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Surplus Generation Through
Public Enterprise

Taxs Krisana PATHAKY

Introduotion

Till the end of the nineteenth century, the philosophy of ‘laissez-faire’ propounded by
classical economists réigned surpreme, and the free operation of the forces of supply and
demand in the market place was the general rule ol economic policy. The activities of the
State were mainly confined to providing public utilities, and creating the fequired economic
and social infrastructure. It was strongly believed that maximization to private benefit also
lea'dg to maximization of social benefit. However, after the sucoess of economic planning in
the Soviet Union, the Great Depression of 1929 and the rising influence of Keynesianisni, it
was increasingly realised by the governments, especially in the developing countries, that they
could no fonger rely on market forces for rapid growth, Consequently,the governments were
called upon to take the initiative in the development process of the country very actively and
in 'pr'ovidi‘ng goods and services. This envisaged an important role for public sector enter-
prises.

Preseritly, pu‘bl‘i'c enterprise hias beconie a worldwide phenomerion. The extent of the role
assumed by public enterprisés in stimulating economic activities varies according to the
p‘:_jrit"rcgl compulsions of the regime, In socialist countries like the Soviet Union, China and
Yugoslavia, where there is virtually no private sector, public enterprises have emerged as the
predominant institutional mechanism for development.In the market economics of both the
developed as well as developing countries too, they have come to play an increasing role.
In the developed countries like the UK., France and Itaiy, a sizeable growth in the assets
of public enterprises Has been registered. But still in those countries private enterprises
rem&iﬁ the primary engine for economiic activity, and public enferprises act as subordinate
ﬁo:‘ and supportive of private entérprises. In the developing countries, they can play the role
o-ti both premoters as well as instruments for development.  But in the South Asian coun-
triey suc-:h as Nepal, Hidia, Pakistan and Srilanka, public erterprises basically played the
supportive rofe in the developrdent of the bourgeoisie,
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In India, the ruling Congress Party for the last thil"ty;ﬁve years has comitted itself
to socialism ‘but in fact, in practice this can be seen as no more than extending the scope
of public enterprises. It has never becn serious iu any way curbing the growth of the private
sector. Even after nationalization of banks, state supported financial institutions were as source
of capital to support the growth of the private sector, Public enterprise came to play a similar
role in explicit support of the bourgeoisie in Pakistan and Sri Lanka in the pre-1970° phasc
and forNepal throughout this period. However,in BanglaDesh and Fakistan after 1971 (after
the takeover by Bhutto), public enterprises grew explicitly with a view to frustrating the
growth of national bourgecisie or reducing their power, Thus, whatever may be the object-
ives-defence, political ideology, social philosophy and the state of economic development state
ownership and control of enterprises has been accepted in varying degrees in different
countries of the world, The world-wide acceptance of public enterprise system has led to a
controversial but crucial question like whether public enterprises should generate surplns out
of it ?

This paper aitempts to define the concept of ‘surplus generation® as one of the prime
objectives of public enterprise;put forward the case for and against it, and finally analyse its
need in the Nepalese context. '

Meaning of Generation of Surplus _ : ‘

The emphasis on the term ‘generation of surplus’ is 'fundamentally_ based upon the
socio-political envitonment of a given country where the enterprise to be studied is located.
In all modern commanities, the paramount economic goal is the satisfaction of the pressing
needs of the members of the economy. In economic terminclogy, it means the rapid economic
growth in gross domestic product. But the means to achieving this economic goal differ widely
among uations because of the prevailing economic factors and political system. .

In the U. 8. A. where free competitive market forces play an important role, pricing -

system helps allocate the resources. But the socialist countries like the U. S. 8. R. and the
G.D.R. have stressed the state-ownership and management of all the productive resources.
However, within the ““mixed econcmy model”, still other countries, especially the developing
ones, have followed a path between the two extremes. For exampie, Nepal adoljted the“mixed
economy model” with the implicit understanding that the state and private sector can
complement each other in the development Process over tlme R oo il
The terms ‘profit’ and proﬁtablhty w11l be mtcrchangeab!y used to refer to* generatlon
of surplus.’ By surplus is meant the balance of resources. cxpected to be available with an

enterprise after providing for its working expenses and interest payments, and various pro-. -
visicns for liabilities. To put it in an alternative way, ‘surplus’ is the amount ofresources_ E B
left with an enterprise in the form of retained earnings, and the provxsmn of deprecmtlon Eh '
besides the dividend payments to be made to the owner, viz., government, In other words,

surplus is a part of the value of production which directly re-enters the economy to finance

further growth. Regarding the question of generatmg surpluses, t}:]:er_e_are_ views for and

against it
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Arguments For and Againsi the MNecessity of Surpluses In Underdeveloped Countries

