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The multiple mega-corruption scandals have exposed yet again the gaping holes in our governance system. Any "fix" for this problem must include
scaling back the role of the government in activities in which the private sector has the necessary competence. Among other things, this calls for
bringing the privatization of public sector undertakings (PSUs) back on the policy agenda. Fiscal compulsions have yet again returned the
government to minority equity sales in PSUs, but a genuine exit from production activity requires transferring the management into private hands.

The developments in two sectors—telecommunications and airlines—powerfully illustrate what the private sector can accomplish when the public
sector withdraws, even if partially. For decades, Indians suffered a poor telephone service, which was accessible to only a select few. Under the
department of telecommunications' monopoly, there were just 5 million telephone subscribers until as late as March 1991. The entry of private
providers in the early 1990s, coupled with the implementation of the new telecom policy in 1999, dramatically altered the picture, with subscriber
numbers reaching a staggering 723 million in September 2010. Private sector companies supply nearly 90% of these subscribers. 

In a similar vein, air travel has gone from being the exclusive preserve of the rich and of government officials to within the reach of the common
man. The private sector has led the way in this too: from being totally absent in the early 1990s, it accounted for 82% of the market in 2010. 

These examples suggest that one route to the withdrawal of PSUs is gradual dilution of their share in the market. Data shows that this process has
been at work in almost all sectors in which PSUs operate. Many government enterprises run at a loss and keeping them afloat for long at the
taxpayer's expense has high social costs. 

A recent comprehensive analysis of privatization episodes in India by one of us (Gupta) offers compelling evidence in favour of increased returns
on investment following privatization. The favourable impact turns out to be many times larger when privatization involves the transfer of
management into private hands, rather than just the sale of minority equity. 

Between 1991 and 2010, the central government raised approximately Rs 960 billion through minority equity sales and outright privatization. Of
247 central government enterprises, 46 have been subject to minority equity sales without transfer of management. The National Democratic
Alliance (NDA) also undertook strategic sales involving majority equity stakes and the consequent transfer of management into private hands in 14
enterprises. 

Taking the minority equity sales episodes first, it turns out that the enterprises subject to these sales experience a significant increase in average
sales, gross fixed assets, profits, net worth, and cash profits in the post-sales phase. Comparing disinvested enterprises to enterprises that have been
selected for privatization but have not yet sold any equity, a 10 percentage point rise in private equity is shown to increase, on average, annual sales
by 3.3%, returns to sales by 3.8%, and net worth to sales by 17%. Disinvested enterprises also experience a significant increase in access to loans,
suggesting improved prospects for financing future growth. Furthermore, disinvestment does not result in lower employment or reduced wage
compensation. 

The positive effects are magnified manifold when privatization involves the transfer of management. The sales and returns to sales increase on
average by 23% and 21%, respectively, following genuine privatization. The improvements in performance are not accompanied by layoffs or
falling worker compensation. One reason for larger gains when privatization involves the transfer of ownership is that it ends political interference
in PSUs. 

These results accord with the argument that private entrepreneurs are better equipped to take commercial decisions than government-appointed
managers who must balance commercial considerations with a variety of non-commercial objectives of the government. 

It is important to note that privatization of many of the largest PSUs, which happen to be in sectors such as electricity, mining and mineral, is not
at issue at the moment. For example, few advocates of privatization suggest privatizing the National Thermal Power Corporation, Oil and Natural
Gas Corporation Ltd. or GAIL (India) Ltd. any time soon. What we must do, however, is to begin developing a strategy of genuine privatization of
many manufacturing and services enterprises. There is little defense for keeping firms such as Air India, HMT Watches Ltd., Indian Drugs and
Pharmaceuticals Ltd., Hindustan Cables Ltd. and National Jute Manufacturers Corporation Ltd. in the public sector. The discussion on
privatization should be an essential part of the broader debate on governance that the recent corruption scandals have triggered. 

(The authors are professors at Indiana and Columbia Universities, respectively.)
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