












































































































































































































































On the other hand it supports the fact that the term lending
institutions prefer to invest in the old and established
firmg instead of venturing into new ones (Hazari, 1966; Panda
and Sahu, 1988). Eventually, this leads the new firms to

invariably seek funds from the stock market.

The data on firms entering the stock market show
that old firms tap the market more than the new firms. This
is because once a market segment has been <created, it is
easier to approach the market for further issues (Hutchison,
1970). Further, for new firms the equity issues are more
than the debenture issues, and the converse is true in the

case of old firmsg.

3. In order to find out the growth of fixed assets added
to the business each year, the flow of gross, net fixed
agsets, current assets and inventory are calculated. The
mean difference between the old and new firms in the case of
additions made to gross fixed assets and current assets is
nil. This indicates that no significant change in the
capital formation has taken place during the study period

which alsoc explaing the low 1level of provisions for

depreciation.

g. Ag far as the income earned and manufacturing expenses
are concerned, the mean difference between the two are not
significant (md. 0.28, 0.13 t = 1.96). This |is possibly
becauge of the fact that the old and new firms do not vary

much in the difference between the jncome and expenses.
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Nevertheless, both groups of firms have earned profit before
and after tax. However, the proportion of tax paid to the
gross profit earned shows that the outlfow in the form of tax
is marginal (0.14) in the case of old firms. In the case of
new firms the proportion of tax paid to grosgs profits works
out to 0.17. Similarly outflow in terms of the proportion
of dividend paid to profit after tax is higher for the new
firms (22.9) than old firms (20.7). This may be because of
the old firms instead of adjusting the dividend according to
the rising or falling profit follow a fixed rate of dividend
payment (Dobroveolsky, 1951) which helps them in accumulating
reserves. On the other hand, new firms prefer to skip

dividends till they stabilise in their business.

5. A gimple measure of the financial soundnesgss of the firm
is given by the current ratio, debt ratio and the coverage
ratio. The current ratio which is an indicator of the short
term financial socundness of the firm reveals that the new
firms are better than the old firms. This is because of the
fact that current liabilities of old firms constitute 38 per
cent of the total external funds compared to 23 per cent for

the new firms.

As far as the debt equity ratio (DER) is concerned,
a significant increase in the ratio is observed when current
liabilities are included in total debt (DER 1). However,
when compared with the new firms, old firms have considerable

scope for raising more long term debt whereas new companies
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will have to strengthen their equity base (Bhatia, 1976;

Mukher jee, 1983).

The coverage ratio shows that the profits of the
old and new firms can cover 3.2 times and 2.6 times the
interest charges paid respectively. This 1is because the
proportion of interest paid to total loan amounts to 4.6 ©per
cent and 37.5 per cent respectively. Evidently, the
borrowing capacity‘of the new firms is reatricted because a

higher amount of loan imply a reduced coverage ratio.
4.7 Summary

This chapter presented a profile of the sample

firmasa s8elected for the study focussing mainly on the sgource

of funds, capital assets formation, liquidity and
profitability. The analysis was carried out at three levels
viz. according to types of industries, paid up capital and

age groups.

The industry 1level analysis brought out that
reaerves and surplus is the major congtituent of internal
funds for all the industries. In many aspects the
manufacturing industry was found to be closer to the total

industry average.

The debt-equity ratio suggests that the
construction industry has much scope for raising more short

term and long term debt compared to other industries.
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However in all the industrial groups it is clear that
external funds are wused more than the internal funds in

meeting capital asset requirements.

In terms of the outflow in the form of corporate
tax, interest and dividend paid, NEC and manufacturing
industry present similar picture. The tax paid by other

industry groups is negligible.

The analysis based on the paid up capital indicates
that there exists a positive association between size and
internal funds, external funds (barring debentures) and
assets capital formation. However, there seems to be no
significant <change in the asset formation between the
smallesat and the largest size groups. An inverse
relationship 1is found between size and current ratio.
Similarly, the largest firm pays the least in terms of

corporate tax and dividends.

The profile by the age group reveals that the
internal funds of older firms are higher than the new firms.
As far as external funds are concerned, an inverse
relationship is obgserved between secured loan from
insetitutions, current liabilities and the debenture. The age
wise analysis also reveals that the assets formation did not
differ significantly between old and new companies. Further
there is no significant difference between old and new firms

in terms of income and manufacturing expenses.
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Outflows in the form of dividend paid are higher
for the new firms than old firms. However, the conversgse 1is

true in the case of corporate tax.

At all three levels of analysis it is apparent that
the fixed asset formation did not change significantly over
the study period. Nevertheless, the fixed capital
requirements were met by external funds rather than internal

funds.

The profile of the companies drawn in this chapter
brought out significant differences in the use of internal
and external funds by various types and groups of industries.
The factors influencing internal and external funds are

discussed in the following chapter.
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APPENDIX TABLE 4.1

CORRELATION MATRIX FOR ALL INDUSTRIES (AGGREGATE)

Correlations :  INTFWN INC 1P DPR CTAX AGFA ACAS AINV AFA  PAT PLOU
Emmq 1.000
i 8 87173+ 1,0000
(41 8472 SBAT#:  14.0000
DPR 0221 0444 .0487 1.0600
(TAY OB+ S7454 52638 0110 4.0000
AFA 0231 -.0004 L0014 -.0149 0194 1.0000
ACAS 0477 0249 0274 -.1481 L0449 L7894 1.0000
AlW 0235 -.0032 0004 -.0119 L0327 J8723% 82408+ 1.0000
wiFA 0453 0004 Q076 -.0140 -.0020 JS4528r 7294w 72308 1.0000
[ 1] 49098 JA820%r 33428 -, 0028 JAZiBMr - 0116 -.007M -.0242 -.0394 1,0000
1] 40594 954 24798 - 0056 L3449+ -, 0108 -, 0094 -.0233 -.0393  .9907.#¢ 1.0000
farrelations DER CRAT INTLOAN INT EXPISS AGEDUMMY  GCAS ONFA EXTFUN
K 1.0000
(rf M A9k 10000
INTLOAN -.0089 L7584 4,000
[ 1 -.0087 .0583 L2524 1.0000
I8S -, 0003 0235 -.0237  -.0142  1.0000
-.043¢ .0305 0335 -.0066 -.0503 1.0000
-.00%53 0051 . 0804 3664 -.0370 -.0507 1.0000
A -.0033 0051 L0804 366 -.0370 -.0507 1.0000+%  1.0000
-.0044 D422 L3658 92048 0243 -.0074 410822 14082 1.0000

it o e e e e e e i A e i e e D o e e ek A e — .

| |
Mot cases t 816 -tailed Signifs & - .01 ¥ - 001,
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APPENDIX TABLE 4.2

CORRELATION MATRLX FOR MANUFACTURING INDUSTRY

correlations @ INTFUN ING EiF DPR CTRX AGF ACAS AINV NFA AT PLV
INTFUN 1.0000

NG LA214%%  1,0000

EXP B147x L7959 1,0000

PR 0205 G458 0492 1,000G

{TAX 4320w 05 49628 L0094 1.0000

AGFA : .0473 0085 0430 -.0152 0399 1.0000

ACAS (448 0354 0377 -.0130 0677 .8036%%  1,0000

AN 0414 L0040 L0071 L0117 .0714 81582 ,8393%+  1,0000

ANFA L3487 0137 0192 -.0146 (189 L4754 7492 757523 1,0000

PAT 353534 63330 56113 -, 0024 J1548 - 0446 -.009  -.0404 -.044%1  1.0000
LV ATt S77% \5026% - .0055 4899 -.0510 -.0163 -.0474 -.0526  .9955%¢  1.0000
{errelations 3 DER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GhFA EXTFUN

DeR 1.0000

CRAT L023x 11,0000

INTLOAN -.G0%7 L1583k 1,0000

INT -.010% {558 2910%%  1,0000

EXPISS -.0040 0181 -.0214 -.0053  1.0000

AGEDUMMY -.0432 0502 L0206 -.0503 -.04% 1.0000

GCAS -.0062 ~.0018 .0781 774 -,0384 -.0966  1.0000

(NP - 0662 -.0018 .0781 L7748 -,0384 -.0566  1.0000%+ 41,0000

EXTFUN -.0089 0488 L1788 (921Bs# 0520 -.0617 JeBars L 16B6#x 1,000

N of cases = 720 i-tailed Signif: # - .01 ¥ - 001,
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CORRELATION MATRIX FOR ELECTRICITY GAS & WATER INDUBTRY

ra———

Cerrelations

: INTFUN

S e e e e

IM

APPENDIX TABLE 4.3
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° DPR {TAx AGFA ACAS AlNV AFA PAT o
INTFUN 1.0000
N L4108 1.0000
$ 1 935128 L9994 1.0000
OPR JT24x% 7209% 7233 1.0000
[TAX 3654 2447 2397 A756%  1.0000
AGFA . 1209 . 1257 1237 0924 -, 1002 1.0000
£CAS . 1390 0167 0199 2126 1244 L0000 1,0000
AINV -. 1162 - 1981 -.2104 - 1841 . 1050 -.0380 L0000 10000
ANFA 077 4543 4627 -.2144 -.063% L2188 0000 -.1491  1.0000
PaT 903284 L9064 89184x 5837 4710 L1526 -.0378 -.0463 3315 1.0000
- PLOY ET14er 84829 B5148¢ 52104 1S3 1333 -.0538 -.0M77 2870 99328 1.0000
'Correlatiuns: BER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN
IfR 1.0000
- draY LO943%r 14,0000
INTLOAN J748x 8717 41,0000
INT L7425y 65854 &B4sx 1.0000
EXPISS 2886 . 1032 2353 -.0743  1.0000
AGEDAMIY " ! " " “ 1.0000 .
GAS 2494 <3780 . 1484 2706 -.0629 " 1.0000
A 2494 3780 1484 2706 -.0629 " 1.00002¢  1,0000
EXTRUN L8098 L6430%  (5462% (94532 -, 0877 " 3266 3266 1.0000
Nof cases : 24 1-tailad Siqnifs * - .01 = - 004,



APPENDIX TABLE 4.4

CORRELATION MATRIX FOR CONSTRUCTION INIUSTRY

Correlations ! INTFUN INC EXp OPR CTAY AGFA ACAS AINV ANFA PAT PLOU
NTFUN 10000

ING L7364 14,0000

£XF Ba26% 99743 1.0000

IR .3658 BT 6284 1,0000

CTAY 47580 B042mx  7680%% 2654 41,0000

HGFA -, 1480 - 1448 -, 1334 -.2226 - 1222 1.0000

ACAS -.1232 0373 0637 -.0350 -.1084 L7872 14,0000

LNV -, 1273 - 1265 - 1148 -3121 -.0790 L9503%%  L8940%x  1.0000

ANFA -, 1287 -.1334 ~-. 1234 ~.3912 -,0734 LO587%%  B2%hwa 9734%a  1,0000

PAT Cxyres 707142 (B754%% 5587 B835% -, 1891 -,1254 -.2073  -.2034 1.0000
fL.00 JI2145s L2645 79098 3284 L4308 - 1432 1327 -.1415 - 117G .94948¢  1.0000
(orrelations @ DER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN

DER 1.0000

CRAT H1874 1,5000

INTLOAN 71043 .8423#%  1,0000

INT L4479 B3T3 (85743 1.0000

£XP1SS -.2117 - 1874 -4 -.152t 1.0000

AGEDUMMY u i u " " 1.0000

GLAS -.0373 2881 .1054 2597 -.0687 " 1.0000

GNFA -.0372 .2881 . 1054 2597 - 0687 . 1.0000%% 1.0000

EXTFUN L4480 B5718 L6998 LBht4¥r L1609 . 3915 O3 1.0000

A e < S P L e R

R of tases & 14 1-tailed Siqnift 2 - 01 #% - 001,
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APPENDLX TABLE 4.5