Proﬁmbz!;ty and Public im‘eresz

It is possible to argue, as has been argued by some, that the aim of public enterprises
is not to work for profits but to serve the public interest by providing goeds and services
The profit motive of public enterprise is sometimes rejected on the ground that the enter-
prises running at deficits will be making a contribution to the welfare of the community
through selling of cheap gas, electricity, transport, water and postage. If high prices are
charged for public utilities like electricity, transpoit, etc:, there would be a rise in the cost
of production of those commodities which use them as:inputs: This will have a cascading
effect and the rise in the prices of finished goods thay lead to creation of inflationary tend-
encies in the econcmy. It is, therefore, sometimes suggesfed that in consumer goods industry,
the ‘surplus price policy’ may be followed and in the intermediate and capital and basic
goods, the ‘break—cven’ one.

Meanwhile, the question arises: What is pubhc mterest" or: “social obligation’ ? It the
term public interest is interpreted to include all policies that aim: it the rapid expansion and
growth of the econmomy, and all means that help the fulfilment of the targets of the plan,
there would be no contradiction between profit-making by public enterprises and serving the
national interest, because profits help serve the national interest by further growth in the
economy.

In fact, there is no contradiction between financial and commercial objectives on one
hand and social objectives on the other.To illustrate this,an interesting Indian case is cited
here.Praxy Fernandes, former Director General of the Bureau of Public Enterprises in India
plts the empirical evidence like this:*“1 had the unenviable task of assessing the performance
of over 120~ public enterprises and placing an annual report before the Indian Parliament.
This assesment was a'composite one, indicating both the financial returns of the enterprises
and the contribution’ Whiéh they are making. towards the ‘attainment of social goals. The
Bureau made a very curmus dlscovery the public enterpnses whlchwere efficiently run,which.
were making profits and’ generating surpluses were prec:sely the 'nterp: ses which were comi=
mbutmg most towards the attalment of socxal ob_]ectlve. On thef ther hand" he meﬂicmnt

rvice is neceSsar'y, _

‘Services rendered )
in 'lear terms,

g ods and services (whlch mclude _3
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a reasonable rate of return on capital) provided by the public enterprises should be compa-
ratively lower,then it shounld issue instructions to the public enterprises in this rogazd in the
clear terms.

Thirdly, once a decision regarding social service is made by the government and ins-
tructions given accordingly, the cost of social service in financial terms should be quantified.
After this the crucial question arises: Who shall pay for these serviges and by what means?
This is really a very important decision which should not be ovﬁrloéked '

Next, after quantification, cither the rate of return fmm that partlcular unit should be:
adjusted according to the government poliey or the government should provide a submdy
for the estimated deficit arising from the performance of social service. -

Finally, the instructions issued by the government if followed strictly, would serve as
automatic control mechanism in the public enterprises. e

In the U.K., the policy regarding providing subsidy is quite clear. To quote Here fr‘o'in
a UK., report: ““Where extra social or wider public interest obligations are imposed onor
undertaken by the industries, they should be publicly identified and appropriately financed
by the ministers concerned,”? Ry o

However, the argument that the pubtic enterprlses should not make any profit on the-
ground that they are meant to serve the people is misplaced and irrelevant,and not appealing
in present times when capital has a~cost and when people aspitre for achieving an increase
in their standard of living in the shortest possible time, In fact,in an underdeveloped country
where there is extreme shortage of capital, low savings and the rate of the capital formation
is quite low and much of the developmental activities have, of necessity, fallen on. the state,
public enterprises have to play a more positive role in the natien’s economic development,

