banks because such houses would 
want greater control than is possible through a 10% equity holding. That means the 
potential owners of PSBs can only be foreign banks. Privatization would thus entail 
foreign banks having a dominant presence in Indian banking, which again would be a 
volatile issue. 
 
For these reasons, it is hard to see privatization happening in banking in the near 
future. Even disinvestment seems difficult as any further decline in government 
shareholding would push such below 51% which is not permitted now. Yet, PSBs 
would require substantial accretion to capital in order to sustain their growth plans- 
according to one estimate, Rs 500 bn is required for complying with Basel II norms 
alone. The government is planning to infuse equity on its own into the leading PSB, 



State Bank of India. For others, there is a proposal on the table to indirectly infuse 
government equity through state-owned insurance companies. 
 
The worst outcome for PSBs could be that neither privatization nor disinvestment 
takes place nor is government able to infuse equity. This would seriously undermine 
PSBs’ competitiveness after 2009, when foreign banks are to be allowed freer play in 
the country. Foreign banks have already positioned themselves for a bigger role in 
retail banking by acquiring equity in non-banking finance companies and brokerages 
and competition will intensify in the retail banking space which holds the key to 
PSBs’ financial health. It is fair to suggest that while PSUs, in general, are well-
positioned to face competition in the years ago, PSBs are not as well placed, despite 
the improvement in their performance in recent years. 
 
7. FDI in India: post-reform record and future prospects 
 
We now turn to India’s record in FDI. This was signalled as an area of top priority at 
a time when the savings rate was in the region of 22-23% and India was emerging 
from a serous balance of payments crisis. If growth was to be accelerated, the 
investment rate needed to rise to 30%. Given that domestic savings rate was nowhere 
near that level, a high level of FDI was seen as crucial to raising the investment rate to 
30%. Through the nineties, both academics and policy makers harped on the point 
that India’s record on FDI was nowhere near that of China- on FDI, India had been a 
consistent “underachiever”, although the point was also made that some of the 
disparity could be attributed to inaccuracies in China’s statistics and under-reporting 
of India’s FDI because of lack of conformity with international accounting practices.   
 
The conventional wisdom through most of the reform period has been that FDI has 
been poor because of various impediments to FDI. Bajpai and Sachs (2000) listed 
some of these impediments: a restrictive FDI regime, high import tariffs, exit barriers 
for firms, stringent labour laws, poor infrastructure, centralized decision-making 
processes and a very limited scale of export processing zones. They also noted that 
there was considerable divergence amongst the various states in their attitude or 
receptivity to FDI: the less reform-minded states had not been as conscious of the 
need to entice FDI. As a result of all this, India was losing out to other countries. 
 
The policy regime for FDI was progressively liberalized through the reform period. 
The case-by-case approach to FDI approval was replaced by automatic approval for 
FDI with upto 51% equity in 34 selected industries, subject to certain conditions 
governing foreign exchange requirements for imports and dividend outflows. 
Investment above 51% equity was subject to approval by a specially created Foreign 
Investment Promotion Board. Thereafter, measures to extend automatic approvals for 
up to 74% equity and expeditious approvals where automatic approval was not 
possible were announced.  
 
This has been an ongoing process. Sectoral caps for FDI in infrastructure (eg civil 
aviation, telecom) have been enhanced. FDI up to 100% through the RBI’s automatic 
route was permitted for a number of new sectors in 2005-06 such as greenfield airport 
projects, laying of pipelines, and export trading. FDI caps under the automatic route 
were enhanced to 100% for coal and lignite mining for captive consumption and 
setting up infrastructure relating to marketing in petroleum and natural gas sector. 



These relaxations in the FDI regime apart, other impediments to FDI were also 
tackled: import tariffs were progressive lowered, there was some progress on removal 
of exit barriers for firms, infrastructure did show improvement.  
 
For most of the post-reform period, however, despite an improvement in the eco-
system for FDI, the response from foreign investors remained lukewarm. Bajpai and 
Sachs were inclined to attribute this to fundamental weaknesses: lack of 
competitiveness and poor productivity and skills of Indian labour, among others.  
 
Even these arguments were made, there was nagging doubts about them. For instance, 
China’s FDI regime was said to be even more restrictive in some ways, the Chinese 
bureaucracy as exasperating, yet this did not keep China from attracting FDI from the 
west (as distinct from FDI routed through Hong Kong). But the more convincing 
rebuttal of these arguments comes from the sharp rise in FDI in recent years. In the 
nineties, FDI averaged $1.9 bn. In 2001-07, the average shot up to $7.0 bn. In 2006-
07, India had FDI of $16 bn.  Suddenly, the annual target for FDI of $10 bn has 
ceased to be distant. It is not as if the obstacles to FDI, cited ritualistically through the 
nineties, have disappeared. 
 