CORRELATION MATRIX OF TRADE AND RELATED INDUSTRY

et e e

————— - [y— -

Correlations ¢ INTFUN INC EXp [IPR CTAX AGFA ACAS ANV ANFA PAT PLOU
INTFUN 1.0000

N 96S6% 1,0000

EXp 7898 B46a¥x  1.0000

DPR L0144 519938 L 7676%%  1,0000

CTAX 4538 3802 -.0212%x -.0803  1.0000

AGFA - 1231 -.0917 - 1179 -.1380 0286 1.0000

ACAS -.0219 -.0519  -.0466 -.0153 .2937 .5783#%  1,0000

AINV - 1862 =724 - 1549 -.1092 -.0675 .5533#r 4817 1,0000

ANFA -, 1278 -.0985  -.0439 -.0337  -.0503 98046 L1584 ,5658%%  1,0000

PAT JS5BB7H S5474er L0182 -.0449 40644 0128 -.0293 -.0802  -.1165 1.0000
Loy S648%% 52518 - C0B4  -,0640 73954+ -.0184  -.0272 -.0774 -.1136 9995+ 1.0000
Correlations : DER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN

DER 1.0000

CRAT 0874 4.0000

INTLOAN .2360 2168 4.0000

INT .3648 .3234 4099+ 41,0000

EYPISS 1517 58508 -.2159  -.1703  1.0000

AGE DUMTY L1447 2683 J112 -.2047 0198 1.0000

WAS A0S 0278 2699 518 -,0825 4494 1.0000

BFA 1015 0275 2699 A518 -.0825 194 4,0000%2  1.0000

EXTFUN AT . 1847 4572 L5894 -, 1537 2104 0190 L0190  1.0000

N of cases : 32 1-tailed Siqnif: * - 01 #% - 004,
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INTFUN
INC
Exp
DPR
CTAX
AGFA
ACAS
AINV
ANFA
PAT
LY

EXPISS

N of cases :

APPENDIX TABLE 4.4

CORRELATION MATRIX FOR NEC

INTFUN IN EXp bPR LTAX AGFA ACAS ANV ANFA PAT
1.0000
9893+ 1,0000
S840% 99748 1.000D
~, 1472 0974 -.08%4 1.0000
L5908 (G445ex p220#+ -,0817 1.0000
-.2215 -.2138  -,2014 492 -.2311 1.0000
L1762 . 1809 1889 -.2422  -.0497 .3925  1.0000
.0307 0134 0104 Q282 -.2912 -, 0271 .5658% 10000
-.3834 -,3338  -.3%49 0979 -.2487 L9289 2347 -.2080 1.0000
JTBAZEs 7633 71963 - 1900 53928 -.25%0 L1058 1389 ~.3470  1.0000
Jab76 4256 3757 -.2200 1935 -.1870 0943 L3472 -.2844 B34 1,0000
DER CRAT INTLDAN  INT EXPISS  ARGEDUMMY  GCAS GNF 6 EXTFUN
1.0000
0074 1.0000
.2000 .B8938  4,0000
4336 - 1284 -.1092  1.0000
" " " " 1.0000
“ " " “ . 1.0600
L4494 L1149 . 1804 ATI0 " " 1.0000
L4494 1169 1804 L1710 " " 1.0000%¢  1,0000
A572 -.2338 -.2304 76544 " " 1930 L1938 1.0000
1-tailed Signif: # - 01 & - (004,
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APPENDLY TABLE 4.7

CORRELATION MATRIX OF PUCGY

81

Correlations @ INTFUN N EXP DPR CTax AGFA ACAS AINV ANFA PAT FLOU
INTFUN 10060
INC 876732 4.0000
EXP 6748 0S#%  1,0000
PR 0857 0520 0544 1,0000
- CTAX JS6154% (458485 L4603x% L0709 1.000C
AGFA -.0295  -.0005 -.0062 -.0179 0540 1.0000
ACAS .0193 0088 0195 -.0071 .0952 737951 1.0000
RINV -0450 -.0126  -.0104 -.0168 .0837 49933 77178 1,0000
ANFA -.0312  -.0006 L0049 -,0258 0529 BLB0% 65908 5819 1,0000
PAT J3879#% 42352 .2958m  -.00P9 33938 .0314 -.0840  -.0305  -.0444 1.0000
PLOV 1878 35313 27228 -.0118 0268 L0339 -.0B86  -.0292  -.04&7  .9945sx  1.000C
arrelations @ DER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN
DER 1.0000
rat LA%66%  1,0000
INTLOAN -, 0281 906 4.0000
INT -.029% . 1523 25488 1.0000
EXPISS -.0155 0326 -.0891 - 1026 1.0000
AGEDUMMY -.0601 -.0415  -.0044 -.0812  -.0847 1.0000
GRS -.0185 0293 0620 L0858 -.0608 -,0862  1.0000
@FA -.0185 0293 0620 0858  -.0608 -.0462  1.0000%% 1.000C
EXTFUN -.0220 .1201 L1188 91458 - ,0951 -.0384 .0801 L0801 £.0000
N of cases : 214 1-tailed Signaf: # - 04 w2 - 001,



APPENDIX TABLE 4.8

CORRELATION MATRIX FOR PUCGE

e o - - T

Correlalions ¢  INTFUN INC EXP DPR CTax AGFA ACAS AINV ANFA PaT PLOV
INTFUN 1.0000
INC 904548  1.0000
EXP (895542 ,9940%2 1.0000
PR 0449 -,005¢ -.0086 1.0000
CTAX ST 61708 5731 - 0164 1.0000
AGFA -.0556 -.0472  -.0405 0329 -.0148 1.0000
ACAS 0067 -.0064  -.0024 L0125 L0111 73528 1,0000
AINY -.0685  -,0763 -.0731 -.0344  -.0%4% 728543 77454 14,0000
ANFA -0 -.0567  -.0483 L0491 -.0458 9254 632880 L6281 {.0000
PAT G063 (73443 67208 L0268 A48 -,0942  -.0424  -.0843  -.1098 1.0000
PLOV 59992%  L40098%  ,5350#% L0185 SeiTw -,0967 -.0458 -.0740 -.1114  .9S58#F 1,000
Correlations & DER CRaT INTLOAN INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN
DER 1.0000
CRAT 0475 1.0000
INTLDAN L3573 34454 1,0000
INT L1135 0852 3375 1,0000
EXPISS 0497 L0761 -.0422 L0868 1.0000
AGEDUMMY L0367 0221 1127 -.0305 .0312 1.0000
G6CAS 0905 -.009% 1271 16395 -.0423 -.1082  1.0000
NFA 0905 -.00% L1274 L1639 -.0423 -.1082  1.0000%2 1.0000
EXTFUN 2473 L0244 229B%x  ,9346%% L0584 -.0508 1231 L1231 4.0000

N of cases ¢ 280 4-tailed Sinqnif ¢ #- .01 ¢ - .001.
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APPENDIX TABLE 4.9

CORRELATION MATRIX FOR PUCG3

Correlations @ INTFUN INC EXP PR CTAX AGFA ACAS AIRY ANFA PaT PLOY
INTFUN 1.0000
INC 79028 1.0000
EXP 79568 99528x 41,0000
DPR L0440 0314 0315 1,0000
1} AT533r H051%x 53824 Q114 1.0000
AGFA 0708 -.01324 -.0124 -.0384 0732 1.0000
ACAS 0973 0437 0474 -.0495 0711 Jh74x 11,0000
AINV L0770 -.00%%  -.0074 -.0034 0805 B182%%  B4Se#x  1.0000
ANFA D614 0120 L0149 -.0316 L41é J95BEER 7133 JTA13sw 41,0000
PAT JA706%% L pA0SEx 58842 (0224 L8534 -.0308 -,0163 -.0406 -.0243 1.0000
PLOU A0 41985 540642 0135 B447e - 0322 -.0237 -.0458 -.0257 9942w 1,0000
€orrelations DER {RAT INTLOAN  INT EXPISS  AGEDUMMY  oCAS GNFA EXTFUN
DER 1.0000
CRAT 912 1.0000
INTLOAN .0557 0576 1.0000
INT 0683 00 1843% 1.0000
EXPIBS 784 -,0273  -.0092 -.0395  1.0000
AGEDUMMY -.0123 0788  -.0105 0937 -, 1356 1.0000
&CAS L1645 -.0262 0353 J046 ~.0381 -.0029  1.0000
GNFA 1645 -.0262 0353 L1086 -.0381 -.0029  1.0000%= 1,0000
EXTFUN 112 0035 0736 L8924 0764 0327 .04688 L0688  1.0000

N of cases ¢ 148

1-tailed Singnif @ & - 01 #% - .004.
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APPENDIX TABLE 4,10

CORRELATION MATRIX FOR PUCGA

Carrelationg INTFUN INC EXp DPR CTAX AGFA ACAS ANV ANFA PAT PLOV
INTFUN 1.0000
INC HS 5% 4,0000
Exp 455288 99928 1,0000
DFR -. 1350 L1426 0999 1,0000
CTAX 38504 8459+ 8451 0932 1.0000
AGFA 997 -.0850 -.071S -,2338 -.13%4 1.0000
ACAS 0062 - 1769 -.169% -.0918 -, 1819 B76bex  1.0000
AINV 887 0162 -.002% - 2471 -.040¢F .9097#%  .8736#x 14,0000
ANFA 2758 -.0405  -.0280 -.2920% -, 1094 960948 L BA44RE  .9210%¢  1.0000
PAT .2315 41598, 3811ex  ,3378% 2574 -3217% -.2846 -.3101F -.2790  1.0000
PLOU -,0856 .1798 1425 38378 L0702 -.3756¢  -.2431 -.345%¢  -.3%06  .9573 1.0000
Correlations :  DER CRAT INTLDAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN
DER 1,0000
CRAT L1640 1.0000
INTLOAN 39552 54278 1,0000
INT 2272 2869 49735 11,0000
EXPISS L0778 g4 L4 2789 1.0000
AGEDUMMY -.D427 (0878 2184 -.0303  -.0318 1,0000
GCAS .0223 1246 2187 L6178 -.0627 216 1.0000
GNFA 0223 L1244 2187 A6y -, 0627 216 1.0000% 41,0000
EXTFUN 3213 2322 .2538% 90128 L2254 -.0197 46433 46438 1,0000
N of cases 3 64 1{-tailed Simgnif = % - 01 #& - 001,

84



e e . e e n

APPENDIX TABLE 4.11

CORRELATION MATRIX FOR PUCGS

INC Exp DPR CTAX AGFA ACAS

Correlations : INTFUN AINV ANFA PAT PLOY
INTFUN 1,0000
INC 927845 1,0000
Exp B2968%  ,P4964%  1,0000
DPR -, 0049 L0780 0942 1.8000
CTAX S834wx  5328sr Lah6T#r -,0009  1.0000
AGFA 0652 1321 1334 -.G192 0672 1.0000
ACAS . i245 1934 1874 -.013% 478 8704#%  4.0000
AINV L1636 2167 2213 -.0050 1650 J805z2e%  B6P4%E  1,0000
ANF& 0679 0856 1032 -.0242 0193 A7y 8518 7765 1.0000
PAT Se2ter 42882 L1242 -.0227 3054 (338 . 0699 0451 -.0254  1.0000
FLOV 970 3825 L0739 -.023 2795+ 0307 0450 0372 L0267 9984 4.0000
Correlations ¢ DER CRAT INTLOAN  INT EXPISS  AGEDUMMY  GCAS GNFA EXTFUN
]
DER 1.0600
- CRAT 39058 1.0000
INTLOAN Jaider 2344 1.0000
INT 2319 Lbb2 « J0h6# 1,0000
EXPISES -.1579 L0022 -.1705 - 021 1.0000
AGEDUMMY . 1038 0319 L0188 0376 -.05%52 1.0000
GCAS . 1452 L0317 2892 L1805 -.0395 -. 1755 1.0000
GNFA 1452 L0319 .0892 JIBGS - 0395 - 1755 1.0000%% 41,0000
EXTFUN +2396% 0673 1475 7180 -, 0892 L0bb 1560 L4500 1.0000

