













































































































































































































































































































































































































































































is co
thi ntext the present study assumes relevance by focussing

on (1) the factors influencing the two sources of funds of

the corporate sector, namely, internal and external. and (2)

an analysis of the funds raised through stock market.

Data collected from the Stock Exchange of Ahmedabad

are used in this study. The relevant data were compiled from

the balance sheets of those companies which had a paid up
capital of Rs. 3 crores and above as on June 1988 for the
period 1980-81 - 1987-88 and (2)‘from the prospectus of the
companies which went public in the vyear 1988. For the
purpose of analysis the 8 year data of the 102 selected
companies were pooled, whereby we had a total of 81%6
observations: 102 observations for each of the 8 year period.
The analysis was carried out using simple statistical tools
like averages, percentages, ratios and stepwigse regression
method for analysing the determinants of internal and
external funds. The advantage of the stepwise regression
method is that, it brings out the relative importance of each
of the statistically significant independent wvariable 1In

explaining the variations in the dependent variahle.

7.2 Summary

The analytical framework of the study helped in

identifying the factors that generally influence the two

sources of funds. They ara:



(1) The prevailing economic environment (2) age and size of

firm (3} the dividend policy followed by the firm (4) the

corporate income tax paid by the firm (5) the cost of raising

funds externally (6) the level of outgstanding debt and (7)

the investment requirements of the firm.

Tha industrial policies g0verning the private
corporate sector and the changes in these policies over a
period of time that gives an idea about the economic
environment in which the private corporate sector works, was
presented in <chapter IIl. This chapter also traced the
corresponding changes in the financial sector. It was
brought out that, Wwith the commencement of the planning era,
foundations for industrial development was laid with a
specific objective to create a strong infrastructural base
through the public saeactor. But the limited rescurces of the
government restricted the public sector activities to the
core sactor and in rest of the areas the private secter was
allowed to set up industiry. The industrial secteor at that
time was highly regulated by the system of licensing coupled
with restrictions on large houses, delineating the industries
in public sector, private sector, joint sector and the small
scale sector. By and large the emphasis was on diraect and
detailed physical controls rather than indirect financial
controls or a reliance on the price mechanism. Qn the
specialised financial institutions were set up

finance side,

to finance industrial units in public and private sector.



Over & period of time it was realised that the

regulatory mechanism was ineffective and they only caused

delay in the implementation of Project or rendered the wunits

to work with sub-optimal capacity wutilisation conditions.
This prompted 1liberalisation of the Indian economy whose
focus was (1) to permit better wutilisation of productive
capacities (2) to increase market demand and (3) to reduce
physical controls. The result of liberalisation was an

overall improvement in the investment activity, increase in

the industrial production, and an active capital market.

A profile of the sample firms was drawn based on
indicators like constituents of internal and external funds,
capital formation, liquidity and profitability, essentially
to understand the working of the sample firms. This analysis
was carried out at three levels; (1) by industrial groups (2)
by size groups and (3) by the age groups of the firms. Such a
break up helped in drawing a comparative plicture of the
sources of funds for different industries and to understand

the effect of size and age on the sources of funds.

At the industry 1level, it was found that the
reserves and surplus formed the single largest component of
internal funds. Among the constituents of external funds it
was observed that wherever the institutional assigstance and
current liabilities were high, loan raised through debentures
vas lower. During study period, the construction industry

relied more on the stock market than raising funds from

av



inancial i { ;
fi institutions. Correlation between internal funds

and the diti
additions made to 8ross/net fixed assets, current

assets and inventory was not significant for any of the

industries. However, the correlation between external funds

and the growth rates of current assets and net fixed agsets

was positive and significant wonly in the case of

manufacturing industry. Construction industry ranked first

in terms of the current ratio and the least in terms of debt

equity ratio.

The profile of the firms by size groups showed that
there exists a positive association between the size of firm
and reserves and surplus: However the other constituents of
internal funds, namely, depreciation provision and
capitalised reserves Jdo not show positive association with

size.

Among the constituents of external funds, excepting
the loan raised through debentures, others showed a positive
association with the size of the firm. Also, of the funds
raised through stock market, debentures were higher than
equity for smaller firms, and more of equity and less of

loans through debenture, for the larger firms.

It was also observed that the variation among
different PUCGs in the case of loan funds arocse only with

respect to secured loan. As far as the capital formation of

the different PUCGs is concerned, the positive association

betweer .ize and assget formation is not supported by the
e 5 = g



difference between the means of additions made to gross

agsets of different PUCGs .

The PUCGs exhibit an inverse relationship between

§1ze and current ratio but such a trend is not reflected in

the debt equity ratio of different PUCGs. No c¢lear trend 1is

observed between the size of firm and income, expense and
profits, However, the interest coverage ratio of the

different PUCGs indicated that all the PUCGs have earned

profits covering atleast twice their interest charges.

