




















































































































































































































































































































this context the p t resen 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 year 1988. For the 

purpose of analysis the 8 year data of the 102 selected 

companies were pooled, whereby we had a total of 816 

observations: 102 observations for each of the 8 year period. 

The analysis was carried out using simple statistical tools 

like percentages, ratios and stepwise regression 

method for analysing the determinants of internal and 

external funds. The advantage of the stepwise regression 

method is that, it out the relative importance of each 

of the statistically significant independent variable in 

the variations in the dependent variable. 

7.2 Summary 

The analytical framework of the study helped in 

identifying the factors that generally influence the two 

sources of funds. They are: 



( 1 ) The prevai 1 in.a, . . 
~ economIC enVIronment (2) age and size of 

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

corporate income tax paid b" the fl'~m (5) h 
J • t e cost of raising 

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

the investment requirements of the firm. 

Th.e industrial policies ",overning the private 

corporat" sector and the chan~es 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 I r I This chapter also tr'aced the 

correspor.din .. changes in the financial sector. It was 

brou5ht out that, with the commencement of the planning era, 

foundations for industrial development was laid with a 

specific objective to create a strong infrastructural base 

throu~h the public sector. But the limited resources of the 

50vernment restricted the public sector activities to the 

core sector and in rest of the areas the private sector was 

allow"d to set up industry. The industrial sector at that 

time was hi~hly re.;:ulated by the system of licensing coupled 

with restrictions on lar",e houses, delineating the industries 

in public sector, private sector, joint sector and the small 

scale sector. By and large the emphasis was on direct and 

detailed physical controls rather than indirect financial 

controls or a reliance on the price mechanism. On the 

finance side, specialised financial institutions were set up 

to f . . dust"I'al units in public and private sector. Inance In 
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Over a period of time it was realised that the 

regulatory mechanism was ineffective and they only caused 

delay in the implem t t· . en a 10n of project or rendered the units 

to work with sub-optimal capacity utilisation 

This prompted liberalisation of the Indian economy whose 

focus was (1) to permit better utilisation of productive 

capacities (2) to increase market demand and (J) to reduce 

physical controls. The result of liberalisation was an 

overall improvement ill 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 carri~d out at three levels; (1) by industrial groups (2) 

by size .roups and (3) by the age groups of the firms. Such a 

break up he I p ed in drawing a comparative picture of the 

sources of funds for different industries and to understand 

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

reseIves 

internal 

At the industry level, it was found that 

and surplus formed the single largest component 

funds. Among the constituents of external funds 

the 

of 

it 

was observed that wherever the institutional assistance and 

current liabilities were high, loan raised through debentures 

was lower. 

relied more 

During study period, the 

on the stock market than 

t /I 7 

construction industry 

raising funds from 



financial 
funds 

and the 

institutions. Correlation bet~een internal 

additions made to gross/net fixed assets, curr-ent 

assets and inventory was not significant for any of the 

l·ndustrl"e c . lro"ev h - - er, t e correlation bet~een external funds 

and the growth rates of current assets and net fixed assets 

was positive and si",nificant only in the case of 

manufacturin", 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 ~roups showed that 

there exists a positive association bet~een the size of firm 

and r"serVes and surplus, Ho~ever the other constituents of 

internal funds, namely, depreciation provision and 

capitalised reserves do not sho~ positive association with 

size. 

Amon", the constituents of external funds, excepting 

the loan raised through debentures, others sho~ed a positive 

association with the size of the firm. Also, of the funds 

raised through stock market, debentures \Jere 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 arose only ~ith 

respect tr, secured loan. As far as the capital formation of 

the different rUCGs is concerned, the positive association 

.:; i z e and asset formation is not supported by the 

, n 



difference betIJeen th e means of additions made to gross 

assets of different PUeGs 

size 

the 

The PUCGs exhibit an inverse relationship betIJeen 

and current ratio but such a trend is not reflected 

debt equity ratio of different PUeGs. No clear trend 

in 

is 

observed 

profits. 

different 

between the size of firm and income, expense and 

However, the interest coverage ratio of the 

pueGs indicated that all the pueGs have earned 

profits coverin~ atleast tIJice their interest charges. 

The analysis based on the age of the firm indicated 

that internal funds of the old firms are hi~her than 

those of the neW firms. 

However, in the analysis of public issues (Chapter 

V I) , neIJ firms accounted for higher internal funds than the 

old firms, IJhich can be explained by the availability of tax 

concessions and skipping dividends in the early years. As far 

as the external funds are concerned, an inversA relationship 

is observed betIJeen secured loan from institutions, current 

liabilities and the loan raised in the form of debenture. 