N of cases ® 83

1-tailed Singnif @ # - .01 #2 - (004,
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APPENDIX TABLE 4.12

CORRELATION MATRIX FOR NEW COMPANIES

Correlations ¢ INTFUN INC EXP DPR CTAX AGFA ACAS AINY ANFA PAT PLOV
INTFUN 1.0000

INC 82675 1.0000

EXP 81934 99648 1.000C

DPR . 0509 L0134 L0147 1.0000

C1ax J3837%% 52198 4704n 0188 1.0000

AGFA L1159 0524 .0569 -.0264 0298 1.0000

ACAS .0443 .0399 0424 -.0255 .0197 78973 1.0000

AINY .0858 .0036 0044 -.0221 .0220 788642 . 7903#+  1,0000

ANFA . 1258 .0543 08714 -.088 L0211 98623 7802 7474 1.0000

PAT S7428r L2738 55948 0230 494042 -.0163  -.0015  -.0124  -.0149 1.0000
PLOU S0 56598 . 4949%x 0181 L7592 -.0249 -.0034 -.0192 -.0204  .9934#  1.0000
Correlations DER LRAT INTLOAN  INT EXPISS GCAS GNFA EXTFUN

DER 1.,0000

CRAT L3525 1.0060

INTLOAN -.0186 L1926%%  1.0000

INT -,0219 0596 20183 4.0000

EXPISS -.0040 J446 0846 -.0581  1.0000

GCAS =017 -.0135 0968 L1093 -.0455 1.0000

GNFA =071 =043 L0568 093 -.0455 1.0000%%  1.0000

EXTFUN -.0478 L0395 . 1659% J8980%% 0212 0773 0773 1.0000

N of cases {-tailed Singnif & # - 01 #2 - 001
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CHAPTER V

DETERMINANTS OF SOURCES OF FUNDS

5.1 Introduction

The preceding discussion on the profile of the
sample firms traced the variation in the constituents of
funds moblillised, capital formation, profitability etc.,
across industrial groups, age and size groups. This
highlighted the need to look into the factors that determine
the demand and the level of sources of funds viz. internal

and external which forms the content of the present chapter.

Specifically this chapter proposes to test the
relationships between (a) investment regquirements (both fixed
and current assgets) and internal and external funds. (b)
bge/size of the firm and internal funds. (c) The eoffect of
cost of capital on funds raised externally. (d) The impact
of outflows of funds from companies (Such adg dividend and

corporate tax) on internal and external funds.

This chapter is organised as follows. Section 5.2
presents the method of analysis and specifies the
variables wused. Sections 5.3, 5.4 and 5.5 analyse the
regression results at {(a) aggregate level and (b) according
to (i) industrial groups, (ii) paid up capital groups and

(iii) age groups. A comparative picture of the results of the
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present analysis with other relevant studies form the content

of Section 5.6. The last section 5.7 summarises the

findings of this chapter.

5.2 Method of Analysis

The variables that are considered for the
regression exercise are profit after tax (PAT), Current ratio
(Crat), Dividend pay out ratio (DPR) <Corporate tax paid
(Ctax), Additions made to gross fixed assets (AGFA), Net

fixed assets (ANFA), Current assets [(ACAS), Inventory (AINV),

Income (Inc), Expenses (Exp), and Ploughed back funds
(Plou). The variables and their definitions used in this
chapter are the same as in chapter IV. Apart from these, the
new variables introduced in the present analysis are: They
are:

Growth of net fixed assets and growth of current
assets (GNFA and GCAS). These are calculated using the

formulae

where ¥ is the variable, tl is the current period and t0 |is

the previous period.

2. Age of the firm is denoted by a dummy variable. 0Old firms
(firms incorporated before 1980) take the value 1 and new
firms (incorporated after 1980) assume the value 0. 3. Cost

of debt capital is represented by (1) interest paid as
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percentage of total lcan {INTLON) and (2) expenses of issue

as mentioned in the prospectus {(EXPISS).

The analysis is based on linear stepwise regression
model. This model has the advantage of bringing out the
relative importance of each of the statistically significant
independent variables in explaining the variations in the
dependent variable. Forward selection procedure is adopted
while selecting the variables in the stepwise regression
model, whereby "the first variable considered for entry into
the equation is the one with the largest positive or negative
correlation with the dependent variable. The F test for the

hypothesis that the coefficient of the entered variable is

then calculated. To determine whether this wvariable is
entered, the F value is compared to an established
criterion....... One criterion is the minimum value of the F

statistic that a variable must achieve in order toc enter,
called F-to-enter with a default value of 3.84. The other
criterion is the probability associated with the F statistic
called probability of F to enter, with a default of 0.05. In
this case a variable enters into the equation only if the
probability associated with F test iz less than or equal to

the default 0.05.

The actual significance level associated with the F
to enter statistic is not the one usually obtained from the F
distribution, since many variables are being examined and the

largest “F’ value is selected. Unfortunately the true
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significance level is difficult to compute since it depends
not only on the number of cases and variables but also on the

correlation between independent variables.

If the first variable selected for entry meets the
criterion for inclusion, forward selection continues.
Otherwise the procedure terminates with no variables in the
equation. Once one variable is entered, the statistics for
variables not in the equation are used to select the next
one. The partial correlations between the dependent variable
and each of the independent variables not in the equation
ad justed for the independent variables in the equation are
examined. The variable with the largest partial correlation
ig the next candidate. Choosing the wvariable with the
largest partial correlation in absoclute value is equivalent
to selecting the variable with the largest F value. If the
criterion is met the variable is entered intoe the equation
and the procedure is repeated. The procedure gatops when
there are no other variables that meet the entry criterion”

(Marija, p. B224-B225).

The varjiation in internal and external funds are
sought to be explained by the following variables. The

general form of the model developed to explain internal and

external funds are as follows:

INTFUN = f (PAT, CRAT, DPR, CTAX, AGFA, ANFA, ACAS, AINV,

GNFA, GCAS, INC, EXp, PLOU, INTLOAN).
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EXTFUN = f (PAT, DER, CRAT, AGFA, ANFA, DPR, CTAX, ACAS,AINV,
GNFA, GCAS, INTLOAN, EXPISS, PLOU).

A priori the variables that are hypothesised to
have positive relationship with internal funds are profit
after tax (PAT), income (INC), current ratio (Crat), ploughed
back (PLOU), DUM1, and interest paid as percentage of total
locan (INTLOAN). As mentioned earlier (Chapter 2), an increase
in the income, profit after tax and ploughed back funds is
expected to increase the internal funds of the firm. A higher
current ratio indicates larger current assets than
liabilitiegs. In otherwords, higher 1liquidity and a low
current ratio indicates lower liquidity in the short run.
Hence, current ratic is expected to have a positive

relationship with internal funds.

Similarly, old and egtablished firms are expected
to have higher internal funds in termg of higher accumulated
reserves and surpl&s and depreciation provision compared to
the new firms. This is because, apart from the fact that a
time lag is invelved in the production and sales process, it
also takes time for a firm to streamline its income and
outflows in the form of dividends and taxes.

On the otherhand variables that ére expected to
have a negative influence with internal funds are EXP, DPR,
CTAX, AGFA, ANFA, ACAS, AINV, GNFA, GCAS, DUMO, INTLOAN.
This is because EXP, DPR, CTAX, INTLOAN are outflo;s from the

firm draining the internal sources. The expected negative

relationship between additions made to and growth of net
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fixed and current assets are explained by the fact that
external funds start flowing only when the internal funds are
not adequate or has reached a saturation peint. Therefore,
the variables, DPR, CTAX, AGFA, ANFA, ACAS, AINV, GNFA, GCAS,
which are hypothesised to have a negative effect on internal
funds are expected to have a positive effect on external
funds.

A higher debt equity ratio, higher expenses of
issue and higher interest rate paid on loans act as deterrent
on the funds to be raised externally, and are expected to

have negative influence on external funds.

Variables such as PAT, INC and PLOU have both
positive and negative impact on external fundsg. The positive
impact o©f these factors can be explained by the fact that

thege factors increase the bock value and the earnings per

share of the firm, which the investors conaider while
investing in a firm. Hence a firm with a higher level of
PAT, INC and PLOU depends less on the external sources of
funds but at the same time, these factors increase the

succegs rate of the public issue, if the firm c¢hooses to
raise funds from the market. Similarly the variable INTLON
is expected to have both negative and positive relationship
with internal funds. Because as an outflow it will decrease
the funds otherwise available for distribution or plough back
but the fiscal benefits associated with interest payments
reduce the outflow in the form of corporate tax and hence

increase the internal funds. The functional form of the model
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employed in the study is as follows:

INTFUN = a + blPAT + L2INC + b3DUM1 + BLACRAT + b5 PLOU -

b6EXP - b7DPR - b8CTAX - bYAGFA - b1OANFA - b11ACAS - b12AINV
~b13GNFA - bl4GCAS + b15INTLOAN + E.

EXTFUN = a + b1DPR + b2AGFA + b3ANFA + b4ACAS + DbDBAINV +
b6GNFA + b7GCAS + bL8DUM1 + bPCTAX + b1OPAT + bI1lINC + b12PLOU
- b13INTLOaN - bl4 EXPISS - b15DER + E.

5.3 Analysis of regression results at the aggregate level

The aggregate level analysis was undertaken to gee
how the chosen variables behave, for the selected companies
as a whole. The results of this analysis can be taken to
indicate the representative behaviour of private corporate
sector during 1980-81 - 1987-88. Results of the stepwise
regression model are presented in Table 5.1. In the aggregate
level analysis, internal funds are determined by income,
current ratio and expenses, where the variables are
statistically sgignificant and have the expected sign. It may
be inferred from the above results that a unit rise in income
and current ratio increaseg the internal funds by 0.43 units
and 0.70 units respectively, whereas a unit rise in expenses

decreases internal funds by 0.17 units.

External funds at the aggregate level are
positively influenced by profit after tax, corporate tax,
interest paid as percentage of total loan and growth rate of

current assets. All the variables in the equation are

positive and statistically significant.
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Table 5.1 ¢

Explanatory Variables)

Results of the Stepwise Regression Analysis at the Aqareqate Level (Coefficienls of Significant

Cep. Constant INC. EXF.  CRAT. PAT  {TAX  INTLOAN olAS RE F N
variable
b x 2 $R T T
INTFUN 5.043 0.2799 0.75% 2575.2% 814
Step 1 (4.388) (50.74M
i% H A34
Step I S.2¢24 0.435¢  -C.1708 0.766 1334 813
(8.601)  (12.969)  {-4.488)
117 131 #3e $43
stap 111 3,975 70.435 0171 §.700 G797 894,25 At2
{3.163) (13.007  (-4.71)  (2.29%)
i ey
EXTFUN 43.34 1,853 0.273 304.84 B4
Step 1 (13.050) (17,31
133 EET $4
Step 11 37.72 1.528  6.533 0.31 186.175 813
(11.32} (13.416) {6.94)
T T 145 #$
Step 111  27.852 1.518 6,316  197.54% 0.327 131.88 812
(6.782) (13,50%) (4.739F {4,037}
3] T 2T EEE *#EH
Step IV 25.793 1.504 6.413  184.85 9.97% 0.336 102.6 B
(6.24) {13.44) (6.878) (3.787)  (3.205!
Note: 1. Fiqures ip paranthesis denote ‘1' values
2. #2¢ denple significance al 1 percenl level
Evidently, a unit rise in interest paid as
percentage of loan results in an increase in external funds
by 184.8 units. UWhile it is difficult to explain such a

positive association between external

as percentage of total loan, under

interest paid as percentage of loan

there ig a bunching of repayments, or

taken with higher interest rate. The
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be to clear the earlier outstanding and get a fresh, larger
locan.

