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I this paper 1 shall try (o do three things, First of all T want
to describe some olten-overlooked aspects ol the institutional
setting ol the private sector in the Indian economy. Secondly, |
shall comment on some conceptual problems and, finally, 1 shall
make a [ew policy recommendations.

PUBLIC ATTTTUDE AND PUBLIC POLICY

Let us begin by looking at the public attitwde toward private
business (commercial and industrial), In this connection it is
worth pointing out that there seems o be in all societies, and
most particularly in essentially agricultural societies, 4 latent sus-
picion of the businessman—especially the successiul one who has
Been able to acquire some degree of wealth, This suspicion was
present in the carly days of laissez-farre when even Adam Smith,
the early spokesman of free enterprise, pointed out in a famous
[Jﬂ.SSﬂgL'f

People ol the same trade seldom meet together, even for

merriment and diversion, but the conversation ends in a con-

spiracy against the public, or in some contrivance to raise
prices.!

Attitudes in the United States are no exception to this gen-
eral observation, as evidenced by the ]mpulnr appeal of the muck-
rakers at the turn of the century. This is worth mentioning be-
cause some writers have iried o ind a connection between Hindu
philosophy and this basic suspicion ol businessmen, a relationship

*1 am indebted w the editor of Comnerce (Bombay) for permission to
draw on an article 1 wrote recently for that journal.
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which is questionable at best. In India’s recent history there are,
however, a number of specific factors which have accentuated this
attitude. The personal experience of the Indian villager with
“business” has been largely confined to small merchants, who
frequently engage in questionable practices, and moneylenders,
who all too often exercise an onerous control over the villager.
Moreover, during the period of the British Empire much of "big
business” was in the hands of the British or highly Westernized
Indians. Thus the anti-British and anti-business feeling of the
struggle for independence often became one. Similarly, certain
communities, such as the Parsis and the Marwaris, tended to
dominate the Indian business scene. This made it possible to give
vent to anti-business feelings in communal terms. Finally, during
the Second World War and the immediate postwar period there
seems to have been a great deal of blackmarketing and profiteer-
ing, which has given further ammunition to the critics of the
free enterprise system. While the importance of all of these fac-
tors can be overemphasized, it must be recognized that they exist
in the background and influence public opinion. It is sympto-
matic of this problem that an organization which was formed in
India a few years ago to present the free enterprise point of view
to the Indian public, the Forum of Free Enterprise, has set as
one of its major goals the adherence of the Indian businessman
to a carefully worked-out code of ethics.

GOVERNMENT POLICY

The Indian Congress, even though it obtained substantial
financial support from prominent business groups, committed it-
self to economic planning when upon the urging and under the
chairmanship of Nehru it organized a National Planning Com-
mission in 1938, In 1954, the Indian Parliament officially accepted
a “socialist pattern of society’” as the goal of economic planning
in India., While it is often misleading to quibble over the word-
ing of such objectives, this phrase is highly significant in that
most Indian leaders, in an effort to emphasize a non-dogmatic,
highly pragmatic approach, carefully avoid the use of the term
socialism. Broadly speaking their notion is essentially Fabian.
The “socialist pattern of society” is based on the Directive Prin-
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ciples of the Constitution: “the State shall strive to promote the
welfare of the people by securing and protecting, as effectively as
it may, a social order in which justice, social, economic, and po-
litical, shall inform all the institutions of national life."* A recent
official explanation of the meaning of the “socialist pattern of
society” is contained in the Draft Outline of the Third Year Plan
which reads in pare as follows:

The basic criterion in determining social policies and the lines
of economic advance should be, not private profit or the inter-
ests of a few, but the good of the community as a whole. The
existing social and economic institutions have, therefore, o
be judged in relation to their role in national development.
To the extent that they do not fulfill the social purposes in
view, they have to be transformed or replaced. In reconstruct-
ing social and economic institutions, a large responsibility
rests with the State on behalf of the entire community. The
State has to plan its own investments and has to influence
and regulate economic activity within the private sector so as
to insure coordinated development to all the available re-
sources; through the policies it pursues it has to safeguard the
interests of the weaker sections of the community and enable
them as speedily as possible to come up to the level of the rest.
A socialist pattern of society has to be based on increased pro-
duction realized through the use of modern science and tech-
nology and on equitable distribution of income and wealth.
The problems of production cannot be viewed in isolation
from wider social considerations, for the manner in which
productive activity is organized itself determines to an extent
the relative distribution of incomes and the benefits reaching
different sections of the community. Programs of investment
under public ownership or control, whether these relate 10
economic and social over-heads or 1o the development of agri-
culture and industry, are therefore of crudial significance not
only for their direct effects, bur also in determining the direc-
tion of furure economic and social advance.®

This, of course, is not denying the fact that there is considerable
difference of opinion within the Congress as to how to interpret
this objective and there have been shifts in policy. Broadly speak-
ing there was a shift in the direction limiting the scope of private
enterprise from the first Industrial Policy Statement issued in
19484 1o the second Industrial Policy Statement of 1956, while
recently the government seems to have interpreted the Industrinl
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FPolicy Statement more liberally with regard o the private sector,
This seems to be true notwithstanding the [act that the Third
Five Year Plan for the first time speaks ol “progress towarnls
socialism.”

