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Chapter I
INTRODUCTION

The distinctive feature of the path of economic development
folloﬁed by India since independence has been the stepping up of -
the rate of investment and channeling it into socially desirable
ends within a plan framework. While investment targets for the
public secfor were worked out in detail in successive five year
plans, the targets for the private sector were indicative and based
on projections of existing trends of supply and demand for the
relevant product. To channel private investment according to plan
priorities, wvarious instruments of government control such as
industrial licensing, foreign exchange regulations and price /
distribution controls were introduced over time. These controls did
circumscribe the area available for investment by the private
corporate seétor. In particular, the system of capacity based
licensing placed restrictions on the total quantum of investment by

the private sector in any particular area.

The control systems {(popularly called the 'license raj') remained
in place for long. During the eighties, some of these controls on
private investment were relaxed. To illustrate, schemes allowing
rendorsement of higher capacity, minimum economic plant sizes etc..
were introduced for various industries with a view to promote
economic efficiency of investment. A scheme for broad-banding of
licences was introduced whereby, private sector companies could
manufacture a broad range of related products instead of being
restricted to a single specific product. Import restrictions were

also relaxed to some extent in the eighties. In spirit, these moves



were to allow the private sector, in particular, the 1large
industrial houses greater scope for expansion aﬁd diversification
of industrial investment - in short, a move towards liberalization.
The liberalization of the eighties however, was very much within

the existing framework of a licensing regime.

The industrial growtﬁ during the eighties has attracted attention
of researchers (Kelkar and Kumar, 1990, Nagraj 1990a and 1990b). In
fact, some economists brought to light the increase in the growth
rate of output from the second half of the seventies (Raj 1984).
The industrial sector has been studied from the perspective of
changes 1in output, productivity and such other aggregates
(Ahluwalia 1991). However, 'investment' by the 'Private corporate
sector' (during this period) has not been subjected to detailed
analysis. This is surprising. For, investment logically precedes
changes in output. This apart, the relative importance of the
private sector in the economy has grown during the eighties.
Therefore, our study on private corporate investment during the
eighties intends to £ill this gap in the literature on the Indian

economy.

Investment theories, an overview: We first take a brief look at
- the literature on business investment with a view to identify
certain issues, and to formulate the objectives of our study. At
the outset, it may be stated that investment can be categorized in
various ways, depending on 1its form as well as its use. A
distinction can be drawn between physical and financial assets. At
the aggregate level it is physical investment that assumes greater

significance. However, a given firm or even an industry has the



option of investing in either of the two categories. Investment in
physical assets can either be in the form of fixed assets or in
inventories. When it comes to fixed assets, one could again draw a
distinction between productive assets such as plant and machinery
and other fixed assets such as land, buildings, furniture etc. The
bulk of the literature in this context is on the factors that

influence fixed investment.

The factors that a firm may consider while making an investment
decision can be formulated as follows. A rational decision rule is
that an investment is worthwhile if the discounted présent value of
the future revenues, less the future costs, exceeds the total cost
incurred in the purchase of a capital asset. Various equivalent and
alternative criterion (eg. the internal rate of return) can be
found in the textbooks. In the above formulation, changes in the
value of all or any of the wvariables that influence the future
revenues or costs such as wages, rate of interest, availability or
price of capital goods, could in turn affect the net present value
of an investment. The extent to which investment decisions are
influenced by changes in each of these variables suggests different
theories of investment. Literature on the subject consists of
different theories / models that have stressed the importance of

one or more of these variables in determining investment.

The Classical theory (Ackley 1978:143) assigned a central role to
the rate of interest in bringing about an equality between ex-ante
savings and investment. In contrast to the classical view, Keynes
drew attention to the existence of an independent investment

function in the economy, and observed that investment depends on



the prospective marginal efficiency of capital relative to 'a rate'’
which reflects the opportunity cost of invested capital. At the
macro level, Keynes saw no reason for ex—-ante savings to be equal
to ex-ante investments. The demand curve for capital was postulated
to be interest inelastic. He also pointed out the inherently
unstable nature of investment and laid considerable importance on
the role of expectations, stock market valuation, political changes

etc. in determining the rate of private investment.

Principle of the Accelerator: That increments in investment could
lead to larger increases in the 1level of output through the
multiplier process was a contribution of Keynes. But the idea that
investment too could depend on the level of output and income in an
economy is attributed to J.M.Clark, who introduced the idea of the
Accelerator. The Acceleration principle is based on the view that
size of the capital-stock desired by entrepreneurs, depends on the
level of demand, which in turn is represented most closely by the
level of output. This idea is also linked to the development of

growth theories and theory of business cycles.

Neoclassical investment theory: In the post 1960 period, we sece
the emergence of investment models which drew sustenance from work
of Jorgenson (1967). The simple version of Jorgenson's model relies
directly on the theory of a profit maximizing firm subject to a
production function through which a technical relationship between
inputs and output gets. defined. The production function also
connects the capital stock to the relative price between capital
and output. The model assumes flexible factor prices and that all

markets including the capital market are perfect. If relative



- prices are treated as constant, then Jorgénson's model reduces back
to the simple accelerator model originally envisaged by Clark. The
policy implication of assuming the relative prices as constant is
that monetary policy acting through the rate( of interest is

irrelevant in influencing investment.

The accelerator and the relative price of capital have together
formed the basis of several empirical models which incorporate the
demand sfde factors (eg. output) and supply related factors (eg.
price of capital) in a singlé expression. Investment is thus
effected through a process of adjustment of the capital stock to a
desired level, which in turn is taken to depend on changes in the
level of demand. Several innovations on the basic concepts outlined
above have followed. Chenery (1952), suggested the flexible
accelerator as an alternative to the simple accelerator model.
According to the flexible accelerator hypothesis, adjustment of the
capital stock to the desired level is not instantaneous because of
delivery lags and delayed response to changes in the level of

demand.

With these developments, time lags between changes in determinants,
investment decisions and actual investment came to be recocaized.
There has been some discretion in the use of specific 1lag
structures in the specification of various models. Different kinds
of specifications for incorporating lags are discussed in standard

texts on econcometrics (Johnston, 1988).



Another alternative formulation to the accelerator model was
introduced by .Eisnef (1963) who argued that relating current
investment to curren£ values. of income or output is an
oversimplification. If a current change in output or sales is not
seen be long lasting, then entrepreneurs tend to find other ways of
meetiné‘ the additional demand (say by running down the
inventories). Only a sustained change in the demand could induce
further investment. In taking investment decisions, firms attach

greater importance to industry wide sales than to their own sales.

Financial theories of investment: An alternative to the
accelerator modeis is proQided by theories that explain investment
in terms of financial variables. These theories are premised on the
notion that investments are influenced or constrained by the
availability of internal funds. Important among these, are studies
by Meyer and Kuh (1957) and Duesenberry (1958). These authors have
essentially tried to relate investments to current volume of cash
flow and access to external funds. They explain that pericds of
heavy investments tend to be self limiting due to the heavy impact
on the balance sheets of firms. As debté accumulate in relation to
equity, the access of the firm to external funds also gets reduced.
More recent studies (Fazzzari et al 1988; Calomiris and Hubbard,
1989 etc.), suggest that 1liquidity and financial effects are
important for investment. They also challenge the traditional view

of frictionless capital markets.

The 'q' theory: Brainard and Tobin (1968) and Tobin and Brainard
(1977} postulated the 'q' theory, wherein, investment is considered

to be positively related to the value 'q', where 'q' is the ratio



between the aggregate market value of the outstanding stock of the
firm to its physical assets wvalued on replacement basis. An
alternative version is where the value of 'q' is computed not as an

" average but as a marginal value.

It may be noted here that all the models presented above barring
some recent reformulations of the 'q' model are essentially based
on static expectations. Since expectations are necessarily

realized, even if a time structure for lags is introduced they

remain essentially static models (Chirinko 1993)

Explicit models and recent research: Chirinko (1993) has
classified models which specifically include non static
expectations as 'explicit' dynamic models as opposed to the
distributed lag models of the neoclassical type. Most of these
studies (explicit models) capture the dynamic aspects through the
assumption that, the firm faces non zero adjustment costs 1in
varying the level of the capital stock. The general approach in
these models is to use dynamic programming methods. The optimal
capital stock and thus the rate of investment is determined by
maximizing the discounted value of the expected cash flows which
take into account the expected adjustment costs. Incorporating
exogenous shocks explicitly has also been a feature of more recent

models.

