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The early development of Indian industry had several unique features: it was one of the first instances of long-distance foreign investment in manufacturing. In eastern India, the export industries drew capital from investors in Britain and expatriates living in India and entrepreneurship from British firms.  In contrast, the main industry that developed in western India was cotton textiles, an import substituting activity, which drew capital and entrepreneurship from Indian merchants in the hinterland. Firms were floated on the London Stock Exchange as sterling companies or in India as rupee companies. The sterling companies raised their capital in Britain and traded their shares on the London stock market. Some sold block shares to British expatriates in India. The rupee companies raised capital from Indians as well as British expatriates.
The paper seeks to explain the pattern of investment in India under British rule. While the export oriented industries, such as tea and jute relied largely on British investment, the major import substituting activity, the cotton textile industry was dominated by Indian owned firms. While the existing literature has explained the dominant role of British investment mainly using political and social advantages arising from the imperial domination of policy and its access to economic and social networks, this paper argues that economic and informational factors play an important role in determining this industrial divide.

British entrepreneurs had good knowledge of the export market, in the mother country, that Indians did not have. On the other hand, Indian industrial entrepreneurs had extensive knowledge of the local market, coming from their background in trade. Thus the divergent flow of entrepreneurship can be explained by the comparative advantage that each type of had, Indians for the import substituting industry, and British for the export industries. We argue that capital flows followed flows of entrepreneurship, due to problems of moral hazard and asymmetric information. Consequently, investment flows were influenced by the extent of knowledge that investors had, and their links with entrepreneurs. 

The size of the initial investment did not prove to be a barrier to entry. Our main finding is that in each industry, the majority group had the larger firm, although this difference is not statistically significant. That is, in the cotton textile industry in Bombay, the Indian firms on average were larger than British firms, while in the jute industry, British firms were larger. Thus the hypothesis, that Indians were uniformly more capital constrained, is not borne out. Although Indian entrepreneurs might have faced capital constraints, this constraint was not absolute. They could raise capital through the indigenous networks.
Instead the role of community networks in determining entry into industry was more important. The decision to enter into industry was made easier by the presence of entrepreneurs from the same community suggesting that informational flows were easier within the community.
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