The analysis based on the age of the firm indicated
that the internal funds of the old firms are higher than

those of the new firms.

However, in the analysis of public issues (Chapter
Vi), new firms accounted for higher internal funds than the
ocld firms, which can be explained by the availability of tax
concegsjions and sKkipping dividends in the early years. Asg far
as the external funds are concerned, an inverse relationship
is8 observed between secured loan from institutions, current

liabilities and the loan.raised in the form of debenture.

The difference between the means of additiona made
to gross fixed assets and current assets was nil for the old
and new firms. As far as the outflows are concerned,

corporate tax paid is nominal for both the age groups and

dividend paid by nev firms was higher than that of the o0ld

firms Uhereas, the short term liquidity position of the new



firms are better than the old firms. A comparison of the long

term stability of the two, however, indicateg that the new

firms will have to Strengthen their equity base.

While the profile of the firms gave a broad

indication of the working of the firms, the inter-

relationship among various factors and the two sources of
funds were brought out through the use of stepwise
regression model. The variables included in the equation to
explain the variations in the internal and external funds
were profit after tax, income, current ratio, ploughed back

funds, total expenses, dividend pay out ratio, corporate tax,

additions made to grossgs and net fixed assets, current assets

and inventory, agrowth of net fixed assets, and current
agsets, interest palid as percentage of total loan, debt
equity ratio, expenses of issue and a dummy variable to
denote age. The analysis was carried out at four levels

namely (1) at the aggregate level (2) at the industry 1level
(3) according to size groups and (4) according to the age

groups.

In the agaregate level analysis, internal funds
vere found to be positively influenced by income and <current
ratio and negatively by the total expenses. The demand for
external funds was also positively influenced by profit after

tax, corporate tax, interest paid as percentage of total loan
*

and growth rate of current assets.



At  the industry level analysis, in most of the

cases the level of internal funds was positively influenced

by profit after tax, growth rate of current assets, interest
paid as percentage of total loan, current ratio, and the
corporate tax. The demand for external funds for various
industries, by and large was found to be determined by profit

after tax, interest paid as percentage of total loan, growth

rate of current agssets, debt equity ratioc and the dividend

pay out ratio.

At the size group level analysis, the internal
funds were positively influenced by income, current ratio,
and negatively by expenses, and dividend pay
out ratio. The variable corporate tax in most of the cases
did not display a consistent influence. It exerted a negative
influence on firms in the smaller size groups and positive

influence over higher size groups.

As far as the demand for external funds o¢f the
different PUCGs is concerned, by and large, it was positively
determined by profit after tax, interest paid as percentage

of total loan, growth rate of current assets and corporate

tax.

The agewise analysis revealed that the level of
internal funds of the old firms was determined by income,
current ratic and negatively by the total expenses. Ags far
as the new firms are ~oncerned, income was the only variable

which turned to be positive and significant.



The exXxternal funds of the old firms were

determined by profit after tax, corporate tax, growth of

current assets and interest paid as percentage of total loan.

And external funds of the new firms were found to be

positively determined by profit after tax, interest paid as

percentage of total loan and negatively by the corporate tax.

The analysis of public issues was carried out in
four stages namely (1) at the industry level (2) by size of
firm (3) by size of issue and (4) by age of the firm. Since
the beginning of the 1980s it was observed that, there was an
increase in the volume of funds raised through the stock
market and there wag also a marked shift in the preference
for securities, namely, from egquity shares to debentures.
The amount raised per equity which had been lower till 1984-
8%, started rising from 1985 onwards. From 1985, there was
algso an increase in the number and amount raised through
rights issues. The spate of liberalisation measur es
introduced, resulted in increased investment activity,
dilution of &equity by FERA companies, and entry of public
sector units in the stock market, and in “bhoom’ conditions of

the stock market. Almost all new issues had an overwhelming

response from the market.

At the industry level, the analysis revealed that
the difference between the two principal sources of external
public issues and term loans from institutions,

fund, namely,

were not significant in terms of their proportion to total
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funds. How :
€Ver, an inverse relationship between the amount

rais ;
ed through term loans and public issues was evident.

Interestingly, internal funds constituted less than one per

cent of the total funds raised from different sources.

Further classification of industry by gize of firm
and type of issues brought out that the manufacturing
industry accounted for two-thirds of the public issues of

which 67 per cent were from firms belonging to the PUCGL -

which is the smallest size group.

The analysis at the size group level revealed that
8Z per cent of the total public issues were from firms
belonging to the smallest size group. For the majority of
size groups loan assistance freom institutions assume primary
importance. Ancother interesting feature obsgerved was that the
smallest and the largest size groups account for a larger

share of ploughed back funds.

No rclear trend emerged when the premium and non-
premium issues were related with the expenses of issue and

the size of issues.