Investment decisions that. arise from the existence of sunk costs
(ie. irreversible investment) has also attracted considerable
attention (eg. Pindyck 1988, Joseph 1987). When investment 1is

irreversible and the future demand or cost conditions are



uncertain, an investment expenditure involves the exercising, or
killing of an option - the option of investing in future (Pindyck
1988). In these models, a value is also assigned to the option of
refaining the choice of investing at a later date when greater
amount of information would be available. This idea is nothing but
the standard concept of an opportunity cost, now used in an inter-
temporal sense. According to Joséph (1987), greater the level of
uncertainty, firms accordingly tend to postpone or reduce the level
of investment. Models incorporating irreversibility explicitly
recognize that capital assets once bought may not be mobile between

different uses.

Another area that has again attracted the interest of researchers
is the 1link between the market structure and volatiiity of
investment. Scherer (1969) had concluded: that wvariability of
investment 1is greater in industries with greater market
concentration as compared to highly competitive industries.
Nishimura (1992) comes to a different conclusion that increased
competition increases the volatility of investment under imperfect
information about the average investment, regardless whether the
shocks are on the supply or the demand side. On the whole, the more
recent literature suggests that the economic environment and the
nature of uncertainty arising from changes in the policy, regarding
interest rates, exchange rates or other variables and the
informational status of agents can significantly affect investment

decisions.



Empirical studies and studies on India; In the international
literature, a very large number of empirical studies have been
carried out based on varied theoretical formulations. An
exhaustive survey of empirical studies on business investment is
provided in Jorgenson (1971). The 1latter day models have been
surveyed in Pindyck (1991) and Chirinko (1993). While it does not
appear to be necessary to go into details of these empirical
studies, it may be pointed out that there is wvirtually no
uniformity in the results of the different studies. Bischoff
{(1971) carried out a comparative evaluation of different
alternative theories (prevalent at that point of time) by using a
single body of data. ﬁe tested for the generalized accelerator
model, a cash flow model, a version of the neo classical model, and
Tobins securities value model. He found that investment equations
representing each of these -different theories, proved to be
consistent with data for a common period covering several complete
business cycles. On the balance, there appears to be a general
consensus that quantity variables such as output and sales seem to
do better than price variables in explaining in* stment (Chirinko
1993). The relationship with financial variables is seen to be

relatively unstable across time.

Most studies on investment behavior of the Indian private corporate
sector pertain to the 1960s and 70s and use a combination of the
accelerator, profits and financial variables for explaining
investment. There is a recent attempt by Agarwal (1987) to test
Tobins 'q' theory and another by Siddhartan, Pandit and Agarwal
(1992) to apply the Marris model of firm behavior. Bagchi (1962)

analyzed cross section data on joint stock companies in different



industries and concluded that profit had a powerful effect on
investment during the fifties. krishnamurthy (1964) studied the
determinants of investment for the'period 1948 to 1961, using
aggregate time series data and found that capacity utilization,
profits and the long term rate of interest, when taken together,
explain private investment in plant and machinery. Divatia and
Athawale using time series data (1955-70) for the corporate sector
as a whole, found the accelerator and profits to be explaining
gross capital formation. Krishna and Krishnamurthy (1974) analyzed
the 1link between public and privaté investment for the period 1950-
51 to 1965-66 and found that public investment expenditure is an

important determinant of private corporate investment.

Sarkar (1970) wusing a bivariate distributed 1lagged model for
individual industries concluded that profit investment relationship
1s more important than investment sales relationship. Shastry
(1975) studied the investment behavior for the capital goods
industry and noted that the accelerator does not have a significant
influence on investment. Krishnamurthy and shastry (1971) using
cross section data for the Chemical industry ( for the period 1962-
1967) found that retained earnings are important when supply of

funds is limited.

In a relatively detailed study (for the period 1960 to 1970)
Krishnamurthy and Shastry (1976) analyzed the interactions between
investment (both fixed and inventory), dividends and financing
decisions. They estimated separate relationships for each industry
using pooled cross section data on firms. This enabled them to

comment on the relative importance of the determinants, namely,

10



accelerator, profits and external finance in respect of individual
industries. The study brings out the importance of both the
accelerator and financial variables as determinants of investment.
However, they note that in industries subject to extreme forms of
price and distribution controls (eg. sugar and cement), the
accelerator was not very important. Their results also show that
fixed investment and investment in inventories are competitive in
the short run though not necessarily in the long run. This is an
interesting finding if we recall the criticism put forth by Eisner
(1963). On the whole, the study concludes that profitability is an
important consideration in entrepreneurial investment decisions;
Profits influence dividends and hence, retained earnings. Retained
earnings in turn influence investment. Dividends influence the

flow of external funds, which again influences investment.

In a more recent study, Agarwal (1987) has attempted to test the
'q' theory using cross section and time series pooled data on the
automobile industry for the period 1966-67 to 1985-86. He.has
concluded that rapid technological changes due to imported capital
could make new capital {(equipment) more attractive than old capital

and thereby, boost investment, even if the wvalue of 'g' is less
than one. The relative performance of the firm as compared to the

industry as a whole is more meaningful in determining investment.

Although, empirical studies based on Indian data also show varying
results, one could say that profits and flow of external funds have
played a more important role in determining private corporate
investment as compared to the accelerator or other quantity

variables. Nevertheless, our earlier observation that there is a

11



general lack of unanimity in empirical results on the determinants
of investment still holds. This may be on account of the fact that
these studies have been at different 1levels of aggregation,
covering different fime—periods and different industries. In the
Indian context, it is also seen that public investment has been
considered as éﬁ ‘important explanatory variable of private
investment. This is on account of the developmént strategy adopted

during the post independence period.

Some issues: The existing literature on determinants of investment
has been conditioned by the_i@ea that there exists an 'optimal'’
size of the capital stock whiéh firms try to achieve. Further,'
there 1s an implicit assumption that fixed-investment decisions of
the firms are independent of the decisions to invest in financial
assets. This view of the behavior of the firm arises, perhaps, from
the emphasis on the determinants of investment in productive assets
ie. plant and machinery. It 1is also because the literature on
business 'fixed investment has traditionally focused on
manufacturing firms. However, a look at the present day world
suggests, that corporate bodies invariébly have multifarious
activities and financial investments can also be one of them. Would
the prospect of making short term capital gains on financial assets
persuade a manufacturing firm to deploy its financial resources any
differently? Why would a firm at any given point of time, prefer
to invest in financial assets (even if it is only at the margin)
rather than in plant and equipment? 1Is it for diversifying risk,
managing liquidity, or even to keep the option of investing on a
later date? The 1literature on irreversibility that we have

referred to earlier, may have some relevance in this context.

t
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Empirical studies are mostly silent on these questions, at least in
the Indian context. There are hardly any studies that have tried to
link the financial investment and fixed investment behavior of

corporate entities especially in the Indian context.

- Financial theories of investment, as pointed out earlier, do
emphasis that availabiiity of funds is an important determinant of
fixed investment. There is indeed a body of theoretical literature
(starting from Modigiliani and Miller 1958, to Myers 1984) which go
into the implications of financing through alternate routes such as
internal versus external funds and debt versﬁs equity on the value
of the firm and into the determinants of the capital structure of-
a firm etc. We do not intend going into these aspects as such. But
the answer to the question, on how decisions to raise finance from
alternate sources, and decisions to deploy the same into different
uses, are together, influenced by changes that may occur in the
policy environment is not very straight forward. Theoretical and
empirical literature, which explain the link between decisions to
raise finance through different sources and the decisions to deploy
it into different wuses, be it fixed jinvestment, financial
invéstmént or inventories, appearé to be sparse. Nevertheless, some

1 on the applicability of alternative

observations of F.X. Browne
theories of finance in the context of certain industrialized

countries are instructive.

1. F.X. Browne (1994) Corporate finance: stylized facts and
tentative explanations, Applied Economics, (26),pp 485 and 491.

13



To quote:

" Prudential policy makers should be interested (in
corporate financing) because certain debt equity
settings for the non financial corporate sector might
contain the seeds of financial fragility for the banking
system and could in turn portend economy wide systemic

weakness."
Browne further notes that:

" Measured either as the ratio of short term or total
financial assets to sales, corporate liquidity ratios
rose sharply from the early 1980s for the United
states, Japan, France and the United KRingdom. . . .
These trends suggest that corporate liquidity is
becoming decoupled from the day to day transactions

needs of firms and increasingly portfolio-related.”

It has also been recognized that growth of the financial system
helps to accelerate economic growth. It could facilitate the
migration of funds to the best uses that yield a higher rate of
social return (Goldsmith 1969). Financial factors are also
significant as they influence the availability of funds required to
finance capital formation therefore, there exists a strong
relationship between real and financial variables in an economy
(Dornbush and Reynoso, 1989). However, the design of a financial
system may stimulate savings and investment in productive uses or
it may retard savings and divert it to inefficient uses (Gurley and
Shaw 1960). The link between the development of a financial system
and the growth in real output has been commented upon by Patrick
(1966), who classifies a financial system as 'demand following' or
'supply leading' depending on whether the creation of financial

institutions, financial assets and liabilities is in response to

14



(ie. follows) the demand for their services, or are created in
advance. He has also argued that the financial system can influence
capital stock first, by bringing about a change in the ownership
and composition of tangible assets through intermediation among
various tybes:sof ~asset holders. Second, it.'can encourage more
efficient allocation of ﬁew investment from relati&ely less to more
productive uses. Third, it can induce an increase in the rate of
accumulation of capital, by providing a higher incentive to save,
invest and to work. In what way changes in the financial system can
influence the investment behavior of corporate bodies is again an

issue that deserves detailed study.