THE POSITION OF THE PRIVATE SECTOR

In looking at the Indian economy one must recognize that
the private sector plays a more important role than many outside
nbservers seem to think, (This misinterpretation, of course, is
largely the result of the emphasis that Indian leaders in their
discussions place on the socialist pattern ol society.) There ave
many ways in which one can look at this picture, At the present
time (1959 1o 1960 abour 89.G6 per cent ol total national product
is protduced by the private sector, this percentage having fallen
from about 92.6 per cent in 1948 to 1949.% Even omitting the agri-
cultural sector, the proportion of goods produced in the private
sector is about 80 per cent.” Another way of looking at this pic-
ture, which is more relevant to future rends, is the fact that very
roughly half the new investment (in the Third Plan it is sched-
uled to be a little over 40 per cent) is undertaken by the private
sector. Admittedly, this emphasizes the decline in the relative
position ol the private sector which can be expected in the Tuture,
even il one acknowledges [ully that the private sector has con-
sistently exceeded its goals. But these ligures can still be mislead-
ing, since the public sector investments are heavily concentrated
in certain limited segments of the economy: transport, communi-
cations, multipurpose river developments, the steel industry, and
military procurement. This means that in large and important
parts of the economy the private sector remains dominant,

Let us look at another area of comparison. There are substan-
tial regulations over the economy in general: foreign exchange
controls, contrel over new investments, allocation of raw mate-
rials, price regulation in a few basic industries, and so forth, The
relative weight of these regulations is impossible to measure. One
hears many complaints on the part of business men in India tha
these controls are administered to the detriment of the privawe
sector. Such a charge is hard 1o substantiate, for it involves some
dithcult problems of evaluation. For instance, the public sector,
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at least in theory, has undertaken only very high priority proj-
ects, and, therefore, it receives what at times may seem like fa-
vored treatment. On the other hand, many managers of public
sector enterpriscs complain that they must not only comply with
all the regulations to which all of industry is subjected, but that
in addition they must comply with all the regulations arising out
of their public control and ultimate accountability to Parliament.

Regarding taxation 1 want to make only two observations.
First, the common complaint of businessmen is that taxes are too
high. This complaint is world-wide, Many assertions are made
everywhere about the disincentive effect of high, especially pro-
gressive, income taxes, It is true that taxes have a disincentive
effect for most people at some level, but we have far too little
evidence on just how this effect operates to be dogmatic. My
second point about taxation is particularly relevant to the Indian
scene. It is important that taxation, regardless of the level ol
taxation, be [airly and expeditiously administered and that there
be no undue changes in the pattern of taxation. With the great
amount of fiscal experimentation in India during recent years
and the cumbersome bureaucracy administering the tax law,
these conditions are not fulfilled. It is this second set of tax prob-
lems which seems to me to have more serious repercussions on the
incentives than the level ol taxes,

One other observation is in order here, Some of the above
comments may create the impression that the public and the pri-
vate sector, public and private investment in particular, are in
competition one with the other. While this inay occur, it need
not be the case. In fact, public investment frequently has created
the framework which in turn facilitated additional private invest-
ment. This was recognized even by a spokesman for the private
sector, M. R. Masani, M.P., when he said recently:

I am not suggesting that, il there is a mixed economy where
state enterprise supplements and complements the efforts of
private unturErisE to deliver the goods, there would be any
question or challenge to the free enterprise of the joint stock
system. That is the legitimate position to take in a country
such as ours, that we need State enterprise, perhaps in certain
fields of endeavor, to supplement private enterprise. If both
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work freely in free competition on equal terms without dis-
crimination, without bias, then no one would be very much
bothered.®

It is only fair to point out, however, that Masani then goes on
to say:

But it is not the mixed economy that is threatening [ree enter-

ise; it is the trend towards jettisoning the mixed economy
increasingly in favor of what may be called monopoly State
Capitalism of the Soviet-Chinese kind.?
SOME CONCEPTUAL ISSUES