Table 4: Gross FDI flows 
Year Inflow (US$ bn)
1992-93 0.3
1993-94 0.6
1994-95 1.3
1995-96 2.1
1996-97 2.8
1997-98 3.6
1998-99 2.5
1999-00 2.2
Average 1.9
2000-01 4.0
2001-02 6.1
2002-03 5.0
2003-04 4.7
2004-05 5.7
2005-06 7.8
2006-07 16.0
Average 7.0
Source: Upto 1994-95,  
Economic Survey;  
 thereafter, RBI  
 
 
Why did FDI stay low through the nineties? What explains the rise in FDI in recent 
years? Both these questions need to be answered.  
 
In explaining FDI movements into economies, it is not enough to take into account 
the determinants of FDI outlined in the literature, some of which have been cited as 
obstacles to FDI in India. These constitute necessary conditions for FDI but they are 
not sufficient conditions. It is important to grasp that, increasingly, FDI happens 
through the M&A route and not through greenfield investment. It follows that FDI 
flows will be large where opportunities for M&A are available. 



 
The UN’s World Investment Report (2006) shows that M&As accounted for nearly 
77% of all global FDI inflows in 2005. The share of M&As has been rising in recent 
years and that of greenfield investment has been declining.  
 
In many developing countries, M&A opportunities are typically related to 
privatization of state-owned enterprises. There is thus a close link between FDI and 
privatization in developing countries. China’s FDI inflows are closely linked with the 
sale of thousands of small Town and Village Enterprises (TVEs)- in effect, China’s 
FDI may be said to substantiate the link between FDI and privatization. 
 
Whether FDI driven by M&A contributes as much to an economy as greenfield 
investment has been a subject of debate. Greenfield FDI augments physical capacity 
and brings fresh capital into a firm. M&As do not do so. They are merely transfers of 
capital to owners of physical assets. Where M&As take place through share swaps, 
there is not even augmentation of financial flows into a given country. 
 
Since privatization in India has taken place overwhelmingly through the issue of 
shares to financial investors and not through sale of assets to firms, opportunities for 
FDI to come in through the M&A route have been fewer in India. This, more than 
many of the other factors conventionally cited, might explain why FDI has been 
disappointingly low in India compared to that in other developing countries, including 
China. 
 
But, if this is true, what explains the steep rise in FDI in recent years? Partly, the rise 
in FDI reflects change in accounting practices. India’s FDI figures were understated 
until 200-01 because these did not include reinvested equity, as is the international 
practice.    
 
But the material rise in FD has, in fact, occurred only in the two most recent years, 
2005-06 and 2006-07. The underlying factor is private equity. In these two years, FDI 
is boosted by private equity flows and venture capital flows, both of which are 
categorized under FDI (as is true of other statistics such as those provided by WIR).  
 
Official figures for private equity are not available but private agencies estimate 
private equity in 2006-07 at $8 bn. That would mean that private equity accounted for 
nearly 50% of FDI. This is much higher than the corresponding figure of 18% for 
global FDI. mentioned in WIR 2006. Adjusting for this (but not for venture capital for 
which figures are not available), firm- or MNC-related FDI would be around $8 bn. 
This is still higher than the figures in previous years but still short of the target of $10 
bn which was originally about firm FDI. To compare with figures for the nineties, we 
would have to adjust for reinvested equity as well for which the figures are not in yet.  
 
It is important to distinguish between firm FDI and FDI through private equity or 
venture capital. Firm FDI brings technology, export linkages with parent firm and 
subsidiaries elsewhere and management. Private equity contributes mainly 
management. Hence while BoP effects of the two types of FDI may be the same, the 
contribution to domestic economy not the same.  
 



Private equity may be regarded as a subset of FDI through M&As. As in the M&A 
type of FDI, there is no augmentation of capital or physical capacity to start with. 
When firm FDI comes in through M&A, there is at least the prospect of transfer of 
technology and export linkages. Private equity has a great deal to commend it in terms 
of managerial or operational efficiency but one would not associate with it many of 
the spillovers that go with firm FDI.  
 
Besides, private equity has a shorter time horizon- say, 5-7 years- than firm FDI, 
which is considered virtually permanent in nature. Thus, private equity partakes of the 
character of portfolio flows- it has less of the stability associated with firm FDI. This 
again is something that needs to be taken into account by economies seeking to 
manage volatile capital flows. 
 