Thug under both the circumstances, in the sgame
year, there will be an increase in the borrowings. Tax
shield on interest payments and fixed cost of debt compared
to equity may also influence a firm to rely more on external

borrowings.

5.3.1 Industry Level Analysis : Manufacturing Industry

In this section, analysigs at industry level is
undertaken to see whether the chosen variables behave
differently for different industrial groups, and to find how
far the results are comparable with the aggregate analysis.

The internal funds of the manufacturing IiIndustry
have significant and positive relationship with profit after
tax, growth rate of current assets, interest paid a8
percentage ¢f total loan and corporate tax. However, the two
variables, namely GCAS and CTAX while are significant, do not
carry the expected negative gign (Table 5.2).

As pointed out in chapter IV where the mean values
of several indicators of the manufacturing industry were
found sgsimilar teo the total industrial average, in the
external funds equation, it is found that those variablas
such as the profit after tax, INTLON and GCAS which are
gigniflcant in the aggregate level analysis are gignificant
here also. The gignificance of the variable dividend pay out
ratio (DPR) implies that a unit rise in DPR increases the

requirements for external funds by 1.32 units.
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Table 5.2 ! Results of the Stepwise Regression Analysis foo

Lt e e ay rae e b s e s e e oo 4l T i e

the Manufacturing Industry a (Coefficients of
51qn1f1cdnt Eaplanatnry Yariables)

Dep. Constant FaT. GCAS TN.IOAh CTaY  DPR ne
variable
WA ¥ %
TNTELUN il e M 1.712 2,30 2001
Btep T (12.83%y (17,0920
N2 X% % 33 3%
Siep II 18579 1.665 7808 Q.33 17907
315033 (97043 (5.249)
R it N %% %% %
Step IT3 1557 1,604 T.417 103,45 0.3%  130.0
(70267 CIZ.520F {4,775 (4550
¥ RH o3 3t AN %9
Step IV TEWTED 1.438 Sl &S 1.0 1.434 2.354 79
Chahe (0,74 {5.187 (has4?y {2.060
EEE” ¥
EXTFLM 345.95% 2.409 2,207 190,22
Step 1 TE.6800 {43,798
L xH it
Step 11 ANt =.2892 107 .80% YLR30G 107 L 44
(7787 {13,606 (4,447
EHH KA RXH B i 36
Step I11 25.842 2.297L 0 f.T07 174,64 HPSAT SR
{7 .248; (13,337) 2.7 Che2T1)
EHE *i % #3% bl
Grep IV 25.504 2.297 ot 173.907 1.32% 0.246 59B.%&4
(7.17) (13.36 (73 \4.153 (1.9922

o4

Hotel! 1. Figuras in paranthesiz - &0 Lo 't valuas
2. HE™, EF fenots signiTicance at v oand B opercent level vespectively
5.3.2 Manufacture of Electricity Gas and Uater

The internal funds of this industry are largely
determined by a single variable namely CRAT, which alone
explains 321.5 per cent of the variations in internal funds
(Table 5.23). It may, however, be recalled that the current
ratio of this industry was the least when compared with other

industries (Chapter IV, Table 4.4).
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As far as the external funds of the slectricity
industry are concerned, debt equity ratio (DER) is the only
variable which turns out to be statistically significant and
explains 46.3 per cent of variation in external funds. It may
be noted that the DER of this industry was the second highest
among the industries (Chapter IV, Table 4.4). Apparently,
the nature of.the industry which involves a huge capital
outlay, gives rise to a higher debt in the capital structure.
Alsc we noted earlier that outstanding debt does not posa any
constraints  for raising further debt. Debt equity ratio for
such industries with large capital outlay and longer
gestation period can go upto 10 : 1 as against the normal

optimal ratio of 2 : 1.

Table 5.3 : Results of the Stepwise Regression Analysis
for Electricity, Bas and Water Industry (CLoefficients
of Significant Explanatory Variables)

Dep. Varizhle Tonstant CRAT GE ne F N
* ¥
INTFUN T Lo47 14505 G.314 G123
Step I Y AR ( 3.180)
S
EXTFUN e 315 19170 0.44 19.01 22
Gtep I ..615) (4£.304710
Note: 1. Fij in paranthesis denote *t7 wvaluss
2. Aaa e significance at 1 percent Level
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5.3.3 Construction Industry

The internal funds of the construction industry are
explained by (1) the growth rate of current assets (GCAS)
and (2Z) Interest paid as percentage of total loan (INTLOAN)
(Table 5.4). The positive association between internal funds
and GCAS may be because of the fact that current assets also
consist of unsold goods which will add to the cashflow once
they are sold. It may be noted that the current ratio of this
industry was the highest compared to other industries
(Chapter 1V, Table 4.4). Possibily in the construction
industry a large inventory of construction material is kept

at the site till the completion of the job.

The external fundsg of the construction industry are
determined by the variable INTLOAN. The positive assgociation
may be explained by the fact that the DER is very less
{(Chapter IV Table 4.4) and the industry has much scope to
raise further debt. Hence a unit increase in INTLOAN results

in an increase in the funds raigsed externally by 72.89 units.

5.3.4 Trade Industry

Internal funds o©f the trade industry are mostly
determined by profit after tax. It may be recalled at that
the mean value of profit after tax of this industry was the
highest compared to other industries (Chapter 1V, Table 4.4).
The correlation coefficients (Chapter 1V, Appendix Table 4.5)

alsc show that profit after tax and internal funds are

positively and significantly related.
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Table 5.4 : Results of the Stepwise Regression Analysis fo
Construction Industry (Coefficients of Significan
Explanatory Variables)

Dep.Variable Constant GCAS INTLOAN R F N
* *x k X
INTFUN 7.58 10.577 0.42 10.22 14
Step I (2.015) (3.198)
LI * %
Step II -1.36 .75 148.79 0.646 11.%1 13
(-0.314%8) (3.617) 2.878)
. kK
EXTFUN 1.628 72.89 0.48 13.13 14
Step 1 (0.353) (3.625)
Note: 1. Flgures in paranthesis denote 't’ values.
2. *xx  *x  * denote significance at 1, 5 and 10 per cent

level respectively.

From Table 5.5 it can be inferred that the
external funds of the trade industry are determined by profit
after tax, dividend pay out ratio and the debt equity ratio.
It may be recalled that this industry ranked first in terms
of profit after tax and debt equity ratio (Chapter IV Table

4.4) and paid the least in terms of dividend pay out ratio as

compared to other industries.

5.3.%5 NEC Industry

Profit after tax and the corporate tax are the two
variables which determine the internal funds for the NEC
The variable corporate tax though significant does

industry.

not bear the expected negative sign (Table 5.6).
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Table 5.5 : Results of the Stepwise Regression Analysis for Trade Industry
(Coefficients of Significant Exzplanatory Variables)

PDep.Variabla Constant PAT DPR DER RE F M

A% 9%
TNTEUN 3796 0,459 G.346 13.907 20
Step 1 (2.350) (3.288)

L E 3] 7% ¥
EXTFUN ?2.85 1.22 0.45 24,66 30
Gtep I (2.856%) {(4.9664)
%% XAK
Step II 39.33 126 24,61 G.73 47 .11 26
(1400 (7.31) (S.66)
HEH X% #* 3
Step ITI - 4,345 1135 4B3.72 28.181 O.78 34.35 28
{(-.152) {(7.024) (H.59) (2.48}
Note: 1. Figures in paranthesis denote ‘t* values.
< - x%¥%, #xx denote significance at 1 and 5 per cent level respectively.

Table 5.6 : Results of the Stepwise Regression Analysis for NEC  Industry
(Coefficients of Significant Explanatory Variables)

Dep.Variable Constant AT CTAX DER PLOY Re F N
® % e T
IHTFUN 52.943 3.132 0.615 3844 22
Step 1 (2.2432 (5.729)
* % *¥ X %

Step II 45.37 2.415 4.093 G.693 23,77 21
(2.0817 (4.2163 (2,321 :
W
EXTFUN -36.047 183.79 0.20 5.81 24
Step 1 (-0,3201) 2.412)

3 # ¥* 3
Step II ~84.243 174,28 4,1B9 0.36 5.93 24

(=~0.757) (2.511) (2.237)

Note: 1. Fiqures in paranthesis denote ‘t* values. . _
2 xx%, %% denote significance at 1 and 5 per cent level respectively.

100



The external funds of the NEC industry are
influenced positively by the debt equity ratio and the amount
of ploughed back funds. A unit rise in the DER increases the
external funds by 176.22 units and a unit increase in the
PLOU increases the external funds by 4.189 units. The
positive influence of these variables may be explained as
follows: (1) The nature of this group of industry encompassgses
firms with wide range of activities from plantation crops to
engineering and shipping which involves large capital (2) The
value of the firm increases with the increase in the funds
that is ploughed back; this helps the company in raising

funds externally.
5.4.1 Analysis by Size Groupa: Internal Funds

Analysis o¢f the determinants of internal and
externals funds by different size groups is undertaken mainly
to find out the differences, if any, in the determinants of
two sources of funds. In this section determinants of
internal funds of the PUCGs are discussed first followed by

the external funds.

A comparison ©0f the regression results of size
groups and the industry groups reveal that the signs of the
coefficients of the variables income, expenditure and current
ratio remain the same in both the analyses. However,
corporate tax (with the exception of PUCG5) and dividend pay
out ratio exert a significant and negative influence on

internal funds; unlike the industry level analysis where
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Table 5.7 : Resul@s.uf the Stepwise Reqression Analysis of Internal Funds for different PUCGs
(Coefficients of Siqnificant Explanatery Variables)

PUCG Groups Constant INC. Exp. CTAX
and Sleps
PUCG1 #: 31
Step I 5.698 0.230
(3.127)  (26.65)
F43 H 1213
Step Il 5.447 0.4657  -0.2&7
(3.109}  (8.487) (-4.378)
#34 i 13 548
Step IlI 5.948 0.506  -0.294  -1,794
(3.467)  (9.238)  {(-4.8%) (-3.43)
¥ HE iy 234
Step IV 3.727 0.507  -0.298  -1.808
(1881 {9.339)  (-4.9%%)  (-3.49)
PUCGE 3% H
Slep 1 4,587 0.298
{2.47) (35.34}
Step L1 £43 #H #4¥
4.869 0.8507  -0.440
(2.82) (10.282) (-4.76)
Step [I1 e 3 3 ¥
4.75% G.9%2  -Dp.&07  -1.282
PUCG 3 (2.785) (10.459)  (-7.201) (-2.4%)
Step i #3# #RE
7.393 0.274
PUCG 4 (2.451)  (16.8%)
Step 1 LETd
5637 0.258
(1.382) {b6.761)
P24 3
Step 11 -1.633 3.842  -3.8%
(-0.689F (12,480 (-11.4672)
Step 111 23] ¥
-G.6114 3.73¢ -39
PUCGS (-0.266) 143,67} {1479
Step 1 ey
2.047 0.323
(0.558) (23.06)
$¥ yi4
Step II 2.263  0.497 -0.ZcA
{0.704) (13.97} {(-5.209)
Stes 111 W b
1,101 0,469 -0.2105 2.116
(0.348) (12.771) (-4.977) (2.361)
Nate 4 : Fiqures in paranthesis demote ‘l° values.
21 Erk

##

1.311
{2.183)

%

-14.36
{-2.589)

0.787

.79

0.80

0.82

0.84

0.847

€.420

0.821

0.83

394, 1

280.0

214.9

1250

744

310

£93.4

140.8

104.8

531.7

360.2

254.9

277

274

166

o]

61

85

84

%% ang ¥ denote significance at 1, 3 and 10 per cent leval respectively,
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their influence was positive. Table 5.7 reveals that the
influence of the variables income and expenditure is
consistent in all the PUCGs. Both the variables are
significant and have the theoretically expected positive and
negative sign respectively. It is interesting to note that
the variable CTAX which exerts a negative influence on
internal funds in the first two size groups, does not turnout
to be so in the subsequent higher size groups. In PUCGH, its
influence on internal fund is positive and significant. It
may be noted that for the PUCGS, corporate tax paid as
percentage ©of gross profits is the least (Chapter 4 Table
4.5).