Even description is based implicitly on underlying theory in
that at least the taxonomy used is the outgrowth of a theoretical
system. This paper is no exception, The foregoing discussion uses,
as typically occurs in such discussions, concepts derived from
the analysis of industrial societies. These concepts may not be
the most useful tools for discussing the Indian economy. I, there-
[ore, want to raise some conceptual, theoretical if you must, issucs
which often befuddle the private-sector-public-sector controversy.
Presumably we want to use that system of social organization
which is most “efficient.” Unfortunately, there is no commonly
agreed-upon definition of efficiency which is amenable to even
approximate measurement. In the first instance we need to differ-
entiate between economic efficiency and other forms of efficiency;
e.g., one type of organization may maximize output or minimize
costs but may produce social, political, or other costs. For our
purposes 1 want to confine myself primarily to economic efh-
ciency. Even here, however, we have, at times, a conflict between
private and social efficiency, i.e,, differences in economic costs (or
benefits) to the individual firm and to the nation as a whole. The
smoke problem of the individual firm is the classic illustration
of this problem. For the individual firm costs are minimized by
just letting the smoke escape, whereas for the community as a
whole costs are generally minimized if the firm is required to
install equipment which will eliminate the smoke. These prob-
lems are, of course, highly relevant to the Indian scene. The im-
precision of the efficiency concept makes it impossible to establish
a clear-cut criterion in resolving the public-private-sector contro-
versy on purely economic grounds.
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In this connection 1 must comment on at least one other diffi-
culty. Many efforts have been made 10 compare the “efficiency”
of production either between firms in India and the West or dif-
ferent firms within India. Some very serious problems which arise
here are often overlooked. The production costs depend, espe-
cially in a country like India, in part on the availability of exter-
nal economies; for example, does the firm have to produce its own
electricity and provide its own maintenance services, or can it buy
such services from other firms? Man-hour costs of production are
obviously greatly affected by such considerations. Money costs in
turn are greatly affected, through depreciation charges, by the
price levels which prevailed when the plamt was constructed.
These two obvious illustrations make it clear that simple com-
parisons of the cost of production in money terms or so many
man-hours per final product can be misleading. Similarily, profits
are not a good measure of efficiency particularly in a comparison
ol a private sector enterprise with a public sector enterprise.
Profits depend not only on "efficiency” in production but also on
“efficiency” of selling: i.e., a price policy. It may well be, for
instance, that a public enterprise is “efficient” in some relevant
sense on the cost-of-production side, but that as a matter of
public policy the goods are sold at, say, cost and thus no profits
are shown. Any number ol variations are possible and profits are
only relevant in regard to efficiency if the total adjustment w a
market environment is to serve as a criterion. In public enter-
prises this dearly may not be the case.

An amplifcation of the above reference should be made in
the problem of capital-intensive versus labor-intensive methods
of production. It is, of course, not a foregone conclusion, as some
writers scem to imply, that a country like India will find labor-
intensive processes cheaper than capital-intensive methods. The
basic reason is that while labor is abundant and receives low
wages, it may not be cheap per unit of output because of the low
level of skills which prevails. It is clear, that this is a perfect
illustration of how the goal of economic efficiency (say lower
money costs through advanced machinery) may conflict with
other goals (eg. create employment opporwnities in the vil-
lages).'® Without entering into this controversy in any detail I
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want to call attention to one special problem in India which, in
my view, has tended to give new plants in India a strong capital-
intensive bias. It is exwremely difficult in India 10 fire workers
once they have served a probationary period—one could almost
say workers acquire tenure. This in economic terms has had the
curious result that, in a sense, labor has become the fixed cost,
while capital is at least more variable (with the shortage of capi-
tal it [requently has alternative uses and, thercfore, can be sold
more readily than labor can be dismissed). This is the reverse of
the traditional thinking in cconomics. Another technical point
that needs to be mentioned here is that insofar as firms can get
import licenses to buy imported machinery, they obtain such
machinery at world market prices, which do not reflect their
“true’ scarcity value in India, given the existence ol very tight
foreign exchange controls, This in turn leads o a more wide-
spread use of capital-intensive methods than would be wue if
firms had to pay a price reflecting the “scarcity value'” of the
machinery.

ENTREPRENEURSHIP

The last general topic | want 1o say something about is entre-
prencurship in India. In distinguishing between the public and
the private sector it 1s traditional to make this differentiation on
the basis of the legal ownenship; a firm whose shares are owned
by private individuals is considered private enterprise, while
a firm whose shares are owned by a public body is considered
government enterprise. [ want to suggest below some reasons why
this may not be the most useful distinction. It has long been rec-
ognized that the whole character of the modern corporation (joint
stock company in Indian usage) has changed. Increasingly the
modern corporation s run by a professional management and
not, except in the case of extreme crisis, by the stockholders.™
The full implications of this corporate behavior are not yet fully
undlerstood. Related to this change is the [act that much economic
thinking about these is—at least implicitly—in terms of Marshall's
“representative firm.” g relatively small, competitive, owner-run
firm. It is in this context that it is not surprising to fnd tha
much discussion talks about the entreprencur or the entreprencu.
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rial function. In the Indian coneext 1 find it useful w distinguish
between at least three aspects of the traditional entreprencurial
funciion, or three sepurate entrepreneurial funclions: innovation,
risk capital, and management. To the extent that this analysis is
correct it has considerable bearing on the alleged shoriige o
entrepreneurs in underdeveloped countries and changes the ooy
ol the private-sector-public-sector controversy.