In our study, we do not intend to examine the development or the
functioning of the financial system in India as such. Nor, do we
intend examining the entire range of issués that we have raised.
But these issues are relevant in the context of the changes that
have occurred in the functioning of the private corporate sector as
also the policy environment in India especially during the
eighties. This was a decade when there was a conscious effort to
allow greater room to the private sector to expand and diversify.
A significant change during this period was the growth in capital
markets and its emergence as a source for raising add:izional
capital by the private corporate sector. While the activities of
the financial institutions in providing direct support through
lending continued, it is the indirect support to the rrivate
corporate sector through subscription to primary issues,
underwriting operations etc. that increased during this period. As
compared to the earlier decades, there is a basis to consider this

decade as an inftial phase of liberalization.
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Given the aone background, it Secomes pertinent to examine the
trends, patterns and determinants of investment (especially fixed
investment) by the private corborate sector during the eighties
which can be termed, as being, 'relatively liberal' as compared to
the earlier years. It also important to examine the extent to which
improved access to external funds motivatéd or enabled the private
corporate sector to invest in productive assets. A commonly
expressed apprehension is that the corporate sector has been
\/ﬂ{;erting financial resources into speculative investment instead
of investing in productive assets. While there is little by way of
existing evidence on which we can rely, it is important to see
whether this contention is empirically sustainable. It is in this

context that the role of financial assets becomes important.

The points that we raised in the previoué paragraph need to be
examined keeping in view, the relative importance of the private
corporate sector in the economy, especially in comparison with the
public sector. (%his is because public investment has accounted for
a predominant share of the investment in the country. Changes in
tﬁe pattern and growth of public investment may therefore have
influenced private corporate investment as well. For these reasons,
a study on private corporate investment in India cannot afford to
ignore the role of the public sector and the kind of inter-linkages

that have existed between the two>

The study will therefore, focus on the period 1975 to 1990. The
logic for Selecting 1975 as the starting point is that the
industrial sector showed a revival in terms of growth rates of

output from mid (or late) seventies onwards, after going through a

16



phaée of stagnation during the sixties (Raj 1976 and 1984). Before
analyzing the composition of pfivate corporate investment during
the period under study ie. 1975-1990, we intend analyzing the
‘overall trends in private corporate investment and its relative
importance as compared to public investment during the earlier
periods starting from 1950. This would enable us to place the
subsequent analysis in a proper perspective. The focus of the study
would nevertheless be 1975 to 1990, and within that, the eighties,

which is a period when a series of policy changes introduced.
Objectives:

This study has, therefore, the following specific objectives:

iy'To bring out trends in the aggregate investment, and
changes in the share of private corporate investment
relative to public investment during the period 1950

to 1990, in particular, during the period 1975-1990.

b) To examine the pattern and composition of private
/’corporate investment, particularly, in terms of
fixed and financial investment, and to investigate

into the reasons, underlying the changes.

c¢) To analyze the determinants of fixed investment in
light of the observed trends, patterns and

composition of investment.

Scope and plan of the study: Private corporate investment can be
studied at different levelé of aggregation. The questions that one
may hope to seek answers for, and the behavior of wvariables at
varying levels of aggregation can be expected to be quite

different. Decisions to invest, may be taken by a firm based on

17



demand féctors, liquidity position, profits, return on financial
assets and factors relating to the relevant industry. These
decisions may at best affect the overall profitability, sales etc.
,Qf that firm. But, such decisions by an aggregate of firms may have
a different message for‘the fﬁnctioning of the economf as a whole.
The study that is to follow is essentially at the aggregate level

for the private corporate sector as a whole.

The study is presented in five chapters. In Chapter II the trends
in fixed capital formation in the private corporate sector are
compared with the economy as a whole and in particular the public
sector. The purpose of this exercise is to bring out the importance
of the private corporate sector vis—-a-vis the other constituents in
the economy, namely, the public and the household sectors. Given
the importance of public investment in the Indian econony, the
chapter makes a digression into examining the relationship between
public and private investment and the changes therein through

different sub-periods during 1950-1991.

In Chapter III the pattern and composition of private corporate
investment during the post 1975 period will be discussed. An
attempt will be made to investigate into the reasons underlying the
changes in composition of investment, especially fixed and
financial investments. Finally, we will look into possible effects
of the changes in the pattern and composition of investment
discerned. We then turn to the question of determinants of fixed
investment and other related aspects, in chapter IV. The findings
of the study are brought together and on that basis some

conclusions are drawn in chapter V.

18



Needless to say, this study has certain limitations. Monetary,
credit and fiscal policies, are important, particularly in the
context of fixed and financial investment. While the study does go
into the structure of interest rates and changes therein, the
effects of changes in monetary, credit and fiscal policies will be
outside the scope of this'study. Similarly, changes in the external
sector will only find a passing mention though we recognize its
importance. There are other limitations arising mainly from
considerations of data, and these are discussed in the following

paragraphs and also in Appendix I.

‘Data sources: Analysis in Chapter II is based on data on capital
formation from the National Accounts Statistics published by the
Central Statistical Organization (CSO). This includes physical
capital formation and excludes financial assets. The National
accounts cover the entire private corporate sector, which includes,
public and private limited companies and cooperatives. With 1980-81
as the reference year, the CSO brought out a 'New series'
replacing estimates prepared earlier with the base year as 1970-71.
This series was introduced after a review of the data base and the

methodology employed.

The CSO has since published a revised series for the previous
years, that is, from 1950-51 to 1979-80. However, for the previous
years, gross capital formation by type of asset and by type of
institution in the revised series is available only at current
prices. A separate constant price series based on the revised
methodology has not been published by the CSO. For arriving at the

value of gross fixed capital formation in the private corporate
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sector, the public sector and the household sector at constant
prices, we have calculated the implicit deflator for construction
and plant and machinery components separately and then deflated the

current price series.

While thé method employed for deflating is standard, it is
worthwhile to recall a statement made in the introdugtion to the
Brochure on the new series brought out by the cso! which states
that:

... 1in some aggregates there are wide variations
between the new series and the older 1970-71 series.
Therefore, the.gomparison of the various aggregates (01d
versus new Series) at constant prices is however done in
terms of annual growth rates, as comparison of value

figures will not be meaningful."

There have been changes in the method of accounting for
depreciation of the capital stock for the public sector. However,
as we are mainly concerned with changes and growth in capital
formation, it is felt that the problem of comparability may not

influence our findings.

In chapter III and chapter IV, we rely on the data published by
the Reserve Bank of India (RBI) on the finances of non government
non financial public limited companies based on periodic surveys
conducted on a sample basis. While the sample of companies can be
considered to be representative of the private corporate sector,

the sample size has been changing from one study to another. For

1 Central Statistical Organization, Government of India,
Brochure on the New Series on National Accounts Statistics with
1980~-81 as the Base year, (1986) pp 3.

20



this reason, the available methods of arriving at a cbntinuous time
series have been studied. After which, an alternative method
suitable for the purposes of this study has been arrived at. The
details in this regard are presented in a separate note contained

in Appendix I to the study.

Methodology : The method of analysis 1is mostly based on simple
graphical exposition and the use of ratios and percentages. Almost
all growth rates over a period have been computed statistically
using the exﬁonential growth function. For purposes of examining
the relationship between public and private investment (in chapter
II) and for studying the determinants of investment (in Chapter 1IV)
the Multiple regression technique has been used'with some simple
specifications. Chapter III also makes use of financial ratios
relating to profitability and asset utilisation. Changes in certain
aggregates, such as fixed assets, sales, investment etc. have been
studied through value indices based on a method presented under
Appendix I. The notations for variables have been provided as and

Wwere required.
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Chapter II
TRENDS IN CAPITAL FORMATION

Investment, as measured by capital formation is considered an
important determinant of growth of output and income in an economy.
Apart from the volume of investment its »composition is also
important. The composition, can be seen in terms of the field of
investment (eg.infrastructure versus manufacturing) or in terms of
the types of institutions (viz. public, private or the household
sectors). The main purpose of this chapter is to bring out the
relative importance of the private corporate sector and changes
therein over the years. In section I, we examine the trends in
capital formation in the private corporate sector as well as the
public sector. We also explore the relationship between public and
private investment in Section II. The period of analysis is from

1950 to 1990.
Section I

We.begin by looking at the movements of gross domestic capital
formation in the country through Table 2.1, which shows the gross
domestic capital formation for the public sector, private corporate
sector and the household sector at different time points. The gross
domestic capital formation as a percentage of the GDP has in

general moved up from abolut 11 percent in 1950-51 to over 26

percent by the end of 1990-91.