It is the services sector that has tended to attract the highest proportion of FDI recent 
years- in 2005-06, it accounted for $1.8 bn out of the provisional total of $3.3 bn 
(table 5) . This conforms to global trend of services being the principal magnet for 
FDI, driven by offshoring. Within services, real estate and financial services have 
been attracting the highest flows. The sector-wise break-up of FDI flows into India for 
2006-07 is not available but there are indications that there have been significantly 
larger flows into real estate.  
 
 
Table 5: Industry-wise flows of FDI (US $ mn)*

2003-04 2004-05 2005-06 (P

Total FDI flows 1462 2320 3358
Fisheries 2 10 28
Mining 18 11 6
Manufacturing 426 924 1,257
Food and Dairy Products 64 183 148
Electricity 90 14 83
Construction 172 209 191
Trade, Hotels & Restaurants 67 22 95
Transport 20 70 66
Financing, Insurance, Real
Estate & Business Serivces 206 363 452
Computer services 166 372 770
Educaitonal Services 0 2 4
Research & Scientific Services 1 5 5
Health & Medical Services 15 25 61
Other Services 2 10 49
Others 213 100 143
*Data in this table exclude FDI inflows under the NRI direct
investment route through RBI and inflows due to acquisition
of shares under section 6 of FEMA, 1999
P- provisional
Source: RBI Annual Report, 2005-06  
 
 
 
Yet higher FDI flows were meant to go into manufacturing and improve export-
competitiveness and they were also meant to augment capacity in key infrastructure 



areas. Thus, while FDI has grown in size in recent years, it has not fulfilled the role 
that policy-makers had expected.  
 
Looking ahead, there is little reason to believe that the present trend will change in the 
near future. Firm FDI, which is driven by M&A may not see a huge rise unless 
privatization takes off in a big way. Increased M&A activity in the private sector will 
provide some scope for increases in FDI. This is particularly true of the financial 
services sector where foreign firms are positioning themselves for the opening up fo 
the sector post 2009 by buying equity stakes in non-banking finance companies and 
securities firms. In general, the services sector seems poised to see more of the FDI 
action.  
 
As with privatization, so with FDI, it can longer be seriously argued that more FDI is 
critical either to growth or to improvement in balance of payments. It would be 
unrealistic, therefore, to expect that policy makers will be overly concerned with 
designing FDI policies with an eye to boosting FDI. Rather, the inclination will be to 
let FDI take its own course as the attractiveness of India as an investment destination 
becomes increasingly evident to foreign investors.  
 
8. Conclusion 
 
Privatization and FDI have been high on the priority list of “second generation” 
reforms intended by India’s policy makers. Neither has happened or happened the 
way these were intended.  
 
Privatization has taken the form chiefly of disinvestment in both non-banking and 
banking sectors. The performance of public sector enterprises has shown 
improvement consequent to disinvestment and there has been a trend towards 
convergence in performance between the public and private sectors. With the private 
sector spreading rapidly in the non-banking area and the role of PSUs shrinking 
commensurately, privatization is no longer seen as necessary for affording greater 
play to private entrepreneurship.  
 
The level of FDI in India remained low through the nineties and indeed until a couple 
of years. This was widely ascribed to the usual suspects, such as a restrictive FDI 
regime, poor infrastructure, exit barriers for firms, labour laws, etc. A closer look at 
the worldwide trend in FDI, however, shows that FDI occurs mainly through M&As 
rather than greenfield investment. In developing countries, privatization, which is a 
form of M&A, has provided the impetus for large inflows of FDI wherever these have 
occurred. Thus, FDI and privatization are linked. To the extent that privatization has 
not taken place and will not take place, FDI will be constrained. 
 
FDI has increased in recent years largely on account of private equity and it is the 
services sector that has garnered much of the FDI. Thus, the objective of fostering 
FDI in manufacturing with its export linkages and productivity benefits for the 
economy at large has not been realised. Indications are that it is the services sector 
that will continue to get the lion’s share of FDI. It does not appear that firm FDI will 
rise sharply in the absence of privatization.  
 



Going strictly by the objectives that policy makers had set for India with respect to 
privatization and FDI, the Indian record has been a disappointment. Yet, growth has 
hardly been a casualty. India’s economic growth has accelerated to the 8-9% range 
and a 10% growth rate no longer seems beyond the realm of possibility. As a result, 
the case for privatization and FDI as drivers of growth has been weakened.   
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