The difference betIJeen the means of additions made 

to aros s fixed assets and current assets IJas nil for the old 

and neIJ firms. As far as the outflolJs are concerned, 

tax pa id is nominal for both the age groups and corporate 

dividend paid by neIJ firms IJas higher than that of the old 

firme;. Whereas, the short term liquidity position of the neIJ 



firms are better than the old f;~ms. 
LL A comparison of the long 

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

firms will have to t s rengthen 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 wer e brou,;ht out thr'ough the use of stepwise 

re~ression 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 payout ratio, corporate tax, 

additions made to gross and net fixed assets, current assets 

and inventol'Y, ",rowth of net fixed assets, and current 

assets, interest paid as percentage of total loan, debt 

equity ratilj, expenses of issue and a dummy variable to 

denote a-, e . The analysis was carried out at four levels 

namely (1) at the aggregate level (2) at the industry level 

(3 ) accordin~ to size groups and (4) according to the age 

~roups. 

In the aggregate level analysis, inteI:'nal funds 

WeI:' e found to be positively influenced by income and cUI:'rent 

ratio and negatively by the total expenses. The demand for 

exteI:'nal funds was also positively influenced by profit after 

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

and ~rowth rate of current assets. 

, r n 



cases 

At the industry level analysis, in most of the 

the level of internal funds was positively influenced 

by profit after ta x, growth rate of current assets, interest 

paid as percentage of total loan, current r'atio, 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 assets, debt equity ratio and the dividend 

payout raLio. 

At the size group level analysis, the internal 

funds were positively influenced by income, current ratio, 

and ne .. atively 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 hi .. her size groups. 

As far as the demand for external funds of the 

different PUCGs is concerned, by and large, it was positively 

determined by profit after tax, interest paid as percentage 

of total loan, ,;;rowth rate of current assets and 

tax. 

internal 

current 

The 

funds 

agewise analysis revealed that the 

of the old firms was determined by 

ratio and ne .. atively by the total expenses. 

as the new firms are concerned, income was the only 

which turned to be positive and significant. 

1 "",1 

corporate 

level of 

income, 

As far 

variable 



The external funds of the old firms were 

determined by f' pro It after tax, corporate tax, grololth of 

current assets and interest paid as percentage of total loan. 

And external funds of the nelol firms loIere 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 VaS 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 loIas observed that, there loIas an 

increase in the volume of funds raised through the stock 

market and there loIas also a marked shift in the preference 

for securities, namely, from equity shares to debentures. 

The amount raised per equity IoIhich had been 10loler till 1984-

85, started rising from 1985 onlolards. From 1985, there loIas 

also an increase in the number and amount raised through 

rights issues. The spate of liberalisation measures 

introduced, resulted in increased investment activity, 

dilution of equity by FERA companies, and entry of public 

sector units in the stock market, and in 'boom' conditions of 

the stock market. Almost all nelol issues had an over\Jhelmin~ 

response from the market. 

At the industry level, the analysis revealed that 

the difference betloleen the tlolO principal sources of external 

fund, namely, public issues and term loans from institutions, 

loIere not significant in terms of their proportion to total 
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funds. Ho~ever, an inverse relationship bet~een the amount 

raised 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 size of firm 

and type of issues brought out that the manufacturin~ 

industry accounted for t~o-thirds of the public issues of 

~hich 67 per cent ~ere from firms belonging to the PUCG1 

which is the smallest siZe group. 

The analysis at the size group level revealed that 

82 per cent of the total public issues were from firms 

belonging to the smallest size group. For the majority of 

size groups loan assistance from institutions assume primary 

importance. Another interesting feature observed ~as that the 

smallest and the largest size groups account for a larger 

share of ploughed back funds. 

No clear trend emerged ~hen the premium and non-

premium issues were related ~ith 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, the 

proportion of internal funds of new firms was higher than 

f · Also the debt equity ratio of the new that of the old lrms. , 

f
. ch hl'cher than that of the old firms. 
1 rms was mu '" 
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The pattern of the size of issue pointed out that 
the 1988 had been marked by small year 

sized issues from 

small and new firms and secondly size of issue and expenses 

of issue were found to b . e inversely related. 