In this connection, a U.N,Seminar stated that “‘industrial enterprises. .. should normally aim

at something very mnuch more than a break-even position. as they can be expaeted {o contri-
bute slgmﬁcantly to. the process af capital accumulation, the surplus being cither ploughed
back into enterpnse 1tself or made avallable fot other cntezprises thmugh t.he Mmlstr:y af‘

o1 elsewhere in the economy
of Public Enterprises” held und
the conclusion that pub]" '

other portion should be pIoug

growth. Thus the U.N. Semm '
surplus in public enterprlses 1
enterprise. :

rther expansmn dwermﬁcatlon and growth of the concemed
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Suwrplus and Se:j‘-’-Financz‘ng

In the developing countries; governinents expect the publicenterprises to yield resources
for financing not only the latier’s own expansion but also financing the national plans, In
fact, the increasing obligations of the public enterprises in mobilizing additional plan reso-
urces have been widely and increasingly recognized in the plan documents of developing
countries. This has been accepted in Nepal too since the formulation of the Second Plan.

In India, both the Government and the Planning Commission have consistently empha-
sized: generation of surpluscs by public enterprise. For example, the draft outline of the
Thlrd Five Year plan stated: “‘the surpluses of state enterprises will have to be maximized
. ...in suitable cases through adjustment in prices,”’ Prominent econpomists like D R. Gadgil,
V K.R.V, Rao, X.N. Raj and others have supported the pohoy of making profits by pubhc
- enterpnses

In the U K., there aie some economists Iike"I'.M.’D. Little and Harrod, who are in
favour of earning as large an amount of profits'as possible.  Profit is necessary, they argue,
" for expansion of the concerned enterprise, for welfare of the worker and for contributing to
the national revenues. They have aIIeged' that the prices and profits in nationalized industries
have been deliberately kept low, leading to a wasteful use of the products of these industries
-~ and this has distorted investment allacation. : :

Regarding earnings of profits by the publlc enterpmes I. M. D. Little states that the

larger the public sector, the more important it becomes that this sector, taken as a whole.
should earn profits. These profits would be required to finance expansion and development
of the industries concerned. It is also equally necessary to contribute to general revenues, He
_""'suggests that profits be used partly for expansion and renewal, and partly for workers’ welfare
L and partly for augmenting the national revenues,*
e Turnlng to. the question of surplus vis-a-vis borrowing for financing expansion programs,
: assummg "that the government does not come forward with equity capital in full amount
necesmtated fo1 the expansion, and also does not support with loan finance, the enterprise
concerned has to find the necessary finance either through surplus or through mstltutlonal
loans. , EUR - : .

Each enterprise must earn certam surplus funds through pricing process if it wants to :
have a certain rate of expansion, Now, if the funds necessary for expansion: are not prowded-_'

_ : _by the prwmg polloy, they have to be borrowed from external sources. Then interest
i payment to the lendmg 1nst1tutlon becomes a cost to the enterprlse In order to keep the

borrowmg obhgatlon to the mmlmum the enterprlse has to make: reasouable rate of profit. o
This is even’ necessary to bulld up the urut’s credltworthmess for borrowmg But if the

enterpr:se cannot make some: proﬁt say, a normaI rate of proﬁt then eﬁher tne ‘expansion -

program has to be dlscarded or it shouId Iook upon the government 48 its ‘saviour, as the-
latter is the last resort for prov1dmg ﬁnance In thls case government has to divert part of .

:its'scarce financial resources to the enterpnse Thus on the whole there isa strong case for o

'makmg profit by a public enterpr:se
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Sir Roy Harrod even went to the extent of expressing the view ¢, that the nationalized
industries be told in future they will have to find all their capital reguirements by internal
finance...””” o

Unprofitable Services and Profitability

The case against profitability can also be éi'guéd in terms of the unprofitable services
assigned to public enterprises. For the time being suppose that certain commercially unpro-
fitabie activities have been imposed on a particular public enterprise. As a result of this the
objective of profitability cannct be achieved. But the enterprise has to earna reasonable
rate of return for its existence, and the financing of social sexrvices should come from the
treasury. In the U. K.,government’s policy in this regard has been made clear by the White
Paper of 1967. To guote here: ““Where there are significant social or wider economic costs
and benefits which ought to be taken into account in the industries’ investment and pricing
these will be reflected in the government’s policy for the industries, and if this means that
the industry has to act against its own commercial interests the government will accept res-
ponsibility,”’® In the same paper it has alsc been expli’citly mentioned that, where necessary,
the government will make a special payment to thc mdustry or make an appropriate adjust-
ment to its financial objective. o S AR