The variable DPR emerges significant and has a
negative impact on internal funds only in the case of PUCGH,
for which the average dividend pay out ratio ig the highest
compared to the other sgize groups (Chapter IV, Table 4.5).
Interestingly, the variable current ratic has a significant

and positive impact only in the case of PUCGl, which ranked

first in terms of average current ratio (Chapter 4, Table
4.5).
5.4.2 Analysis of Determinants of External Funds by

different Size Groups

The external funds of the different size groups
are determined by variables PAT, INTLCAN, GCAS and CTAX
(Table 5.8) which have a positive and significant influence.

The varjable PAT is significant for all the PUCGs but for the
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PUCG4 where the profit after tax is the least compared to the
rest of the PUCGs (Chapter 4, Table 4.5). GCAS is significant

and positive only in the case of PUCG4.

5.5 Age-wise Analysis

A dummy variable introduced to bring out the
impact of age on internal and external funds did not show
statistical significance. The poor influence of age dummy on
internal and external funds is also evident from the

correlation coefficients (Chapter 1V, Appendix Table 4.13).

In wview of the importance of age factor, an analysis is
carried out separately for companies incorporated before
1980, (denoted as new companies). Table 5.9 presents this

results of the regression analysis.

Similar to the gizewise analysis, the internal
funds of the old firms are positively determined by income
and current ratio and negatively by the expenses. All the
variables bear the theoretically expected gigns. On the other
hand, internal fundas of the new flrms are explained by a
gsingle variable namely income, which alone explains 68 per
cent of the variations in the internal funds. The
significance of thig variable shows the importance of the

factor, income earned, for the new firms, where a unit rige

in income leads to 0.25 unit rise in the internal funds of

the new firms.
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Table 5.8 & Resulls of the Stepwise Rearession Analysis of
gxternal Funds for differant PUCGs tCoefficients of Significant
Explanatory Variables)

%ep. Variable Comsianl  PAT. ITLOAY CTAX  Geag R P X
and Sieps
RUCGY ¥ A4 o.27% 8.9 214
tep!l $i.34 2,019 ‘
{7.0%) {9.048;
ET 3 2P
Step il 3217 2.024 153,969 G.297 444 213
{5.64) (9.204)  {2.128)
G2 154 FE
Slep 33.547 323 C.248 148.4 78
(6.427) {12,784}
A% Fa% 4%
Siap Il 1879 3.3 358,503 6.7 ais
(B.408)  (41.8237 (3.14h
$H 131 538 H
Step LIl 17.977 2.565 352.55 3.825 2.28 57.22 274
{2.377F (7,246} (30184 {2.41:
LGS FH¥ #E4
Step I 37,304 2.51% g.24 45,12 16&
{5.962 6717}
eLCGE 4 EE
Step I 16,47 20,454 0.328 30,29 &C
(Z.992} ' {Z,504)
b33 43 L5-1- .
Jtep Il 12,597 17.887 15,707 0,458 25.83 41
{2.422} {5.23; {3.83}
¥y TE Hd
Step III .74 266,087 17.43%F  13.567 2512 21037 &
(¢.628) (2.578% (5.32! (3,392}
PUCGE FHE 54
Sleg I 43,68 faft . 3,350 26,47 Bb
(£.502)  [6.812
F43 T T FHs
Siap 11 £3.11% 1.809 14,735 0.454 25,38 &S
7,402 (580 {5,003
Note 11 Fiaures in paranthesis Jeaple 1" values.
21 wxx and #% denate significanca al 4 and 5 per cenl

ravel respectively,
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Table 5.

9 ¢ Resulls of the Stepwise Reqressien Analysis

for Old and New Firms (Coefficients of

Significant Explanatory Variables)

Dep. ExF CURAT PAT CTAX GCRS NN R F N
Variable
H
+% ke k3
INTFUN 2.477 5096 2.79 i97%.4 =03
Siep 1 -SSR O T3
(33 p 321
Step 11 3.7%4 0.5173 *iy
LT iy -g.ae7 .87 122,00 3
bR {-7.436)
Stap I 2. £.5170 ¥ L
1,585 47,058 -0.247 0.758 0.318 755056 50
(=7.471) 2.
New
Ly HHE
TFL I 5.4 0.c83 &&7.1 309
Ster - CRY (25,82
0ld 4 523
EXTF. S 256 1.72C C.3i¢ 7228.7 503
Step . T i0h (15.123}
R ] iHE R
Sl L2515 1.369 B.550 3,28% {60.5 s8¢
194 {14.79C) 17.948)
3T ¥ B2 1T
Sia, 3 1.3605 B.&53 15.226
©.26) (11.862: 8,106 (3.710! 0.305 1130 SO
3T ] 1 1T L 44
—e. 590 1.360 8.488  14.3467 198,84
"3.804) 014,95 {8.002) (3.54% (2.974) 0.8%  B%.C6 BAC
tH ¥
¥.014 3.1204
(7,459} 12.787) 0.235 95,5 209
b2 31 L3
o1l 32.085 3.049% §70.582
(3.279) (9.567) (2.496) D.250 51,4 08
1T ¥ 12 E2 33
Ll 23,908 2,809 -5.597 74 (0.266 37.20 387
{5.594. (8.782. (-2.4612) 12608
1 : Fiqures in paranthes.s dengle ‘1’ vaiues.
Z ¥#% and ¢ Senole siqn.ficance at tand S per cerl

level respectively.
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The external funds of the old firms are determined

by profit after tax, corporate tax, growth rate of current
assets and interest paid as percentage of total loan. All the
variables are significant and exert a positive influence over
external funds and they explaln 42 per cent of the variation
in external funds. Compared to this, external funds of the
new firmeé ara poaitively determined by profit after tax and

interest paid as percentage of total loan and negatively by

the corporate tax.

The negative impact of corporate tax on external
funds is difficult to explain. It may be noted that the same
gset of variables including growth rate of current assets
explained 42 per cent of variation in external funds of the
old firms whereas for the new firms, they explain only 27 per

cent of the variation.

5.6 Comparison of the Regression Results with other
Studies

A review of existing literature on the subject of

business gsavings and invegtment analysis brings into
limelight an important finding that internal funds or
business savings, are mainly inferred from the dividend

policy or the dividend pay out ratios of the firms (Lintner,
1956; Dobrovolaky, 1951, Raoc and Sharma, 1971; Krishnamurthy
and Sastry, 1974, 1975; Puranandam and Rao, 1966; Dhrymes and
Kurz, 1964 Britain, 1966). The present study however, has

identified the demand for the two sources of funds to be
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dependent wupon the fixed and working capital requirements,
income earning, profit retaining capacity of the firms,
outflows and the cost of capital. With this distinction in
the background, the pregsent section interprets the results of

the foregoing analysis with the findings of other studies.

In the pregent study, the variable income emerged
as an important factor in explaining the internal funds in
the (a) aggregate analysis, (b) size groups and (c) age
Eroups. The study by Kishore (1980) has sought to explain
internal funds by net income as percentage of networth which
had positive and significant impact on internal funds. Snmith
(1963) concludes that corporate savings is primarily

determined by current and expected income,

The variable profit after tax had a positive and
significant impact on internal funds and external funds.
Krishnamurthy and Sastry (1975), Lintner (1956) Dobrovolsk&
(1951) have ugsed this variable to explain the dividend
functions. Apte’s (1986) study finds that firms with good
profit performance tend to borrow less since internal
financing 1is generally <cheaper than external financing.

However firms with larger investment borrow more.

The variable fixed investment requirements dencoted
by the growth rate of fixed assets did not turnout to be
significant in explaining the external and internal funds. On

the other hand, growth of current assets which was used to
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measure the investment in working capital emerged significant
and positive in explaining internal funds in the case of
manufacturing and construction industries. The same variable
explained eXternal funds in the aggregate analysis,
manufacturing industry, PUCG3 and the old firms.
Krishnamurthy and Sastry (1975, 1974, 1971) have used the
variable inventory investment/capital stock as one of the
dependent variables in explaining inventory investment; and
as an explanatory variable in explaining externmal finance
respectively. They arrive at the conclusion that (1) external
and internal funds have positive.and significant influence
over inventory investment and (2) inventory investment has
positive influence over external funds. Rao’s (1%81) study

brings out that inventory and trade credit appear to be the

main determinant of bank loan.

The variable dividend pay out ratio emerges
positive and significant in explaining external funds and
negative in explaining internal funds. Swamy and Rao (1975)
have also obtained similar results. The rationale behind this
is that higher the dividends, higher will be the demand for
external funds because less would be available from internal
sources for any given level of net profit after tax. In the
present study total expenses display a consistent negative

relationship with internal funds. Pandit’s (1984) study on

corporate propensity to save, concludes that a higher unit

wage cost brings a fall in corporate savings. Our study

includegs wages as one of the expenses on the assumption that
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higher expenses will reduce the gross profit which in turn

will reduce the level of internal funds.

The variable debt equity ratio emerges positive in
explaining external funds. Krishnamurthy and Sastry (1975,
1974) have used stock of debt to explain debt flow (external
funds), which turned to be positive. This implies that the

principle of increasing risk with increasing debt does not

apply to sample firms.

The variable interest paid as percentage of total
loan is positive and significant in explaining both internal
and eXxternal funds. Krishnamurthy and Sastry (1974) states
that the influence of cogt of raising funds on external funds
may not be strong because "if the rates do not move according
to the free play of market forces on account of regulation

and control, then they may not register their influence”.

5.7 Summary

In this chapter an analysis of the determinants of
internal and external funds was presented. Using the stepwise
regression technique, the analysis was carried out at four
levels, namely (1) at the aggregate level of all comapnies
(2) by industrial groups (3) by size groups and (4) age
groups. The analysis was mainly aimed to understand the
interrelationships between the sources of funds and (1)

inveatment requirements (2) age and size of firm (3)

outflows, and (4) to find the effect of cost of capital on

fundas raised externally.
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Variables profit after tax, current ratio, dividend
pay out ratio, corporate tax, additions made to gross/net

fixed assets, current assets and inventory, growth of net

fixed assets, current assets, income expenses, ploughed back

/

funds and interest paid as percentage of total loan were
considered in the internal funds equation. Variables profit
after tax, debt equity ratio, current ratio, additions made
to gross, net fixed assets, current assets and inventory
dividend pay out ratio, corporate tax, growth of net fixed
asgets and current assets interest paid as percentage of

total loan expenses of issue and ploughed, back funds were

conseidered in the external funds equation.

The results of the regression analysis reveal that
the determinants of internal funds at the aggregate level and
the individual industries differ. Whereas at the aggregate
leval, internal funds are determined by income, expenses and
current ratio at the industry level analysis internal funds
are mainly determined by, profit after tax, growth rate of
current assets and interest paid as percentage of total loan.
One exception to this is the electricity industry where

internal funds are determined by a single variable namely

current ratio.

However, profit after tax, corporate taXx, interest
paid as percentage of total loan and growth of current assets
the common variables that explain external funds at the

ar e

aggregate and at the individual industry levels. Apart from
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these, the other varjables that explain external funds for
the different industrial groups are dividend pay out ratio,

debt equity ratioc and ploughed back funds.