7.3 Conclusions 

From the above discussions of the results, the 

major findin~s of the study can be stated as follows 

1 . Industrial development is closely followed by changes in 

the financial sector, resulting in financial sector 

developlllent. 

o 
~ . The major component of internal fund baing the reserves 

and surpluses illlplies that firms prefer to plough back and 

reinvest the funds accrued in the business. 

3. The ar.alysis brou"ht out that the internal accruals are a 

function of th. time spent in business and both the smallest 

firm and the lar~est firm plough back funds. 

4 . The in.portanre of trade dues and current liabilities <>.s 

sources of external funds was 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 sample companies did not 

under"o a si .. nificant change. This was further supported by 



the ~eg~ession ras It th . • u s at the va~lable g~ovth of net fixed 

assets did not tu~n out to be significant. On the othe~ hand, 

the positive and significant influence of the variables viz., 

~rowth of current assets and cur~ent ~atio on internal and 

exte~nal funds implies that the wo~king capital requirements 

we~e higher for the companies during the study pe~iod. 

6. From the positive and significant influence of the 

variable debt equity ratio on exte~nal fund it is clear that, 

the outstanding debt does not act as a constraint for the 

firms to raise further debt. 5imila~ly the positive impact of 

inte~est paid as percentage of total loan on ext e~nal fund 

su~ .. ests that the cost of capital also does not pose any 

constraint on funds that are raised externally. This is again 

suppo~ted by the fact that the variable expenses of issues 

did nGt emerge to be statistically significant. 

7 • The effect of corporate tax paid on the sou~ce 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 outflov, namely, dividend payout ratio, 

emer"ed positive and significant in explaining external funds 

and negative in explaining internal funds. It may be 

inferred from this that dividend as an outflow acts as a 

drain on internal funds which reduces the level of funds that 

can be ploughed back, thereby inc~easing the demand for 

external funds. Also, by maintaining a consistent dividend 



record, companies can establish good money market 

relationship with the investors, which ensures favourable 

response in case the company goes public to raise funds from 

the market. 

9. Ther8 was not much difference in the factors influencino: 

the two sources of funds t th' d a e SIze an age group levels. 

However the si~nificaDce of the variables like, income and 

expenses, sug~ests that income earning capacity and control 

of costs are the preliminary steps involved in ploughing back 

of funds. 

10. The fixed nature of the major portion of expenses of 

issue has resulted in smaller issues spending larger amount 

than lar5er issues. 

11. The status of stock market implies that there is a 

positive association between government policy measures and 

funds flo ..... 

12. Maximum number of public issues have come fe-om the 

manufacturing industry and 

13. Whereas the issues from old firms were moe-e in number 

during 1980-88, issues fe-om new firms dominated the market 

during the year 1988. 

1 < , 
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7.4 Policy Implications 

Over the years, though the funds raised through 

stock market have increased, the dependence on financial 

institutions has not decreased suggesting a \Jidening gap 

between saving and investment by the corporate sector. This 

requires further development of the capital market. For 

example, inspite of the increased stock market activities, 

the estimated number of shar'e holding population centres 

around 12 million and concentrated in five cit i es namely 

Bombay, Calcutta, Delhi, Ahmedabad and Madras. Therefore, to 

increase the mobilisation of resources, spreading of equi ty 

cult in rural and semi-urban areas is important. 

This can be achieved by setting up of more stock 

exchanri,es, and mutual funds. Settina: up of specialised 

investment institution is required because investors are more 

likely to invest in capital market thr'ough financial 

intermediaries than directly. Also, an increase in 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 fe\J scrips resulting in lots of 

money chasing only selected scrips. This also encoura~8S 

speculative investment and sky rocketting of prices. Henc e, 

the government through Securities Exchange Board of India 

(SEBI) should enforce effective measures to spread trading in 

other securities. 

, c ry , , 



With the controller of capital issues 

exist nov, premia on the securities issued by the 

are left to be determined by market forces. In 

ceas,,,-~ to 

companies 

order to 

ensure a 

interests 

fair determination of premia and to protect the 

of the investors, the Security Exchan~e Board of 

India should keep a vigil on the stock market to ensure that 

the security prices are d et er'mined by fundamentals and 

vorkin .. of the company rather than by market sentiments. 

The success of the mega issues of the OD's revealed 

the capacity of the companies to mobilise funds and 

potentials of the investors to invest. Hence, 

the 

the 

sovernment's reform measures in the financial sector 

especially doing avay vith the controller of capital issues 

and freein~ of interest rates coupled vith effective control 

of fiscal deficit and inflation, are expected to result In 

better financial mana~ement and discipline of the companies. 
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