The Herbert Committee (UK. )has severely attacked the pub];c cnterprlse board’s wooly
notions of serving public interest. To quote here “We state our view without any qualification
that the governing factor in the mlnds of those running the boards should be that it is their
duty to run them as economlc ‘Goncerns and to make them pay.”* '

Generating Surpluo and t!ze Socialist Economy

Of late, there is a striking emphasis in the Soviet Union, the home country of thousands
of public enterprises, on generation of surplus. Evsey Liberman,a prommentSowet economist,
advocated that the pubhc enterprlses should have proﬁt ob]ectlve and in fact : ;t shou!d be
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tax on the products of public enterprises.™ This clearly underlines the importance of profits
from the public enterprises in the U.B.5.R, Thus, industrialization ia the socialist countries
rests on the profitability of public enterprises Profits have been quite helpful in making the
process of economic development entirely self- financing.'®

Profits for the Establishiment of a Secialistic Pattern of Society

The All India Congress Commiitee inits Ooty Seminar Reporthas stated,that state enter-
prises are not invariably social utility concerns. They have to serve as important media for
raising resources for development. It also expressed the view that in the conditions of an
underdeveloped country, there should be no objection in theory to the use of state trading to
finance development, The Report recommended that state trading and/or differential taxation
should be catended to selected commodities * which yield a good margin of profit.** At the
same seminar, while presenting his paper,V.K.RQV. Rao argued that public enterprises must
be carried on a profit~-making basis. He adds’ that not only the public enterprise must yield
an economic price but also get for the community sufficient resources for financing a part of the
investment and maintenance expenditure of the government. Rao had expressed these views
keeping in mind the establishment of a socialist pattern of soclety in the country.'®

Should Profits of Public Enterprises be Comparable to those of the Private Sector 7

The U K.’s Conservative Government in their 1961 White Paper stipulated that profits
and returns in nationalized industries should be comparable to those in the private sector.
If profit rates are lower in nationalized industries,the government has to support its expansion
and growth, and as a result, nation’s savings will be diverted to nationalized industries, In
1967, the British Government published a new White paper on nationalized Industries: A
Review of Economic and Financial Objectives. It started from the position that nationalized
industries should be operated basically as commercial concerns and must have the objective
of promoting as effecient ailocation and use of tesources.'®It was also indicated that invest-
ment should be directed to those activities where the expected returns were greatest. As a part
of more specific giirdelines, public sector industries were expected to cover fully their acco-
unting as well as operating costs, and avoid deficits.*” A public enterprise should be able to
provide a rate of return on capital comparable with that earned by a private enterprise.®

Prafit and Other Sources of Government Reverue

©On'a different basis,Hanson endorses the view that public enterprises should carn profits.
To him' proﬁt eatning is necessary for the purpose of redistribution cof income. If the entet- B
prise makes no proﬁt its: acuwtles have to be financed by the government,raising the necessa.ry"':
funds by mcreasmg taxatlon 01 by 111ducmg mﬂatlcm or through pub]xc bolrowmg EE :

of certam well-off members of the comrr*umty e

The- profit ohjective: of the pub!lc enterpr:se hasw[su been supporte €
that it will _h_elp to reduce pub_hc debt. If public. en_t_erpn_s_es _selt_ their produectiat:
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will give rise to private income, and government, on the other hand, has (o borrow from
private sector for investment on development projects. To quote Hanson, **...in countries
where (a) taking powers are weak and (b) the emphasis on state mvcstment 2s means of
economic development (for ideological reasons or for practwai reasons or for both',the making
of profits by some (if not all) public enterprises will be botl desirable and mecessary.” 20 In
fact, it is both a dlrect "and convenient method of Contrlbutlng towmds nattonal capital
formation, : :

Profir and Exploitation of Consumers _ .