The determinants of the internal funds at the size
group level and at the age group level are similar to the
determinants of the aggregate level analysis (with the
exception of the variable corporate tax which is significant

in the smallest and in the largest size groups).

It is observed that profit after tax, corporate
tax, interest paid as percentage of total loan and growth of
current assgsets are the variables that explain external funds

at the aggregate, size group and age group analysisg.

Evidently, while the determinants of internal funds
differ between the industry level, the aggregate level, size
group and age group level analyses, the determinants of
external funds at all the four level of analysis are mostly

the same.

1t emerges from the analysis that the working
capital or the current asset requirements influence the two
gources of funds rather than the fixed investment
requirements. The positive influence of the variable
interest paid as percentage of total loan on internal and
external funds can be related to (1) the fixed nature of
interest charges (2) fiscal benefits associated with interest

payments (3) and non-applicability of the principle of
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increasing risk to the sample firms. The significance of the
variable profit after tax in determining external funds
asserts the influence of the profit earning capacity and the
past records of profit which motivates the investor to invest

in an industrial unit.
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CHAPTER VI

ANALYSIS OF PUBLIC ISSUES

6.1 Introduction

The analyses in the preceeding chapter brought out
the importance of external source of funds ag a proportion of
total funds deployed by the sample firms. The available
evidence makes it clear that over the four decades ending 90-
91, while the number of registered companies grew hy 8 times
and the paid up capital of these firms increased by 15 times,
the share of gross savings of these firms in the gross
capital formation rose only by 6 percentage points (CMIE,
1992). This phenomenon of inadequate internal accruals partly
explains the fact that around three-fifths of the funds used
by the firms (particularly the industrial sector) are from

axternal sources.

It ia important to note that a major portion of the
funds from external sources is accounted by borrowings.
However, current liabilities and public issues together form
a mSizable amount and account for 40 per cent of the total
external funds. As discussed in Chapter III, if the factors
like the abolition of managing agency system, the immature
capital market in the early years and the c«reation of
financial institutions to fund the large fund requirements of

the then large companies are taken into account the Indian
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Companies dependency on borrowings (mainly from financial

ingtitutions) is not surprising. What is interesting,
however, is the fact that funds raised through capital issues

have registered a sharp increase from Rs. 7.9 crores in 1951

to Rs. 6473 crores in 1990, Evidently, much of the increase

in the funds raised through capital issues has been in the

eighties.

This phenomenon assumes importance not only in the
context of the volume of funds raised but also on the growth
of capital/stock market, nature of firms that have decided to
&0 public and the confidence of +the investors in the
capltal/stock market.

Agalinst this background an analysis of public
issues is attempted Iin the present chapter. Such an analysis
assumes importance because given the increase Iin the demand
for funds by firms, the financial institutions which have for
long played the role of financing of the companies, face
resource crunch due to the credit squeeze policies of the
government. Hence, the companies are forced to look out for
alternative sources of funds. This chapter centres around
one of the objectives of the study, namely, the growth of
securities market with special reference to public issues.
Also the relation between raising funds through public issues
and factors like size of firm, size of issues, age of firm

and the type of industry is looked into.

A firm's decision to raise money from the public is

a function of the demand for funds of the firm. And most
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often the success of the issue is determinsed by the (a)

reputation of the firm (b) the size of issue {(c) the product
range of the firm and (d) size and age of the firm. Besides

these factors the prevailing industrial policy and fiscal

measures that promote or inhibit industrial investment also
play a crucial role. This chapter therefore, is organised as
follows. The following section discusses the method of
analysis. Section 6.3 portrays the status of capital market
over a period of time and also contains the highlights of the
findings of other studies. Section 6.4, 6.5, 6.6 and 6.7
present the analysis by (a) Type of industry (b) Size of firm

(c) age of the firms and (d) Size of issue regpectively.

Section 6.8 gives the summary of the Chapter.

6.2 Method of Analysis

The present chapter is based on the information
drawn from the prospectus of public issues of firms that
have entered the capital market during the period 1 January
1988 and 31 December 1988 through the Stock Exchange of
Ahmedabad. There were a total of 128 issues in the year 1988
of which 119 were of the firms belonging to private corporate
sector and 9 from the government sector firm. Since the focus
of the study is on the private corporate gector, the analysis
is restricted to the public issues of the private corporate
sector. The information collected relates to the following:
total cost of project, paid up capital, date of incorporation

of the firm, funds from institutions, promoters contribution,
L]
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ign i
foreign loan assistance, purpose and amount of public issue,

expenses incurred for the issue, and the line of production

activity pursued by the firm.

In the present chapter the classification of firms
according to industry and paid up capital differs from that
adopted in the sarlier chapters (4 and 5). This is because
the analysis in chapters 4 and 5 were based on firms engaged
in manufacturing activity and having a paid up capital of Rs.
3 crores and above whereas the analysis of public issues |is
based on the information for all the private corporate sector
firms that have come out with public issue irrespective of
their paid up capital or industrial category. Therefore,
while the classification based on type of industry includes a
new group of firms belonging to banking, insurance and real
estate, the <classgification pertaining to sgize of firms
include the group of firms with a paid of capital of less
than three <crores. The classification according to age,
however, is the same as in the case of earlier chapters.

Apart from this, the public issues were also claggified into

7 categories depending on their size.

6.3 Status of Stock Market in India

The stock market is an important constituent of the
capital market which facilitates the trading in securities.
[n the early sixties there were only five major stock
namely the Ahmedabad, Delhi, Bombay, Calcutta and

exchanges,
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Madras. At present there are 22 stock exchanges situated all

over the country (see Chapter III, Table 3.4 for deatils on

the number of companies listed and their paidup capital).

Till recently the issue of capital required the
prior approval or consent by the Controller of Capital Issue,
(CC1), @overnment of India, except for exempted categories.
"The aggregate amount of consents or acknowledagments granted
(excluding bonus shares and locans etc) during the year 1989
by CCI to the non-government public Limited <companies for
raising capital stood at Rs.48B88.9 crores and it regigstered a
manifold increase of more than a hundred times over Rs.41.5

crores during 1970"” (Narta 1992, p.9%5).

As mentioned <elsewhere in the study, the stock
market can be divided into new iIssue market or primary market
and the sacondary market. The new issue market deals with
new L58Ues flocated by new and existing companies. The
gsecondary market is a market for trading in the securities

which are already sold.

In India trading in securities is conducted through
a aystem of auction and confined only to listed securities.
Firma have their securities enlisted with one or more stock
exchanges in order to be eligible for trading. Further

listing ensures easy marketability and liquidity to a share.

It may be mentioned that trading does not take

place of all the gecurities listed with the stock exchange.
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Trading takes place on few securities, which leads to rise in

the prices of only selected securities. This results in

insider trading and speculative investment, leading to the

lopsided growth of stock market.

To curb such unhealthy practices taking place in
the stock market the Security Exchange Board of India (SEBI)
wags set up in the late 80°’s. In view of +the Narasimham
Committee report on financial systems, which recommended that
for speedy liberalisation of the capital market, prior
approval of any agency for issue in the stock market be
dispensed. with, the CCI cease to have relevance. The
committee also recommended that "SEBI should not become a
controlling authority substitution of CCI, but should
function more as a market regulator to see that the market is
operated on the basgis of well laid down principles and
conventions” (Summary of the report of the Narasimham
Committee on the financial system, as given in Kapila 19922,

p-245).

In the following paragraphs a brief discussion of

relevant literature is given which traces the growth and

trends of stock market in India.

6.3.1 Review of literature

The studies by NCAER (1966), Bhatia (1976), and
Khan (1976, 1978), analyse the trend in stock market in
general and the new issues market in particular covering the

period 1958 to 1973. These analyses highlight the factors
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that cause Vulnerability in the stock market. For example a
reduction in bank rate, excise duties, liberalisation
measures even if they were selective (as they were during the
early 70s) brought out a bullish trend in the stock market
and an increase in the stock prices. On the other hand, the
Chinese aggression in 1962, the ban on forward trading in
shares, and imposition of wealth tax and expenditure tax in
1957, had a dampening effect on the prices of the shares
(NCAER 1%66, Khan 1978, Bhatia, 1976 and Kuchal, 1970).
The NCAER study also identifies factors that cause depression
in the stock market like a fall in the investible funds due
to a stagnant rate of saving, poor performance of companies

and a high rate of speculative trading.

The results of the NCAER (1966) study brought out a
decline in the new issue activities and a marked shift from
corporate securities to other forms of financial savings.
However, the gtudy points out that though public response to
the new issues was declining, issues of the well established
companies received a better response. A gimilar result was

also obtained earlier by Simha (1%960).

Simha (1%960) lists factors that affect the raising
of capital such as the "size of the issue, whether the issue
is by a new or old company and if by the latter, its profit
and dividend record, the management of a company, the firm or
institution that is in charge of under writing, the terms of

issue and finally the state of the stock market” (page 98).
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As far as the nev issue market is concerned,

Bhatia's study points out that during the bullish trend prior

to 1969 the new issues received a better response from the

investors. Significantly, inspite of the depressed state of

market, issues from old companies drew a better response

than those ©of new companies. However, after 1969 a mixed

trend 1s evidenced,

Analysing the new issue market for the period 1%61-
73 Khan (1%78) identifies two distinct phases (1) 1962-67 and
(2) 1968-72. During 1%962-67, the capital issues accounted for
17.4 per cent of the total capital employed whereas during
the second phase the same was 14.2 per cent. This variation
is attributed to the decline in the role of new issue market.
Further Kuchal (1%70) and Khan (1977, 1%278) attributes the
declining role of new issues market to the failure of the
new issue market to catch up with the growth of private
corporate sector which is referred to as the environmental

factors in terms of government policy.

The effect of size of the firm and the size of an
issue on the cost of capital of the issue and the public
response to the issues has been brought out by Bhatia, (1%276)
and Khan (1978). These studies point out that old,
established and large companies wers in an advantageous
pogition than the new and, smaller ones in raising funds from
the market. However, Ram Mohan's (1980) analysis of public
to equity issues by new units for the year 1978 and

response
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1979 proved that in both the vears, smaller issues of (less

than 50 lakhs) drew better regponse than larger ones. Though

the response to new issues was better in 1978, in the vyear

1979, projects with a lesser time lag and issueg from

established promoters attracted the confidence of the

investors.

Underwriting of an issue was normally used as a
devise to ensure success of the issue. Simha peints out that
during 1956-59, the amount wunderwritten as well as
underwriting as a proportion of total issue recorded a sharp
rise. llowever, Parthasarathy’'s (1986) analysis of issues
between 1961-1%83 points out that underwriting of issues does

not guarantee against under subscription by the public.

Narta (19292) points cut that underwriting
activities lincreased with the availability of underwriting
facilities provided by the variocus underwriting agencies. He
further gtates that underwriting declined during the eighties
largely on account of the equity cult of the late eighties.
About the cost of public isasues this study states that "cost
of isgsues was found high in the vyears of recessionary
economic conditions. The cost of igssues of private limited
companies converted into public limited companies was the
highest followed by existing companies .... cost of public

issue of equity shares was alse found to be higher in

existing companies" (p.291).
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Khan (1978), Prasad and Rao (1982) attribute the

slackness in the capital market to a variety of factors like

(a)

unattractive yield on shares compared to other long term

investments, (b) institutionalisation of savings in the form

of provident funds, life insurance facility, aetc. and (c)
shrinkage in disposable savings due to high personal taxation
and inflation. Perhaps it is an inter-play of these factors
that leads to the evident dependency of the corporate sector

on the financial institutions (See Chapter 3, Table 3.2 on

financing by financial institutions),.

The loanable funds of the financial institutions
being limited, it is often agreed that the corporate sector

will have to explore alternative sources of funds.