Table 2.1

Rate of gross capital formation
{(as % of GDP)

Public Pvt.Corp House Total

Year Sector Sector hold sector ---

(1) (2) (3) (4)
1950-51 2.8 2.3 6.0 11.1
1954-55 4.3 1.4 5.0 10.7
1959-60 6.1 2.0 6.2 14.3
1964-65 7.9 3.6 ‘4.9 16.4
1969-70 5.6 1.6 8.8 16.0
1974-75 7.6 3.7 8.5 19.8
1979-80 10.3 2.6 9.9 22.8
1984-85 10.8 4.4 5.9 21.1
1989-90 10.7 4.4 11.1 26.2
1990-91 10.5 4.7 11.3 26.5

Source:Computed from National Accounts
Statistics (New Series), CSO.

The rate of capital formation in each of the three sectors has gone
up. While gross capital formation in the private corporate sector
as a percentage of GDP moved up from around 2 percent in the 1950s
to around 4.5 percent by the end of the eighties, the figure moved
up from around 3 percent to around 10.5 percent for the public

sector during the corresponding period.

The relative share of public, private corporate and the household
sector in gross capital formation (GCF) for the economy as a whole
can be discerned from Table 2.2. The share of the public sector in
GCF moved up steadily from about 25 perceﬁt to reach a peak of
about 50 percent in 1965-66. From 1965-66 to 1975-76, the share of
the public sector remained generally around or below 40 percent.
From 1975—76 onwards we notice an improvement in the share of the
public sector which reached a peak level of over 51 percent in
1984-85. The share of the public sector dropped to about 40'percent
by the end of the eighties.
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Table 2.2

Percentage shares of public, private corporate
and house hold sector in capital formation

Year GROSS CAPITAL FORMATION GROSS FIXED CAP.FORMATION

PUBLIC PVT.CORP HHS PUBLIC PVT.CORP HHS

(1) (2) (3 (3) (4) (5)
1950-514. 25.05 20.70 54.25 25.63 9.61 64.76
1955-56 35.24 15.40 49.36 41 .54 7.87 50.59
1960-61 44 .21 20.71 35.08 48.93 15.12 35.95
1965-66 50.06 15.72 34.22 49.52 9.63 40.85
1970-711 38.05 13.96 " 47.99 37.97 9.83 52.20
1975-76 46.22 13.04 40.74 42.01 13.23 44.76
1980-81 41. 36 12.12 46 .52 44 .50 13.48 42.02
1985-86 49 .30 23.00 27.70 50.69 18.51 30.80
1990-91 39.65 17.61 42.74 40.63 16.51 42.86
1991-92 39.58 17.62 42.80 40.39 17.38 42.23

Source : Same as Table 2.1

As regards the private corporate sector it can be seen that its
share in gross capital formation went up to about 23 percent by the
mid eighties which is comparable to the level that existed in 1950~
51. An interesting point to note is that till 1975-76, the
difference between the relative share of the private corporate
sector in gross capital formation as compared to its share in_gross
fixed capital formation was verf large. However, after 1975, this
difference appears to have narrowed down, suggesting thereby a
shift in 'the composition of capital -formation in the private
corporate sector in favor of fixed assets from mid seventies
onwards (Ref Table 2.2, col. 2 & 5). From the data in Table 2.2 it
can be concluded that from mid seventies onwards, the importance of
the private sector in gross capitai formation, as also gross fixed

capital formation increased in relative terms.
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The share of the household sector over the entire period came down
from over 54 percent in 1950-51 to around 42 percent by the late

eighties. The share of the household sector in the first half of
the eighties declined to about 28 percent.by 1985-86 from a level
of 46 percent 'in 1980-81. Howevér,»in the second half of the
eighties, the ‘share of the household sector moved to around 42
percent. ‘It is useful to remember in this context that, the

household séctor in the National accounts statistics includes

unincorporated and household enterprises as well.

Table 2.3
Composition of fixed capital formation
(percent)

PUB. SECTOR PVT. CORP. HOUSEHOLDS

CONST M/C CONST M/C CONST M/C
Years (1) (2) (3) (4) (5) (6)
1950-1951 75.45 24.55 17.86 82.14 79.33 20.67
1955-1956 79.36 - 20.64 21.78 78.22 56.24 43.76
1960-1961 64.08 35.92 30.98 69.02 72.26 27.74
1965-1966 67.30 32.70 28.64 71.36 51.48 48.52
1970-1971 64.62 35.38 16.94 83.06 70.13 29.87
1975-1976 51.29 48.71 12.82 87.18 71.09 28.91
1980-1981 59.01 40.99 14.35 85.65 56.52 43.48
1985-1986 55.62 44 .38 14.53 85.47 64.02 35.98
1990-1991 51.62 48.38 11.22 88.78 52.83 47 .17
1991-1992 51.24 48.76 11.17 88.83 61.12 38.88

Const : construction, M/C : plant and machinery.
Source : Same as Table 2.1

The composition of gross fixed capital formation in each of the
three sectors is presented in Table 2.3. It shows that the share of
construction in the gross fixed capital formation has declined over
the years. This pattern has been most pronounced for the public
sector (Table 2.3, columns 1 & 2). In the case of the public
sector, this pattern could also be indicative of a shift away from
taking up of infrastructure projects such as roads, highways,
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bridges etc. We shall be looking at the sectoral composition of
capital formation by the public sector later in this chapter. For
the private corporate sector this can be broadly explained as being

"the consequence of the growth in manufacturing activities.

Trends in capital formation: Coming to the pattern of growth and
breaks therein, figure 2.1 shows the movements in gross fixed
capital formation in the private corporate sector and the public
sector at constant prices. Figure 2.2 shows indices of the 1log
values of gross fixed capital formation in the public and the
private corporate sector. The slope of the graph in figure 2.2 is
nothing but the grbwth rate of fixed capital formation for the

public sector and the private corporate sector respectively.

It is seen that gross fixed capital formation for the public and
the private sector showed high rates of growth during the initial
period from 1950-51 to 1965-66. The period 1965-66 to 1975-76 has
been commonly referred to as one of stagnation when looked at from
the point of view of production and value added. It is apparent
from both figure 2.1 and figure 2.2, that gross fixed capitél
formation in public sector and the private sector also stagnated
during this period. However, from around mid seventies onwards for
the public sector and from the late seventies onwards for the
private corporate sector, there appears to have been a recovery in
the growth of gross fixed capital fofmation. The recovery appears

to have been especially marked for the private corporate sector.
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The rates of dgrowth in Gross Capital Formation and Gross Fixed
Capital formation by the public and the private corporate sectors
(in real terms) presented in Table 2.4 also confirm the growth

‘patterns seen the graphs presented earlier.

Table 2.4

Growth rates of gross fixed capital formation
for the public sector and the private corporate sector (@)

Period -> 1950—51 1950-51 1964-65 1975-76
1990-91 1964-65 1975-76 1990-91
Public Sector 5.88 . 11.8¢0 1.10 5.99
a) Construction 4.52 11.10 -0.03 3.44
b) Plant & M/c 7.91 13.49 2.90 8.68
Pvt.Corp Sector 5.79 11.02 2.20 12.54
a) Construction 4,37 16.56 -2.30 7.46
b) Plant & M/c 6.06 10.03 3.39 13.27
Household 4.02 1.25 2.90 3.86
GFCF (Total) 5.04 6.68 2.30 5.95

@ Exponential Growth rates computed at constant prices.

The growth in gross fixed capital formation during the period 1950-
65 was as high as 11.8 % for the public sector. This period'also
includes the third plan period (1961-62 to 1965-66) which laid
great emphasis on public investment. The private corp;rate
investment also grew at a comparable rate of 11.02 % during this
period. However, the subsequent period from 1965-66 to 1975-76
Wwitnessed stagnation in both public and private'investment. In what
has been termed as the period of recovery starting from the late
seventies and continuing up to the end of the eighties, the major
impetus to growth iﬁ capital formation has undoubtedly been from

the private corporate sector. Between 1975-76 and 1990-91 gross
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fixed capital formation in thé private sector grew by over 12
percent in real terms. The growth rate for the private corporate
sector was not only higher than the earlier period of 1965-i1975 but

also higher than the rate for the entire period from 1950 to 1990.