The argument against profit-carning by the public enterprises is that once it is decided
to follow a pelicy of profit, there may be a continuous temptation for the government fo
raise prices of the products of public enterprises to meet its increasing néeds for revenues.
This would lead to expleitation of consumers through the monopoly power crijoyed by the
public enterprises. In this way the poor consumers have to be at the' mercy of thé state,
““Public enterprises generally have some degree of monopolistic power and’ a’ directive to
maximize profits would inveritably lead to ‘exploitation’ of consumer.”” 2V It is also said that
the profit motive of the enterprises should be abandoned because thé public enterprises will
always be tempted to hide the inefficiencies and the resultant higher costs by raising prices,
However, if appropriate guidelines in regard to profit and price policy are issued, and the
norms for costs are set by the government, this situation need not occur.

Profitability and Mixed Enterprise

The governments of developing countries have started collaborating with th-ei_forei‘gn as
well as local private sector firms. In such a case, when public enterprise has to work in
collaboration with local or foreign private firms, the principle of “generatifg surplus’” bas
to be followed. The private firms do not agree to invest their funds or permit the use ofthen‘
patent rights W]thout being adequately rewarded for the same. :

_ It 13 qmte clear that whether it is a developing economy or a deVeloped one capltahs‘r
socialist or mixed economy profit is necessary at least to keep the enterpnse gomg and to
make a maximum contribution towards the development of the country If' it does not gene-
rate any surplus for its own expansion and development, it’ cannot keep gom g and becomes
‘permanent Hability’ to the state. In fact, *‘the essentlal prupose of any enterprlse is: no‘r tor
be an asset,’’ 22 e S ; S

Stephen A. Marglin; af'tér we 1ghmg the- pros and cons of generatlon of surpluﬁes by
public enterprise, concludes that the: posmblhty of recovarmg costy thirough reverue: should
not necessarily be decisive in the allocation” of investment funds nor shosld the cost recovery
determine price policy of public' enterprises, once they are in exsstence He supports ‘the
operating defict, if any, only on the ground that the p projects are in ex1stol_ e_: He I'BJECtS ﬂlef,'_'
disposing off of public enterprise, just on the ground that pm:e does not reco*Ver “costg, 2?0

Now, to sum up the arguments in favour of and agamst proﬁt—makmg by pubhc ente'
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prise it can be said that profit should be generated at least for the existence of the concerned
enterprise and for financing the economic development of the country, There is no vicious
or immoral about generating surplus in an industrial unit; it is a legitimate social aim. In
fact, it should be made one of the criteria for evalonating the performance of public enter-
prise. In iis absence, the enterprise will be a continuous burden on the government and has
to be subsidized through taxpayers’ money. The government should make its policy clear
regarding the rate of surpluses return on eapital employed and the amount of surpluses it
expacts from various industries taking into account the objective of the enterprise, its cons-
traints, etc. Non- profit making may be an excepticn, not a rule.

Surplus in the Nepalese Context .

One of the main reasons f'or creatmg pubhc enterprises in the underdeveloped countries,
as mennoned earlier, is'to Taise the internal resources by way of retained earnings and
Cdividaat payments In Nep'l] t0o, HIS Majesty’s Government has deliberately envisaged the
:'publlc enterprises as the instrument of mobilizing resources in the country. This objective
has been explicitly mentioned in various plan documents of the country since the formulation
_of the Second Plan in 1962, Further, IMG has issued a circular to all the public enterprises
“in June 1980 to earn a certain rate of return on their capital employed.® Earning a fair rate
of return on assets is, therefore, one of the desiderata of public enterprises in Nepal.

Earninga target rate of return is important as well as essential. Some of the arguements
in support of the stand may be given here. First, the evaluation of public enterprise perfor-
mance in financial terms would be facilitated.Secondly, the enterprise would be less dependent
upon public money.and as a result, they could plan their productive programs independently.
& :me'tl[y, a prescribed minimun rate of return would help them expand, diversify and grow.
- Of course; the amonnt to be generated by public enterprise depends on Government’s policy.
l‘hcl‘nd:an Planning Commissicn, in its Third Plan, urged that profits should be large enough
' 'f'm ﬁn:mcmg the exp«malon programs of the public enterprise, %

- If the nubhc euterprlses are niot dependent on the government for their expansicn,they
can maintain their Independence and 1n1t1at1ve to a great eatent. Otherwise uncertainty with
change in political sitaation. pohtical and: Iobby pressures may come: into’ plan; These factors
~ hzve played some role in the U, S, where public enterprises are sibjected to annual public

“rappoopriation. The depsndence on State subsidies has increased the degree of government..