The Rangarajan Committee which studied the
financing of corporate sector, recommended that the corporate
gsector should try to be self reliant as far as possible by
stepping up their own savings, and through larger recourse to
the capital market. It further recommended that the well
established companies should rely more on their own resources
so that it would enable the financial institutions to provide

agsistance to the new companies/entrepreneurs in a greater

measure .

It is evident from Table 6.1 that the decade

beginning 1980 has witnessed not only an increase in the

volume of funds raised through capital issues but also a

marked shift in the composition of instruments namely from
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equity shares to debentures. The increase in the funds raised

through debentures is a result of (a) the increase in maximum
interest rate for debenture issues in October 1981, from 12
per cent to 13.5 per cent with a provision to enable the
company to pay an extra one per cent subjeet to certain
conditions. (b) the raise in the interest rate on non-
convertible debentures to 15 per cent from 13.5 per cent and
partly due to allowing a premium of upto 5 per cent at the
time of redemption. (¢) the facility introduced to enable the
company to buy back after one year of debenture investment,
from investors for investment upto Rs. 40,000 and (d) the
revision of guidelines for issue of debentures in 1984, by
public limited companies by allowing them to convert non-
convertible debentures or non-convertible portions of

convertible debentures into equity.

As far as the 1issues through prospectus are
concerned, the amount raised per equity has been lower in the
period until 1984-85. This phenomenon partly indicates the
smaller size of issues that have dominated the capital market
till 1985. However, the higher amount raised through equity
issues from 1985 onwards can partly be attributed to the
raise in the exemption limit for capital issues from Rs. 50
lakhs to Rs. 1 crore. Admittedly, the increase in the
exemption liﬁit per se will not automatically raise the
amount per equity issue, nevertheless the impact will be on

the number of equity issues. Importantly, the higher amount
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raised per equity issue will be a result of the change 1in

policy in 1985 allowing the then existing FERA profit earning
companies to offer 40 per cent of their equity capital to the
public. Also such equity dilution was made flexible by
allowing the companies to effect such a dilution in two
stages namely, 20 per cent at the time of listing and the
rest within a period of fhree yvears. Lagtly, these companies
were also allowed to make more than one 1 : 1 bonus share
issues. Arguably, the cumulative effect of these measures as
well as of the policy to allow all the companies to retain
upto 25 per cent of the amount originally sanctioned in the
case of over subscription of the public issue can be observed
in (a) the raise in the amount per equity issue from 1985
onwards and (b)) the number and amount of issues through
rights. Apparently, the riée in the amount of issues through
rights indicates that the existing companies prefer not to

dilute the equity base.

Besides some of the governmental measures discussed
above, the following measures/policy statements announced by
the GCovernment of India also are expected to provide a fillip

to the growth of Indian capital market. Some of these are:

1. A new instrument, convertible cumulative preference sharse
was introduced in August 1985. These ten percent cumulative
dividend carrying convertible preference shares would be

convertible into equity shares between 3-5 years.

2 In March 198¢, the Controller of Capital issues approved
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issues of partially convertible debentures ag an instrument

for raising capital by new companies,

3. In 1988 retention of over subscription in public/rights

issues of shares and debentures by companies was reduced to

15 per cent. Earlier the companies were allowed to retain
over subscription wupto 25 per cent in the case of equity
shares, and 50 per cent in the case of debentures. The
government removed the 11 per cent ceiling on subscription by
financial institutions to public issues. The government also
set up the Securities and Exchange Board of India for the

purpose of promoting an orderly and healthy growth of the

securities market including investor's protection.

4, The union government with effect from 13th February 1789,
raised the minimum equity capital limit of a c¢ompany for
listing on the stock exchange from Re. 1 crore to Rs.3 crores
and the minimum offer to the public for subscription
from Rs. 60 lakhs to Rs. 1.80 crores. This was sexpected to
increase the size of the issues eligible for listing and

improve their liquidity prospects after listing on the stock

exchanges.

5. In 1990, the controller of capital issues (CCI) was
directed by the government not to permit any company to make
any fresh lissues, whether rights or public within 12 months
from the closure of the earlier issue or within six months of

listing of itg ghares oOr debentureg of its earlier igsues

whichever was later.
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6. In 1991 after the report by the Narasimham Committee

measures such as removal of restrictions on fixing of premia

on new/right issues have made CCI & non-entity in the capital

market .

6.4 This section pregsnts an analysisa of the public igsuas
by type of industry, size of firm, age of firm and size of
issues. Attention has also been paid to factors like
expensesg of issue and type of issue such as initial or

further issues premium or non premium issues.

The salient features of the public issues are: (1)
there were a total of 119 issues of which 16 were further and
103 new issues. (2) Further, equity issues numbered 105 while
the rest comprised of debentures and equity linked debenture
issues, The total amount, raised out of public issues is Rs.
975.86 crores. Out of this total amcunt equity accounted for
39.5 per cent (Rs.385.02 crores) and debentures for 60.5 per
cent (Rs. 590.8 <crores). It may be mentioned that these
equity issues amounted to 3.5 per cent and 37 per cent of
all the equity issues that were issued by the non government
public limited companies during the periods April 1987 -
March 1788 and April 1988 - March 1989 respectively. On the
debenture issues taken for study by the non-

other hand,

government public limited companies accounted for 81 per cent

and 28 percent of the total debenture issues by the non-
government public limited companies for the period April 1987
- March 1988 and April 1988 - March 1989 respectively. These
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figures while are not strictly comparable because of the

variation in accounting periocd, nevertheless provide a
comparative picture of the issues that were issued through
Ahmedabad stock exchanges with those of all the public issues
of private corporate sector. But for 3 issues which were not
underwritten the rest of the issues were fully underwritten.
It was observed that for issues of 4 crores and less, firmsg
have used ordinary equity shares for purposes like (a)
increasing the paid up capital (b) financing a new project
(<) financing the long term working capital and (d)
mocdernization. Issues of more than Rs. 4 c¢rore however, have
used different types of debentures and link issues for all
purposes other than to increase the paid up capital and to

finance a new project.

6.4.1 Analysis of Public Issues by Type of Industries

Funds raised from public issues and term loans form
a significant proportion to total funds for different
industrial groups (Table 6.2). Qverall, however, the
difference between the two principal sources of fund in terms
of their proportion to the total funds is not significant.
Interestingly an inverse relationship between the amounts
raised from term loans and public isgues is evident. Among
the industrial groups where the proportion of funds borrowed
by way of term loans is the highest (or the lowest) the

proportion of funds raised from public igsues is the lowest
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Table 6.2 * Sources of Funds for Different Industrial Groups

Industry/ Talal
Saurce of N cost of 4 Py 2 4 5 ca 3b b 7
Funds piajecs

Manufacturing &8 2348.73 753,58 290.69 298.2 1174 6.3 S75.8 230.5 22.9% 2342, %

Electricity, 22.68) 2 4.08 e bIE L% - 3.92 - 22.5%
Gas & Waler

Construction } 363,96 '55.88 12.83 80.9 2.6 29.44 72,14 - 279.35
Whelesale ang 6.8 18,17 5. 5.4 0.1 13.52 - 13.32  1.74 52.49

Retail Trade®

Group of CDI; .29 G.67 1.8 - 0.20 12.43 3.5 ?.1 - 7. 87
panies (NEC:©

Bankiny_and 2 - 1.0 .47 - - 1055 4.5 .85 0.12 23.3%
Finance

Tatal 149 2796.86 944,99 326,53 485.8 12.9  975.86 590.2 385.0 24.85 2747.7

Note ! 1. Source of funds are @
*, Ters 10an, . Promplers contribution, 3. Foreign loan, 4. Gevernment Subsidy, 5.
Public Issues of wnich Sa debenture loan 5b equily issue, 4. Inernal funds, 7.Talad
source of funds,

2. Refer lc wholesale, retail lrade restaurant, transporl and :communicalion, manufacture
of products nol classified elsewhére and qroup of companies, and banking fimance
irsurance and rea} ssiale.

3. For banking and finance industry, tetal cost of the project, qovernmenl subsidy
tiqures are not there because these public 1ssues are meant to raise funds for

working capiial requiremerts.



(ocr the highest). Possibly, this pattern reflects (a) the
differences in the criteria adopted to extend credit facility
to specific projects in line with the industrial policies of
the government and (b) the reluctance or inability {or both)

of industries 1like electricity and construction to raise

money from the public.

When the public issue s segregated into
debentures and public issues of equity, the latter assumes
importance for NEC group of industry and banking finance
industry. In the case of manufacturing, however, debenture
assumes importance. In the periocd under analysis, it may be
mentioned that there was one debenture issue of Rs. 516
crores. If this issue is excluded as an outlayer then public

igssue ranks third to that of term loans and foreign loan

sources. Evidently locans from institutions is the most
important source for all the indugtries except NEC
industrial group and banking finance. This implies, that

debt assumes prime importance in the capital structure of a
firm than equity. This phenomenon is perhaps due to the tax

shield on interest which is not available for dividend.

Importantly, none of the industry types show a
significant amount of funds coming from internal sources. In
fact internal source of funds constitute less than one per
cent of the total funds raised from different sources. This
is because many of the companies were new, and as the
carried out in chapter V brought out that internal

analysis

131



accruals are the result of being in the business profitably

for a long time.

It is evident from the table 6.3 that two
industrial groups, namely, manufacturing and construction,
between themselves accounted for over %6 per cent of the
funds raised from different sources. Apparently the low share
(12 per cent) of promoters’ contribution in the total funds
suggests that these industries except trade are not <closely
held companies, Infact for three industries viz.,
construction, group of industries and banking the promoters
do not have even the controlling interest (10 per cent) in
the companies they manage. The lower share o¢f promoters’
contribution parhaps result from the policies of the
government wherein the companies were allowed to diginvest
their holdings provided it had atleast ten public

shareholders for every Rs. 1 lakh of share capital.

6.4.2 Industrial Group by Size of firm and type of Issues

1t is evident from Table 6.4 that manufacturing
industry accounts for a little over two thirds of the total
number of igsues, of which 67 per cent of the 1isgsues are
from companies that belong to PUCG1l. While manufacturing
industry encompasses 2ll sizes of firms, the rest of the
industries have only firms belonging to PUCG 1 and PUCGZ
the wholesale and retail trade industry where there

(except

are two firms from PUCG3). Tabkle 6.5 highlights that
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Distribution According to Industrial Groups and Size

of Firm

égdust§y§. Size of Firm. (Rs. in crores) i
_iff_f___ifT _____ ?:01—1 1.01-3 3.01-5 5.01-10 10.01-25% Total
Manufacturing 55 18 2 5 2 82
Electricity
Gas & Uater 1 - - - - 1
Construction 6 1 - - _ 7
Wholesale,
Retail Trade 8 1 2 - - 11
Group of Companies
(NECJ 2 l - - — 10
Banking and
Finance 4 q - - - 8
Total 83 25 4 5 2 119
Table 6.4 : Type of Issue by Industrial Group
Industrial With Premium Without Premium
Group 00 =mrooss-oommesos--- 0w St

New Further New Further
Manufacturing 11 5 59 ?
Electricity - - 1 -
Gag and Water
Construction -- 1 6 -
WUholesale and -- - 11 -
Retail Trade
Group of
Companies 3 - 7 a
Banking and 1 = 5 2
Finance
Total 15 6 &% ¢



manufacturing industry which accounts for 69 per cent of

total issues, alsgo ranks first in terms of number of new

issues (58 per cent of total) including both premium and non

premium issues.

The phenomenon of higher number of small issues by
gamall firms can be explained by (a) the governments licensing
policy measure which exempted investments below 5 crores from
the requirements of licensing, and (b) the CCl's measure of
exempting public issues upto 1 crore from seeking permission

to enter the market.

6.5.1 Analysis of Public lssues by Size of Firm

Table 6.6 shows that 82 per cent of the total
public issues are from firms’ belonging to PUCG1. This
pattern to an extent disproves the theory that small firms
shy away from stock market (Weaver 1956). Importantly for
these public issues financing through equity is significant
in PUCG 2, 3 and 4.