Growth®in public investment also recovered during thié'phase yet,
it was not sighificantly higher than its long term trend rate.
Public investment grew at.about 6 percent per annum between 1975-76
and 1990—91.as compared to 5.88 percent during the entire period
ie. 1950-51 to 1990-91. The shift in the pattern of capital
formation in the puﬁlic sector in favor of plant and machinery as
compared to construction becomes evident from this table. It is
seen that investment by the public sector in construction jrew at
only 3.4 percent between 1975-76 and 1990-91 as compared to 8.7
percent in the case of plant and equipment'for the corresconding

period.

Based on the aforesaid analysis, it can be concluded that whkile the
public sector continued to be predominant in terms of its szare in
gross capital formation in the country, the importance o>f the
private corporate sector grew in relative terms especially, during
the period 1975 to 1990. It is clear that the revival in the growth
of capital formation during this period was predominant in the

private corporate sector relative to the public sector.
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Section IIX

Relationship between public and private corporate investment

In many developing economies including India, the public sector has
traditionally occupied. a .predominant role in the economy. The
relationship .between public and private corporate investment.has
been described as competitive and also complementary. It has often
been stressed that public expenditure financed through public
borrowing, taxes etc. crowds out private investment. The mechanism
of crowding out is expected to work through preemption of financial
~and real resources, whereby, borrowing by the government to finance
public expenditure raises the real rate of interest leading to a
scarcity of investible resources for the private sector. Blejer and
Khan (1984) however point out that to the extent public expenditure
is in infrastructure, it could be complementary to ' private
investment. This could be true, because public expenditure in
infrastructure such as power, railways etc. can enhance the
possibility, as also the profitability of private investment and
raise the demand for ancillary services. It could thus provide a

demand and supply side stimulus to private investment.

In examining these seemingly opposite views of the effect of public
investment on private investment it is desirable to keep certain
ground realities in view. Firstly, the manner of functioning of
financial markets and the link between the command over financial
resources vis—-a-vis real resources is important. The crowding out
effect gets moderated to the extent that the pattern of savings in
the economy (especially that of the households) moves in favor of

financial assets. The composition of savings in India has over the
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vears shifted in favor of financial assets. Even if we ignore that
interest rates in India and the finangial sector in general were
subject to controls, the increase in the financial resources raised
through the capital markets during the eighties gives an indication
thatvthe private sectof, 6ﬁ the aggregate,_did not face a shortage
of ihvestible reéources..Therefore,hfﬁe argument'that where prices
are administratively controlled, it is quantity that gets rationed
is not entirely valid as far as the market for long term investible
1

funds are concerned in India during the eighties. Blejer and Khan

in their study note that:

".,. one of the principal constraints on investments in
developing countries is the quantity, rather than the cost, of
financial resources ... it would be 1legitimate to
hypothesize that the private investor in a developing country

is restricted by the level of bank financing."

At the same time they concede that this assumption/statement

'...may be some what restrictive for those developing
countries in which firms can issue shares and obtain equity

financing."”

Secondly, crowding out through the biddiﬁg away of real resources
could also occur especially if both public and private sector were
competing for the same type of capitél goods, raw materials etc.
the supply of which in the short run could be inelastic. This could
happen if public investment is in activities that are in direct
competition with the private sector (Reinhart and Khan 1990). The

crowding out effect has to pass through the financial market and

! Blejer, Mario J and Khan Moshin S 'Government Policy and
Private investment', IMF staff Papers, June 1984, pp 386.
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then move to the real sectof; To what extent this happened in India

is an empirical gqguestion.

" The Complementarity hjpothesis: To the extent that public
investment is concentrated in areas that raise the potential output
of the économy, it could on the other hand increase the
profitability of private investment. The crowding in impaét in this
sense takes effect through improvements in the infrastructure and
the overall investment climate, and this effect may be staggered.
However, 'crowding in' could also occur in a shorter time frame if
public investment leads to‘ more orders for the output of the
private corporate sector implying thereby, a relaxation of the

demand constraint.

Thus, the route of causation of the so called 'crowding out' effect
and 'crowding in' effect are quite different. Therefore, the net
result has to be seen in terms of the structure of the economy
under consideration and the pattern of output and investment. It
can be said that the crowding out effect can become significant
only if the financial markets (inclusive of both debt and equity
markets) are so narrow that the private sector finds it difficult
to raise additional financial resources with an increase in public
investment. Or, that the pattern of investment by the public sector
is directly competitive to that of the private sector. Barring some
exceptions, neither of the two factors could be considered to have

been of significance in the Indian case during the eighties.

However, to arrive at a meaningful conclusion on the issue of

'crowding out', on an empirical basis, it is necessary to consider
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not only the composition of public and private investment but also,
the manner of financing and phasing of public expenditure which is

a task beyond the scope of this study.

- Blejer and Khan (1984) apply a variant of the flexible accelerator
model in which they have incorporated some structural and
institutional characteristics of developing countries. Their study
is based on pooled data for a cross section of 24 countries for the
period 1971-1979. Though it does not include India, the study is
;nteresting from a methodological point of view. We discuss here

only the reduced form of their model.

In order to explain changes in private investment, Blejer and Khan
(1984} include the trend level of public investment (TGIR) as one
explanatory variable. The difference of the actual level of public
investment from 1its trend value has been taken as another
explanatory variable. This is justified by the authors as follows.
They note, that it is ideally necessary to draw a distinction
between the infrastructure component of public investment and
public investment in non—inffastructure felated activities. This
enables separating out the crowding out  from the crowding in
effects. In the absence of functional distinctions in the available
data, they have used the above two variants of public investment as
proxies. The central assumption is that investment in
infrastructure is an ongoing process and has a longer geétation
lag. Such investment cannot be rapidly adjusted and is thus

represented by the trend value, TGIR.
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In contrast, other investment spending of the government can be
adjusted with greater speed and is represented by déviations of
public spending from its trend value. They have experimented with
other specifications which are‘ however based on these basic

assumptions.

They conclude, that public investment, as proxied by the long term
trend level of public investment, is complementary to private
investment whereas, other kinds of investment tend to be
substitutes. As the units of meésurement of the variables were
different the authors further tried an alternate way of determining
the relative influence of different-vafiables by calculatiné the
relevant beta coefficients. Since the variables.are measured in
standard deviation terms, beta coefficients are independent of

units.

Being an exploratory attempt, we have used a very simple
specification for studying this relationship in the Indian context.
Our interest is to examine mainly the responsiveness of private
corporate investment to changes in public investment. A double 1o§
specification is used fof explaining gross fixed capital formation
in the private corporate sector in terms of public investment. This
is- because, it is the responsiveness of private investment to
changes in public investment that is of interest, rather than, the

relationship between absolute values.

The parameter in a double log function signifies elasticity which
is relevant in the present context. Since the estimates of

the parameters are arrived on the basis of long term trends, and at
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the same time represent a ratio of proportionate changes, these can
be taken to represent the net effect of public investment on
private investment. The larger the values, the greater is the

extent of complementarity.

The &pecification is as under: -

i) Lnpvgf
ii) Lnpvmc

a + blnpbgf + clnpvgf(-1) + u
a + blnpbgf + clnpvgf(-1) + u

Lnpvgf = Log of Gross fixed capital formation in the
private sector; Lnpvgf(-1) is its lagged value.

Lnpbgf = Log of Gross fixed capital formation in the
public sector.

Inpvmc = Log of Gross private corporate investment in

plant and machinery.

The dependent variable namely, gross fixed capital formation in the
private sector, and the independent variable ie. , gross fixed
capital formation in the public sector, relate to the same period.
From a conceptual point of view, investment by the public sector
during the current period gives rise to both demand and supply gide
expectations based on which, privatg investment decisions are made.
The extent of variation with respect to the trend value is
relatively less in the case of public investment as compared to
that of private investment. As these relationships are expected to
be giving us long term elasticities, the values of the estimates as
also their significance do not change very much even if, lagged

values of public investment are taken instead.
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It may be noticea that we haQe included the lagged value of private
fixed investment as the second explanatory variaEle. Panchamukhi
(1986) has studied the complementarity Of.public investment w?th
private investment using the flexible accelerator model, where he
specifies private fixed investment as a function of public
investment and 1aggéd values of private fixed investment. He
interprets the coefficients as indicative of the speed of response.
However, the coefficients in our specification represent
elasticities. Further, the structural models of Blejer and Khan
(1984), Ramirez (1994) based on the flexible accelerator model,
incorporate changes in the GDP, real interest rates and other

variables.

In our specification the lagged value of private investment is
expected to capture the effect of these exéluded variables. The
relevant parameter represents the extent to which private
investment decisions are influenced by its own past momentum (of
private investment) rather than by changes in public investment.