__:__'wnrml over the pablic enterprises in.' France. However, giving subsidies and grants to'a
- pablie: eaterprise in a mixed economy like Nepal where the private enterprises also operate '
side by side is morally unjust and economically unsound. It simply helps to conceal the;r s
meﬁic:ency and financial indiscipline, entailing a direct burden on the taxpayers. R

: - Thus, in the coptext of Nepal ‘where public enterprises have been cstablished with the
exphmt objcctwc of generating surpiuses for further economic development, carning surpIus-
is campatlble with the pational economic goals. The question sheuld not be whether th

need for earnmg certain level of profit on investment in a given economy but 1t w
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be *how much surplus is o be gensraied by cach enterprise 7 and ‘who is o receive it 7
Regarding the latter question, in the present context of Nepal, a part of the profit that n
public enterprise makes goes to the treasury of His Majesty’s Government by way of dividend
payment?®® which is meant for further economic growth of the couniry, and the balance is
apportioned for various reserve funds, and retained earnings. The amount so apportioned
could be used anytime for reinvestment, expansion and improvement of the enferprise.

Regarding the first questicn posed above, as 1o ‘how much surplus is'to be generated 7',
the government has to decide as it is the owner as well as the poliéymﬁker This has to be
done taking into consideration the nature 6F market in ‘which & particilat public enterprise
is operating, its surplus— generatmg potent alxty,natlonal objectwc ‘enterprise consiraints,efc

Therefore, the: debate should nat bc 1bout th;, correctness of earping the profit, It
- should rather “categorically be emphas;zed that” avery enterprise should: earn a specific rate

of return on investment,” and finally, it shounld be linked with the pricing policy of euh

enterprise,

Even in a private enferprise economy such as in the U, K., public corporations were
created with a view to conducting their day-to-day business in a commercial way; that is, in
very much the same manner as a private company. There has been a statutory reguirement
that the corpotation shall pay its way; that is, **.. the revenues of the Board shall not be
less than sufficient for meeting all their outgoings properly chargeable to revenue account con
an average f good and bad years.”'?® This geﬂe.r'ai' politzy{ is to be found in Section 36 (1) of
the U.XK.’s Blectricity Act, 1947. ' ' '

In India, Government pohmes 1egardmg proﬁts are quite cleal For. example, the
Admiaistrative Reforms Commission in India recommended thati () public enterprises in
the industrial and magufacturing fields should aim at earning surpiuses t0Make a substantiai
contribution to capital development out of their own earnings,besides making a contribution
to the exchequer, and (b) public enterprise, in any event, pay their way and should not run

into losses except in pursuance of express directives issued by the government fur promoting
public interest.

The Indian Government issued scme instructions guiding the palicy to be adopted for

declaring dividends. They were®: (i) Current profits of the c:(:'mpé_r.y:'é}t'cu!d be first appre-

priated to accomodate the losses of the past years; (i) Current p_:c?ﬁts" may also be appre-
priated to writing off preliminary expenses, research é.hd'devs:_*{i\'phféfﬁ: expenditure, defeired
revenue expenditure, ctc. by instalments spread over a number of ‘vears; (iii) Of the net
suiplas available for distribution,a part may be appropriated to baild up reasonable reserves
and augment internal resources to finance the approved schemes of capital expendnure ot to
meet immediate financial obligations without much: strain;. and-' (w 'The bﬂa.rce 'wcz]abb
sho ﬁld be utilized for distribution as dividend on eqmty capi negulde  further
that i the cass of manufacturing enterprises, - they: should : Nt A de 1d‘ef1& "of at least 6
per cent gomg up to 15 pel cent on capltal B
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Finally, here it would be appropriate to quote J. K. Galbraith: <If | kad 1o lay down

a measure of performance for the publicly owned corporation in the developing country it
would be the earnings that it is able te putinto its own expansion, The most successful firm
weuld be the one which by its efficiency and drive finds the earaings that ta Icw rt the greatest

1o wth
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