First we have the entrepreneurial function in a Schumpcterian
sense, Someone must conceive ol the leasibility and desirability
{in terms of profits or possibly other social criteria) ol the enter-
prise and must organize it. He need not either Tinanee it sl
or run the enterprise after it is established, although the initial
cntrepreneur may, at least initially, do all these things. Neverthe-
less, a relatively small number of entreprencurs in this scise can
serve as catalysts in many different divections. The great influ
ence which one man, the late Dr, M. Visvesvazaya, had in
as a catalyst in the development of induostrial enterprises, espe-
cially in Mysore, is 2 good illustration. | would also argue 1ha,
#s regards this aspect of the entrepreneurial function, private
initiative seems to have an advantage over public enterprise.

Second, we have the tinancing function, particularly the pro-
viding ol equity hnancing, that is, risk capital. In India, where
savings are inadequate o the task of achieving the rate of invest-
ment needed, government may have greater access to finance than
the pri\';lle entreprenear, and, while this is olten frowned upon,
there is no inherent reason why government cannot provide risk
capital as well as other types of inancing. On balance it may be
that in India government may have an easier time in raising capi-
tal, particularly when very large amounts are needed. [ sav this
in spite of the boom in new issues markets in the last two vears
or so. The ditheulties of TISCO (Tate Iron and Steel Co.) to raise
the necessary funds lor its expansion program [rom privawe
sources are often cited as an illustration. This example, as is so
often the case, is complicated by the special circumstances ol the
illuseration. If there had been no price control on steel and il
new steel plants had not been reserved o the public sector, would
TISCO have been able to raise the necessary funds privately?

Third, there remains the function of actually running the
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enterprise after it is established; i.e. the management function of
entrepreneurship. Here very briefly, I would argue that private or
public sector enterprise clearly is not the relevant distinction. In
India, typically the most efficient enterprises (measured in some
intuitive sense) are beyond much question both privately owned
corporations with a professional management and some of the
quasi-independent public enterprises also with independent pro-
fessional management. The less efficient enterprises generally are
the family-dominated private or departmentally ("family” as it
were) controlled public enterprises. Thus the distinction of pri-
vate-versus-public enterprise becomes secondary to the more im-
portant question of the type of management involved, unless it
can be shown (and I do not believe it can in India) that one
type of legal ownership has an advantage over the other in the
selection of management personnel. One last comment regarding
management in India is called for. This is an observation which
applies equally to business, public and private, and government
and education. The personnel at the very top, be that in the
Ministry in New Delhi or the general manager of a firm, gen-
erally are extremely high calibre, but the difficulty arises from
the fact that the echelon right below the top is usually terribly
weak. There are reasons for this that 1 cannot go into here. I
would suggest, however, that this is perhaps the greatest struc-
tural weakness in the development of the Indian economy and
little is being done to remedy this situation although considerable
lipservice is being given to its importance.'?

POLICY

A concluding comment on policy is in order. The present
Indian government is, of course, deeply committed to a highly
pragmatic approach under the slogan of a socialist pattern of
society. This emphasis on essentially a mixed economy seems
appropriate for Indian conditions where on the one hand the
private sector is playing and will continue to have to play an
important role, while on the other hand government also has
certain economic functions to perform. A pragmatic approach
of this sort is always a difficult one to follow because on specific
issnes it does not give clear guide lines to a course of action.
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Nevertheless it is useful for Indian policymakers to follow the
rule of having government perform such economic activities

which are not performed, or not adequately performed, by the
private sector. There is no question about the fact that Indian

policy has at umes had dogmatic overtones in favor of the public
sector. On economic grounds (as distinguished perhaps from po-
litical considerations), this should be avoided. Similarly, how-
ever, spokesmen for the private sector, to be most effective, must
avoid dogmatism in the opposite direction. It is only in this way
that the Indian economy can mobilize its latent resources, both
in the public and in the private sector, without necessarily fol-
lowing cither the American or the Soviet “"model” of develop
ment, or taking any other imitative approach. If this is done,
given the present industrial base in India, substantial progress
is possible,
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