Table 2.5 shows the results for'specification No. (ii) relating to
investment in plant and machinery. The results for specification
(i) are similar and lead to identical conclusions and are,
therefore, presented under Annexure I to this chapter for

reference.
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Table 2.5

Relationship between public and private investment
in plant and machinery

Independent Variables _
Period c LnPbGE  Lnpvgf (-1) R? R} pw

1) 1951-90 -1.18 0.42 0.64

(-1.71) (2.62)* (4.29)* 0.85 - 1.95
2) 1951-64 -0.689 0.73 0.23

(0.41) (2.34)** (0.83) 0.66 - 2.37
3) 1965-74 -6.75 1.58 -0.10 ‘

(-1.42) (2.39)** (-0.33) 0.50 - 2.06
4a) 1975-90 -4.74 0.83 0.6

(-1.16) (1.3) (2.09)***x (0.83 0.81 1.89
4b) 1977-90 -4.34 0.78 0.62

(-0.85) (1.04) (2.13)***x 0.85 0.83 1.48
4c) 1979-90 -0.32 0.37 0.62

(-0.08) (0.68) (2.9) *=* 0.87 0.84 1.68

Figures in brackets are t values.

x/xx /*%* Statistically significant at 1%, 5%, 10%

respectively
The results. show that from 1951 to 1990, public investment as also
the lagged wvalues of private in§estment were significant in
determining the change in gross private investment in plant and
equipment (see Equation 1). Period-wise éestimation reveals that
changes in public investment had a siénificant effect on private
investment up to 1975. The situation however underwent a change
during the period 1975-90 (equation 2, 3 & 4a). First, the 1link
between public and private investment appears to be weaker during
this period. For the period 1975 to 1990, the estimate of the
parameter relating to public investment 1is not statistically

significant at 10 percent level of significance (equation 4a to

4c) .
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Secondly, it seems that gross fixed investment as also investment
in plant and machinery of the private corporate sector were more
influenced by the momentum of past investment decisions of the
private corporate‘sector itself, rather than by expectations about

the possible supply or demand side effects of public investment.

The aforesaid conclusion derives from the change in sign as also
the 't' value of the estimates showing the influence of the lagged
values of private gross fixed investment which is the other
independent variable. The results therefore suggest gradual
weakening in the complpmentarity between‘investment in the two

sectors during 1975 to 1990.

However, as already noted, complementarity is more a consequence of
the pattern of investment rather than the sheer quantum of
investment. In order to get a clearer picture a detailed analysis
at a disaggregate level is called for, which is not possible given
the limited scope of this study. However, our observatiocens are
corroborated to some extent, when we analyze the change in the
composition and the growth rates of capital formation in the public

sector for different sectors.

The composition of gross capital formation by the public sector is
given in Table 2.6 which reveals that thefe was a significant
increase in the shafe of capital formation in electricity, gas and
water supply, mining and.quarrying and the communications sectors
during the period 1975-76 to 1990-91 On the other hand, the shares
of agriculture, manufacturing, transport etc. in gross capital

formation in the public sector diminished during that period.
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Table 2.6

Composition of gross capital formation in the public sector.

(percent)

1975-76 1979-80 1984-85 1987-88 1990-91
Sectors
Agriculture 9.8 14.2 10.4 8.8 6.4
'Mining & Quar 7.0 6.8 12.1 13.8 12.9
Manufacture 18.5 23.2 18.1 17.1 15.3
Elec.Gas Water| 18.5 21.3 21.6 31.3 25.7
Construction 0.9 1.1 1.0 0.7 0.6
Trade, Hotels 16.1 1.5 4.4 -7.9 4.1
Transport 12.8 10.1 9.9 9.0 8.8
Communication 2.5 2.5 3.4 4.4 5.4
Banks & Insur. 0.5 0.6 1.1 3.2 3.7
Real Estate 1.1 1.5 1.0 1.6 1.4
Services 12.3 17.2 17.0 18.0 15.7

Source : Same as Table 2.1

The sectoral growth rates in gross capital formation in the public
sector for the period 1575-1990 presented in Table 2.7 also leads
to the same conclusion. It is observed that the growth of capital
formation in agriculture was negative during this period. It is in
this context that decline in the share of the <construction
component of gross capital formation in the public sector during
the period 1975-1990 becomes relevant.

Table 2.7

Sectoral growth rates in public investment
(percent)

Sectors 1960-74 1975-90
Agriculture 3.16 -0.25
Mining & Quarrying 5.89 10.90
Manufacturing 4.82 2.99
Elec/Gas/Water 5.00 7.50
Transport -0.55 3.09
Construction 8.09 -8.80
Communications 7.07 10.34
Banking and Insurance 11.89 21.31
Real Estate 0.70 5.60
Services (incl Admn) 3.20 5.78

Growth rates are exponential.
Source : Same as Table 2.1
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Kelkar and Kumar (1990) point out (although in a different context)
that financing of the energy sector was to a substantial measure
through bilateral funding of projects during the eighties, implying
thereby, greater dependence on importéd capital goods. If this 1is
true, it is likely that increase in public investment in plant and
equipment in areas such as electricity, gas and mining, during.this
period, may not have, added to the complementarity between the
pattern of public and private investment, at least in the short
run. It is also possible that the poor liquidity positioﬁ of a
large number of enterprises engaged in generation and distribution
of electricity may have also contributed to this dissociation. No
doubt, additions to capacity in energy and mining sectors would
have enabled in the long run new investment by the private sector.

But, such effects would have been staggered.

At the same time, this dissociation couldvhave also been on account
of private sector investments moving into areas which were less
dependent on the public sector, or into areas where the .public
sector itself was hitherto dominant. The visible growth of the
private sector in areas such as consumer durables, chemicals and
intermediates, services etc. and greater vertical integration
especially in the chemical indﬁstry may have also contributed to
the weakening of the complehentarity. The pattern of
diversification of the private corporate sector into these areas
followed from the changes in the industrial policy during the
eighties that consciously aimed at giving greater room to the

private sector.
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The foregoing observations need further investigation at a greater
level of disaggfegation not only for the public sector but also
with regard to the pattern of investment by the private corporate
sector across different industries keeping in view the
inter-industry linkages. Given the limited scope of our study this

however is not possible.

Conclusions: Based on the data and analysis in this chapter it can
be concluded that the public sector continued to be predomizant to
the end of the eighties, in tefms of its share in gross capital
formation in the country. However, the relative importance of the
private corporate sector grew, espééially, during the perizd 1975
to 1990. The revival of growth in capital formation from .975-76
{after a period of stagnation) was predominant in the private
corporate sector relative to the public sector. The share of the
construction component in the gross fixed capital formation in the
public sector has been declining over the decades as compared to
its investment in plant and machinery. This trend gererally

continued between 1975 and 1990.

Our analysis in this chapter shows that public investment kas had
a major influence on the growth of private corporate investment
through the entire period starting from 1950 to 1991. However the
complementarity between public and private investment appezars to
have weakened from the 1late seventies onwards, and more
particularly, during the eighties. The most plausible =reason
appears to be the changes that occurred in the composition ¢f both
public and private investment during this period. In particular,

there is evidence to show that public investment stagna:zed or
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declined in certain crucial areas such as manufacturing, transport,
agriculture etc. On the other hand a large proportion of public
investment during the post 1975 period was concentrated into
energy, mining and quarrying and communications. The highly import
dependent pattern of investment in these sectors could have meant
a weakening of direct interlinkages not only within public sector
units themselves that were manufacturing capital goods. This could
have also led to a decline in direct orders to the private sector
units as well. However; this is a point, which need further

investigation at a disaggregate level.

In light of the rapid growth in private corporate investment during
the post 1975 period, it would be interesting to examine the
pattern and composition of its investment in further detail. That

would be the focus of the next chapter.
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Annexure 1

Relationship between gross capital formation in the private
‘corporate sector and capital formation in the public sector.
Regression results

) Independent Variables

Period . c LnPbGf  Lnpvgf (-1) R? DW
1) 1951-90 -0.67 0.42 * 0.6%

(0.19) (2.91) (4.54) 0.87 1.97
2) 1951-64 -1.11 0.79 *x* 0.25

(-0.75) (2.85) (1.05) 0.74 2.35
3) 1964-75 -3.68 1.14 *x%x -0,13

(-0.91) (2.02) (0.49) 0.50 2.11
4) 1975-90 -3.81 0.76 0.59xxx

(~-0.96) (1.23) (2.08) 0.82 1.87

Figures in' brackets are 't' values
x [fxx [/xx*x; Significant at 1%, 5% and 10% respectively.
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Chapter III

PATTERN AND COMPOSITION

The trends in éapital formation examined in the previous chapter
revealed that there was a strong revival in private corporate
investment during the period 1975 to 1990. In 1light of this
finding, we examine and explain changes in the pattern and
composition of private corﬁorafe ihvestment in this chapter.
Capital formation 1in the economy is through the process of
investment in physical assets. Howevér, an individual firm or a
company may also deploy its funds in a variety of assets, which may
include financial assets as weil. This chapter shows that the
pattern of deployment of funds by the private corporate sector
could have a bearing on various aspects of functioning of the real
economy..Section I of the chapter will be devoted to examining the
composition of assets and the growth pattern of fixed investment in
the private corporate sector during the period 1975 to 1990. The
facfors underlying the changes in the pattern énd composition of
investment will then be examined in section II. Finally, the
possible effects of the changes in the composition of investment by

the private corporate sector will be explored in section III.