From the analysis of sources of funds by age
groups, it was evident that three-fourths of the issues in
the year 1988 were from new companies. Secondly, ?he
proportion of internal funds of new firms was higher than

that of the old firms. Also, the debt equity ratio of the new

firms was much higher than that of the old firms.



The pattern of the size of issue pointed out that

h
the vear 1988 had been marked by small sized issues from

small a : i .
nd new firms and secondly size of issue and expenses

of issue were found to be inversely related.

7.3 Conclusions

From the above discussions of the results, the

major findings of the study can be stated as follows

1. Indugtrial development ig closely followed by changes in
the financial sector, resulting in financial sector

development .

2. The major component of internal fund being the reserves
and surpluses implies that firms prefer to plough back and

reinvest the funds accrued in the business.

3. The analysis brought out that the internal accruals are a
function of the« tims spent in business and both the smallest

firm and the largest firm plough back funds.

4. The importance of trade dues and current liabilities as
sources of external funds wag clearly brought out by the

increase in the debt equity ratio, when this component was

included in total debt.

5. At all the three levels of analysis it was observed that

the fixed asset formation of the gample companiegs did not

undergo a gsignificant change. This was further supported by



the regression results that the variable growth of net fixed

assets did not turn out to be significant. On the other hand,

the positive and significant influence of the variables viz.,

growth of current assets and current ratio on internal and

external funds implies that the working capital requirements

were higher for the companies during the study period.

6 . From the 9positive and significant influence of the
variable debt equity ratio on external fund it is clear that,
the outstanding debt does not act as a constraint for the
firms to raise further debt. Similarly the positive impact of
interest paid as percentage of total loan on external fund
suggests that the cost of capital alsoc does not pose any
constraint con funds that are raised externally. This is agailn
supported by the fact that the variable expenses of 1issues

did not emerge to be statistically significant.

7. The effect of corporate tax pald on the source of funds
is not «clear from the analysis. It neither displayed a
consistent negative impact on internal funds nor a consistent

positive impact on external funds.

8. The other outflow, namely, dividend pay out ratio,
amerged positive and significant in explaining external funds
and negative in explaining internal funds. It may be
inferred from this that dividend as an ocutflow acts as a
drain on internal funds which reduces the level of funds that
can be ploughed back, thereby increasing the demand for

axternal funds. Also, by maintaining a vconsistent dividend

55
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record ; )
' companies can establish goocd money market

relationship with the investors, which ensures favourable

response in case the company goes public to raise funds from

the market.

?. There was not much difference in the factors influencing

the two sources of funds at the size and age aroup levels.
However the significance of the variables like, income and
expenses, suggests that income earning capacity and control

of costs are the preliminary steps involved in plcoughing back

of funds.

10. The fixed nature of the major portion of expenses of
issue has resulted in smaller issues spending larger amount
than larger issues.

11. The status of stock market implies that there is a
positive association between government policy measures and

funds flow.

12. Maximum number of public issues have come from the

manufacturing industry and

13 Utereas the igsues from old firms were more in number

during 1980-88, issues from newv firms dominated the market

during the year 1988.




7.4 Policy Implications

Ov -
er the years, though the funds raised through

tock ;
S market have increased, the dependence on financial

insti i 3 -
stitutions has not decreased suggesting a widening gap

between saving and investment by the corporate sector. This
redquireg further development of the capital market. For
example, inspite of the increased stock market activities,

the estimated number of share holding peoeopulation centres
around 12 million and concentrated in five citieg namely
Bombay, Calcutta, Delhi, Ahmedabad and Madras. Therefore, to
increase the mobilisation of resources, spreading of equity

cult in rural and semi-urban areas is important.

This can be achieved by setting up of more stock
eXxchanges, and mutual funds. Setting up of specialised
investment institution is required because investors are more
likely to invest In capital market through financial
intermediaries than directly. Also, an increase 1in the
supply of good instruments which offer the investor a safe
rate of return on investment and appreciation of capital
should be introduced. At present, trading in most stock
exchanges takes place in a few scrips resulting in lots of
money chasing only selected scrips. This also encourages
speculative investment and sky rocketting of prices. Hence,
through Securities Exchange Board of India

the government

(SEBI) should enforce effective measures to gpread trading in

other securities.



Wi . .
1th the controller of capital issues ceasing to

exist now i s
» Premia on the securities issued by the companies

are left to be determined by market forces. In order to

ensure a fair determination of premia and to protect the

interests of the investors, the Security LExchange Board of
India should keep a vigil on the stock market to ensure that
the security prices are determined by fundamentals and

working of the company rather than by market sentiments.

The success of the mega issues of the 80's revealed
the capacity of the companies to mobilise funds and the
potentials of the investors to invesf. Hence, the
government's reform measures in the financial sector
especially doing away with the controller of capital issues
and freeing of interest rates coupled with effective control
of fiscal deficit and inflation, are expected to ‘result in

better financial management and discipline of the companies.

LN ]
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