PUCGA stands distinctly from rest of the PUCGs in
80 far as it relies on the stock market to a large extent
especially for equity financing. However, assistance in the

form of institutional loan is very low and promoters

contribution is nil.

As far as other PUCGs are concerned, loan
assistance from ipstitutions assumes primary importance.

This phenomencn is in line with the hypothesis that the cost
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Table 5.5 ¢

Source of Funds by Size of Firg

fize of Eource af Funds [Rs. in crores
FIrR N i 2 2 4 < = = L -
M- oi7.88 286.2%  3ET.ES 9.9 BDR.Z3 SRALG 27T ADLAT IDTLR
136,700 1122} U4A.DS) 4GOS I59.8F  {AS.38) 134,67 (0.005)
01 - 0.4 24,29 01,97 223 K67 238 13.23  Z.68 &0E.11
4947 1B.4) (26,80 10.00%) (14,355 (35,23 (AA.%) 40,004
ot - 9,06 13,30 1.5 3. 13.06 - 12.06 - 7,32
(40.28) 278y 3.2 (1.27) 27,8 - ) PR
=01 - 250 - .2 315 41,54 9.3 374 400 £6.29
e - (18,76, (0,002 (73.79) {23.4Y {788 .02
fLo - - Y e 2.3% 4 - 52.3 33,0 9.3 .0 238,488
30,800 (13.8) (18,9 1.9 (3.4 (34,9 4.8
Total 149 941,99 326.533 485.8 12.91 57586 5908 85,03 PABs 27T
vatle @ 4. Figures in parentheses are the row wisc percentages
: Coaurce of funds arer *. Term lpan, 2. Promatlers
contribution, 3. Foreign lean, 4. Subsidy, 9. Total
[ublic dssue of which S{a} is debenlure, 3Ih) i5 eqily
.. internal funds, 7. Tatal source of furds.
Table 6.6 Size of Firms and Expenses of Issues
Expenses of Issue
Size of Firm —---====--———nr-—-—=-r- - - oo s ST ST T
0.01 - 5% 5 - 10% 10 - 15% Above 15%
P WP P ur P wp P P
0.01 H 33 7 25 6 1 13
1.01 10 2 10 2 - q
3.01-¢ 2 - 1 ! - 1
5.01-.0 1 2 2 - - - 3
10.01-25 1 - 1 - - - - -
Total 13 1 48 11 36 3 ‘_E__—_fi_—
Note 1. P - Premium, WP - Without Premium
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of equity capital of small firm is greater than those of

larger firms and raising debt is cheaper (Gupta, 1969, Albert

and Archer 1973, Archer and Faerber 1966). Evidently

interest on debt being fixed in nature and the fact that it

also reduces the tax liability, it is a clear advantage for
firms. Conversely dividend payment may vary especially when

there is a rise/fall in profits and hence debt compares

favourably with equity as far as fund sources are concerned

for a given firm.

Another significant feature ig that PUCGl and
PUCG5 share 40 per cent and 44 per cent respectively ocf the
total internal funds. At both the levelg firms plough back
funds perhaps for reasons such as (1) to be self reliant (2)
to reduce depaendency on other sources for the fear of losing

control over business.

6.5.2 No clear trend is evident as far as the premium and
non premium issues, and expenses of issue and size of issue
are concerned (Table 6.7). The expenses of issue which are
calculataed as a percentage of total amount of public issue,
comprises of advertising and printing fees, underwriting and
brokerage. It may be mentioned here that in India
underwriting and brokerage fees are fixed with a minor
difference between equity and debenture igsues. While a
fixed rate of 1.5 per cent of the total issue is paid as

brokerage fee, undervriting commission for equity is pegged

at 2.5 per cent of the total issue and 1.5 per cent for
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debenture issues. Against this background it is not

surprising to note that the expenses of the issue do not

exceed 15 per cent of the total issue, whereas 62 per cent

of the total issues have incurred expenses amounting to less

.

than 10 per cent.

6.6 Analysis of Public Issues by Age of the Firm

It is apparent from Table 6.8 that three fourths of
the issues in the year 1988 have been from companies
registered after 1980 i.e., new companies. As a consequence,
Table 6.9 reflects the dominance of new companies in each
source of funds. However, the difference in the funds raised
by the old and new companies through internal accruals is
lower than the observed differences among other sources.
Though this phenomenon partly substantiates the hypothesis
that internal accruals are a function of the length of time
spent by companies in the Dbusiness, it is, however,
noteworthy that the share of the new firms in the total
internal funds is around 55 per cent. New firms accounting
for a higher proportion of internal funds can be explained by
(a) the availability of tax concessions like tax holiday in
the initial years of operation resulting in lower tax flows
and (b) the possibility of new companies skipping dividend
payments till they stabilise in business. [t is recognised

that the latter explanation may vary between firms.
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Table 6.7 : Age of the Firms and Type of lssue

Age Uith Premium Without Premium
New Further New Further
0ld 9 4 s ;‘—__
New é 2 81 2
Total 15 4 89 ) _; )

Table 4.8 * Sources of Funds by Age of the Firm

Saurce of Funds {(Rs. in crores)

Ase
Tolal 2 3 4 5 & ba b 7 8
tosl of
project

Gld 160.5 0,720 8047 1R.6 W76 7673 4T 5883 11,23 18e.Z
3 3 3.6) (13,45} (7.86) (3.02) (15.28) U45.19) (£.7%)

New  P636.38 B&1.1& 308.36 448.2 11,13 859.43 572.9 32e.23 13.42 23815
{98,25) (93.,54) (94.%44) (96.3) (86.351(F2.133 (96,981 (84.721 (54.21) (593.2%)

Total 2796.%% 941.9 326,53 485.8 12,89 975.86 S90.8 385.06 24,83 2767.72

1. Refer Table 4.3 for details on sourca of fu
2. Fiqures in parantheses are percaniages ol
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The other salient feature that emerges from Table

6.8 1is the difference in the debt equity ratio of the old
firms (1:1.64) and new firms (1:5.89). It may be mentioned
that debt includes loans from financial institutions, foreign

loan assistance and funds raised through debenture issues.

The loan component from institution is observed to
be higher than the locan raised from other sources. Though the
convertibility c¢lause of the loan from institution act as a
deterrent for firms to approach them (Sen 1979 and Rao 1%80),
vyet the presence of these institutions with sufficient voting

power was expected to bring in financial discipline (Patil

1979).

Table 6.% : Distribution of Firms by Size of Paid up Capital
and Size of Issue

Size of Size of Firm

Isgue Teotal
(Re. in

crores) 0.01-1 1.01-3 3.01-5 5.01-10 10.01-25

0.01-1 38 7 ~ - - 45
1.01-3 31 10 2 2 - 45
3.01-5 6 6 2 ~ - 14
$.01-10 1 2 - 2 - 5
10.01-25 q 1 - 1 1 7
25.01-50 1 - - - 1 2
>50 and i - - - - 1
above



Some studies (Rao and Rac, 1975; Krishnamurthy and
Sastry, 1%75) have pointed out the dangers of the higher debt
equity ratio. Acquisition of further debt beyond the limits
of the specified debt equity ratio, leads to illiquidity or
the availability of credit is restricted or the cost of
acquiring funds will increase. However, the advantage of
debt financing are (1) the low nominal rates of interest (2)
tax deductability of interest and (3) the lower real

incidence of loan repayment due to inflationary conditions in

India (Chakraborty, 1977).

As far as the expenses of the issue is concerned,
expenses do not show significant variation according to the
age of the firm. As mentioned earlier the fixed underwriting

and brokerage charges can be attributed as the main reason.
6.7 Analysis of Size of Issuses

The lowest amount of public ocffer in 1988 had been
Rs. 30 lakhs and the highest had been Rs. 593.4 crores. It is
apparent from Table 6.10 that 76 per cent of all the issues
belong to the first two size groups with PUCG1 alone
accounting for 69 per cent. This pattern emphasizes the fact

that the year 1988 had been marked by small sized issues from

small and new firms.

The inverse relationship between the expenses of
issue and the size of isaue ig evident from Table 6.10, where

expenses incurred by 51 per cent of the total issues are in



Table 6.10 Size of Igssue by Expenses of Issue

Size of Expenses of Issue
Issue - .
0.01 - 5% 5 - 10% 10 - 15% 15% and above
0.01-1.0 11 16 17 1
1.01-3 27 18 -
3.01-5 8 & _
5.01-10 - 4 1 _
:0.01-2% | 5 1 -
rl.01750 1 1 - -
50 ar. 1 - - -
Love -
Total L o1 13 1

the range of 5-10 per cent. This pattern is largely observed
Lecause a8 the size of issue increases the proportion of
fixed expenses to total amount of issue declines. Partly this

phenomenon could be due to the economies of scale achieved on

«expensea like printing and advertising.

6.8 Summary

The analysis of public issues assumes importance in
the present day situation, where the financial 1institutions
on whom the private gector depends on to a large extent,

themoelves are facing resource constraints. . Hence, the
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r'po .
corporate sector has to find other means of raising funds.

In such a situation raising funds from stock market becomes

important. Hence, thisg chapter concentrated on (1) the trend

found in the stock market from 19270-1988 and to the
relationship between raising funds through public issues and
factors like size of firm, size of issue, age of the firm and
industrial groups for the year 1988. The basis of
classification of firms by size and age followed in this
chapter is the same as that of adopted in the earlier

chapters. There are six industrial groups and seven size of

issues.

The analysis shows that decade beginning 1980
witnessed not only an increasing volume of funds raised
through capital issues but also a marked shift in the
composition of instruments namely from equity shares to
debentures. There was a phenomenal increase in the volume of
funds raised especially in the years 1981, 1985-86 and 1986-
87 mainly as a result of policies annocunced by the

government. But the stock market was generally dominated by

small egquity issues.

The analysis of public issues of the year 1983
highlighted that though the number of eguity issues was
higher than the number of debenture issuesg, the amount raised
through debenture was higher than that of equity issues.

Majority of the issues were from the manufacturing industry

and the smallest group of firm.
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wahem

No clear trend emerged factors like premiumr and

non i i . . .
Preémium issues, expenses of issue and the size of issue

were related. The analysis revealed the expenses of majority
of 1Ssues was less than 10 per cent. An inverse relation
between the expenses of issue and the size of issue was also

evident. The age-wise analysis brought out that the public

issues of 1988 were dominated by issues from new companies.

The analysis of public issues also suggest that the
reliance on funds from stock market and institution is
equally high. Foreign loans agsistance and promoters

contribution are significant only in few cases.

In conclusion it may said that small issues from
small and new firms dominated the stock market in 1988. The
policy reforms announced by the government from time to time
reveals the governments efforts to make the stock markst

dynamic and efficient.



CHAPTER VII

SUMMARY AND CONCLUSIONS
7.1 Indian industrial scenario witnessed ssveral changes in
the eighties with the 1liberalisation measures gaining
momentum and the private corporate sector started assuming
more and more importance. Several new companies entered the
field and the existing ones went in for modernisation and
diversification. The gap between saving and investment was

large and mobilisation of investible funds through various

sources became important, resulting in new developments

taking place in the financial sector. To mention a few,
these were in the area of; eguipment financing, venture
financing, off-shore financing, merchant banking,
introduction of new securities 1like fully and partly
convertible debentures, redeemable and non redeemable
securities and setting up of mutual funds, and financial
ingtitutions. These mutual funds and institutions play the

role of financial intermediary where by savings from the

surplus sectors are mobilised and channelized to the deficit

gsector.

The investment needs of the indian private corporate sector,

it is clear, are higher than its savings and it depends on

the household sector, the government sector and the rest of

the world sector to finance its investment requirements. In



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
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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
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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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