For analyzing investment by the private corporate sector, we rely
of the data published by the Reserve Bank of India (RBI). Combined
financial accounts (balance Sheet, income and expenditure statement
and' the sources and uses statement) for non government non
financial public limited companies in the private corporate sector

are prepared by the RBI on the basis of sample surveys carried out



by them. For examining relative movements of various aggregates
vis—a-vis one another, it is necessary to take into account the

growth process of the relevant aggregates over time.

The main difficulty in using RBI data is the lack of a continuous
time series. The size of the sample in terms of the number of
companies has been chahging over the years. At the same time, it is
the only official source, which has been consistently bringing out
combined financial data right from the fifties. Alternate
approaches to resolving this problem, including the one adopted by
us, have been discussed in Appendix I and will, therefore, not be
repeated here. In brief, for examining growth and movement of
different variables over time, we have developed a method for
computing value indices, the details of which may be seen in
Appendix I. In addition some simple financial ratios énd

percentages have also been used.
Section I

Composition and pattern of investment: An examination of the
composition of assets and changes in the same can provide some
insights into the pattern of investment as well. Table 3.1 shows
the composition of gross fixed assets (GFA) for non government, non
financial public limited companies. The relative proportions do
convey that the share of 'capital works in progress' increased from
about 2.8 percent of the gross fixed assets in 1975-76 to about 7.6

percent in 1990-91.



Table 3.1

Composition of gross fixed assets (GFA)

(percent)

YEAR Plant Land Capital Others Total
& M/c Bldg. Works

1975-76 73.5 16.8 2.7 7.0 100
1979-80 74.3 15.3 3.9 6.5 100
1983-84 73.2 14.8 6.3 5.7 100
1984-85 73.5 16.1 5.1 5.3 100
1988-89 71.4 17.2 6.3 5.1 100
1989-90 72.6 16.4 6.0 5.0 100
1990-91 71.3 16.1 7.6 5.0 100

Source : Computed from 'Finances of Public Limited
Companies', RBI Bulletin, several issues.

Given the policy framework during the eighties, wherebry, the
private sector and in particular, large industrial groups were
given greater liberty to diversify and expand existing capzacities
to a minimum economic size, it is quite likely that investzent in
diversification and expansion may have dominated over investzent in
modernization of existing plant and equipment. This in turn aay be
the reason for the increase in the share of 'capital wcrks 1in
progress' in the gross fixed assets. The table also shows that the
share of plant and machinery declined marginally, from abouz 73.5
percent in 1975-76 to about 71.5 percent of the gross fixed zssets

in 1990-91.

In order to get a picture of the relative importance of assests of
different types in relation to fixed assets, it is necesszry to
consider the composition of Net Total Assets. Table 3.2 shcws the
relative share of various types of assets in the net total zssets

held by the private corporate sector. An interesting point t: note
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1*cont:i.nued to constitute a

is that although financial assets
relatively small proportion of net total assets, there was a
general increase in its share from mid eighties onwards. Subsequent
analysis in this chapter will show that even the modest increase in
the share of.financial assegs, from about 2 percent of the net
total assets in 1975-76 to about 5.5 percent in 1989-90, can be
considered to be a significant change. Apart from other related
issues that will be examined in further detail, this increase in
the share of financial assets, is indicative of a new trend in
corporate investment behavior in India. Table 3.2 also shows that

the share of net fixed assets in net total assets increased by over

6% during this period.

Table 3.2

Composition of net total assets

Year Net Inventory Financial Others Total
Fix.Assets Assets

1975-76 35.2 35.2 2.0 27.6 10Q
1979-80 35.3 35.4 2.0 27.3 100
1983-84 42.9 25.8 1.7 29.6 100
1985-86 45.7 23.4 2.6 28.3 100
1988-89 43.5 24.4 3.8 28.3 100
1989-90 40.8 24.3 5.5 ° 29.4 100
1990-91 41.3 24.3 5.1 29.3 100
Source : Same as Tzable 3.1

! Financial assets/ investments include Foreign and Indian
securities. Indian securities comprise of Government / Semi
government securities, Industrial securities, Shares and debentures
of subsidiaries and Others. It excludes, Loans and advances and
other debtor balances, loans to subsidiaries, c¢ash and bank
balances, fixed deposits with banks etc. The words 'assets' and
'investments' will be used to denote stocks and flows respectively.
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The movement in the stock of financial assets as‘coﬁpared to fixed
assets 1is very starkly depicted by Figure 3.1 which shows the
indices of Gross fixed assets andvfinancial assets. This figure
"shows that the holding of the two assets moved very closely till
about 1984-85 and suddenly diverged thereafter. The data for this
graph is froﬁ the combined balance shéets. Given the increase in
stock prices, witnessed through the eighties, this increase in the
share (as well as stock) of financial assets assumes importance and

will be examined in greater detail.
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Gr. Fiz. & Financial Investments at
current prices (1980-81 = 100)
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Figure 3.2

Figure 3.2 shows the value indices of Gross fixed investment and
indices of financial investment. (Financial investments are plotted
on right side secondary axis). Unlike figure 3.1 that showed the
stock position regarding fixed and financial assets, this graph
shows the flows, ie. wvalue indices (at current prices) of the

investment made each year.

It is seen that fixed investment maintained a steady upward trend,
barring a surge in 1985-86 and this pattern was replicated by
financial investment. Starting from mid eighties there was a surge
in financial investments by the corporate sector as a whele
although with fluctuations. Between 1987-88 and 1989-90 financial
investments increased six fold. In 1990-91, financial investments
declined sharply whereas fixed investment showed an increase. The
indices plotted in figure 3.2 have also been shown in Table 3.3 for
reference.
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Table 3.3

Value indices fixed and financial investment
{Indices at current prices 1980-81 =100)

Investment
Year Gr.Fixed Plant & Mch Financial
1974-75 46 54 37
1975-76 46 53 51
1976-77 40 43 53
1977-78 51 56 127
1978-79 56 64 ' 93
1979-80 64 72 81
1980-81 100 . 100 100
1981-82 130 127 110
1982-83 177 190 270
1983-84 195 213 422
1984-85 235 252 916
1985-86 327 315 1347
1986-87 239 262 1041
1987-88 258 254 779
1988-89 303 299 3045
1989-90 368 439 6571
1990-91 553 520 1556

Source: Same as Table 3.1

Unlike data derived from the combined balance sheets that give the
position at a given point of time, the sources and use of funds
statement shows the deployment of funds through the year. The
deployment of funds into different uses expressed as a share of
total use of funds is presented in Table 3.4. This table shows
that from the mid eighties, there was an increase in the share of
funds deployed .for financial investments. From a virtually
insignificant proportion in the beginning of eighties, financial
investments accounted for over 12 percent of the total use of funds

by 1989-90.

50



Table 3.4

Use of funds by the private corporate sector

Year Gross Inventory Financial Others Total
Fix.Asset . : Investment

1981-82 45.59 29.05 0.70 24 .66 100.00
1982-83 | 57.20 - 16.50 1.68 24 .62 100.00
1983-84 61.53 5.08 2.82 30.57 100.00
1984-85 55.23 14.95 5.01 24.81 100.00
1985-86 43.52 22.91 5.38 28.19 100.00
1986-87 52.65 15.01 3.53 28.81 100.00
1987-88 60.80 15.04 3.25 20.91 100.00
1988-89 40.98 24.43 7.39 27.20 100.00
1989-90 37.75 19.87 12.32 30.06 100.00
1990-91 50.86 21.30 2.67 25.17 100.00

Source : Same as Table 3.1 i

As already mentioned, during the eighties a series of policy
changes especially towards the private corporate sector engaged in
manufacturing activities were introduced. The most important change
was to allow greater scope for expansion and diversification
through the introduction of schemes such as rendorsement of
capacity, prescription of minimum economic size for industrial
units and broadbanding of industrial licenses. With greater freedom
to diversify and to expand, the private corporate sector also
required higher volume of external finance. Table 3.5 shows capital

raised through new issues (equity and debentures) and the stock
price index and the respective annual average growth rates for the
period 1975-76 to 1990-91. From this table it seems that from about
1984 onwards there was an increase in the total volume of funds
raised from the capital market by private corporate sector. This
was also accompanied by a continued boom in the stock markets which
is indicated by the rise in the All India index of industrial

securities.
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Table 3.5

New Issues of capital and the stock price index

Years Amount Growth SPI Growth

Rs.Crs % o % %

(1) (2) (3) (4) (5)

1975-76 92 - 61 -
1976-77 94 2.17 65 6.78
1977-78 176 87.23 67 3.37
1978-79 ' 162 -7.95 82 21.42
1979-80 476 193.83 90 9.82
1980-81 647 35.92 100 11.52
1981-82 770 19.01 119 18.90
1982-83 704 -8.57 110 -7.15
1983-84 836 18.75 125 13.50
1984-85 1056 26.32 136 8.54
1985-86 1741 64.87 222 63.01
1986-87 ; 2563 47 .21 231 4.01
1987-88 1770 -30.94 207 -10.10
1988-89 3169 79.04 248 19.39
1989-90 6465 104.01 359 45.21
1990-91 4217 -34.77 500 39.20

*SPI Index of Industrial Securities 1980-81 =100
Source: Computed from The Report on Currency and
Finance, RBI, Parts I & II, Several issues.

The analysis so far seems to suggest that the growth 1in capital
markets may have had an influence on the rate of fixed investments
as well as on financial'investmeﬁts. However, it is also known that
external funds through the capital markets route were mostly
accessed by large companies. The policy changes during the eighties
were also accompanied by an enhancement of the asset limit for the
erstwhile MRTP 1 companies from Rs.20 crores to Rs.100 crores in
1984. In Table 3.6 data on stock of financial assets expressed as

a percentage of net total assets for different size class of

1 Refers to companies (along with inter-connected
undertakings) whose Net total assets exceeded the limits prescribed
under section 20 (a) of the Monopolies and Restrictive Trade
Practices Act, 1969. They were also popularly known as large
houses. '
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. )
companies is presented. What 1s really striking is that the
increase in the share of financial assets from the mid-eighties
onwards occurred mainly in the largest two size classes, that is,

in respect of companies with paid-up capital of more than Rs. 5

crores and Rs. 25 crores respectively.

Table 3.6

Financial investments as percent of net total assets by size class

Years -> 75/76 80/81 85/86 86/87 87/88 88/89 89/90 90/91
Size class *

0.0-0.05 na na 3.0 3.0 2.5 1.9 1.6 1.8
0.05-0.1 1.4 1.6 5.2 2.0 1.2 1.2 1.0 0.9
0.1-0.25 2.3 2.2 1.6 1.6 1.6 2.4 2.5 2.6
0.25-0.5 1.6 1.1 1.4 1.3 1.9 3.3 3.5 3.4
0.5- 1.0 1.7 1.6 1.2 1.4 1.2 2.8 2.5 2.1
1.0- 2.0 2.0 1.7 1.5 1.8 1.6 1.8 2.2 2.4
2.0- 5.0 2.7 1.8 2.3 2.9 2.9 2.7 2.9 3.2
5.0-10.0 1.8 2.0 2.5 2.7 2.4 3.3 3.4 4.1
10- 25.0 na 1.7 2.2 3.3 3.2 3.2 3.5 4.4
> 25.... na 1.6 4.3 3.4 4.5 5.8 10.4 8.7

* Note: Size Class is by Paid-up capital in Rs Crores.
Source : Same as Table 3.1.

Given the aforesaid background,;it is essential to examine the
pattern of growth in fixed investment before attempting to explore
the possible reasons for the changes in the composition and pattern

of investment by the private corporate sector.

Growth in fixed investment: When it comes to studying fixed
investment, it is most appropriate to examine changes in net fixed
assets. However, this is beset with problems. The main difficulty
is that the figures of nét fixed assets given in the combined
financial accounts are determined on the basis of the rate of
depreciation prescribed under the relevant 'Schedule' of the
Companies Act 1956. However, these rates do not necessarily reflect
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the economic life of assets. Further, one cannot rule out the
effects of a change in the pattern of investment in favor of assets
whose average rate éf depreciation .was relatively 1lower.
Revaluation qf assets can also influence the values of assets. The
absencevof reliable estimates of capital stock also makes the task

of arriving at estimates of net fixed investment difficult.

One simple but crude way of getting an initial picture on the
growth of fixed investment is to §Ompare successive values of the
ratio of net fixed assets to gross fixed assets. This ratio
(computed from the cémbined balance sheet for successive years) has
steadily moved up from 51 % in 1974-75 to 55% in 1980-81, 58% in
1985-86 to 62 % in 1990491. This suggests that net investment in
fixed assets went up during the pegiod 1975 to 1990. At the very

least, it implies that the rate of {¢ross investment consistently

]
|

exceeded the rate of depreciation.:However, for reasons already

cited, most studies (including the present one) relating to
|

investment have concentrated on gross%fixed investment (rather than

net fixed investment). Gross fixed fpvestment in this context is
i

taken as being equal to the year t@ year change in gross fixed

assets.

|

‘.
I
)
|
|
)
|

The growth rate of gross fixed investment in real terms has been
arrived at by deflating the value index of gross fixed investment

by an appropriate deflator.!

A weighted average of the unit value
index for import of capital goods (machinery & transport equipment)

and the implicit deflator from the national account statistics for

! The value index for gross fixed investment has been derived
using the method of indices presented in Appendix I.
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machinery and transport equipment has been used for arriving at a

deflator.

‘The growth rate of gross fixed investment for the period 1975-1990
(in nominal and real terms) for non government non finahcial public
limited companies covered .in the RBI sample surveys is presented in
Table 3.7. It is seen that gross fixed investment in the private
corporate sector increased at a rate of 10.11 percent during 1975
to 1990. Investment in plant and equipment grew at 9.34 percent in

real terms between 1975-1990.

*Table 3.7
Rate of growth of gross fixed investment
(1975-1990) (%)
Growth rates| Gross Fix. Inv. Plant and Machinery
Nominal 17.61 16.75
Real 10.11 9.34

* A1l growth rates are statistically significant at 5%

It may be recalled that on the basis of national accounts data we
had estimated that the gross fixed capital formation by the private
corporate sector grew in real terms by -over 12.5 percent and that
gross capital formation in plant and machinery grew by over 13
percent during the period 1975 to 1990 (ref chapter II, Table 2.4).
In comparing the growth rates presented in Table 3.7 with
corresponding figures based on the national accounts data, three
points need to be borne in mind. First, the data sources are
different. Second, national accounts data cover the entire private
corporate sector which includes public limited companies, private
limited companies and cooperatives. The above table pertains to
only non government, non financial public limited companies. Third,
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the deflators used are diffefent in each case. It can nevertheless
be said that in terms of broad magnitudes, the two are comparable
(in real terms) and it also establishes the fact that investment

showed a high growth rate during this period.

We had earlier noted that increase. in the volume of funds raised
from capital market sources, may have enabled higher volumes of
fixed as well as financial investments. It is therefore, likely
that the investment pattern may have been influenced or responsive
to movements in stock prices. Té examine this aspect the growth
rates of fixed investment (indices at constant prices) and annual

percentage changes in stock prices are presented in figure 3.3.
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It can be seen that till 1983-84, the direction and timing of
growth of gross fixed investment (at constant prices) and stock
price index did not necessarily coincide. However, after 1983-84
there is greater synchronization between the growth in the stock
market index and gross fixed investment. In fact, the graph reveals
that after mid eighties (1983-84), chandes in reai investment have
moved broadly in consonance with the direction of change in the
stock prices. It seems that the relationship between gross fixed
investment by the private corporate sector with stock prices has

indeed undergone a change from the mid eighties.

While gross fixed investment in real terms seems to have grown at
over 10 percent through the péfiod 1975 to 1990, there is however
an important qualification. When the trend is examined for breaks,
we find a significant break (downward) after 1985. This conclusion
is arrived at on the basis of the following regression which uses
a dummy variable(d) for checking for a break in the trend (t). The
dummy variable 'd' takes the value 2zero till 1985-86 and_ one

thereafter (till 1990-91).

LnGI = 3.58 + 0.15t - 0.04 dt R?
(12.5) (-5.05)

We need not elaborate on the significance of the timing of the
downward shift in the trend. rate of gross fixed investment, except
to say that it corresponds with the period when additional
financial resources found their way into financial investments.

This is an interesting development, especially when viewed against

57



the earlier observation that from mid eighties real investment

followed changes in stock prices more closely.

While the period after 1985-86 showed a lower growth in private
corporate investment, in the last year of the decade (ie.1990-91),
there was a very sharp increase in fixed investment (refer figure
3.3). A look at the imports of capital goods (not presented
separately) by the private corporate sector also reveals that the
last year of decade of eighties was chafacterized by sharp increase

in import of capital goods.

In his study covering the fifties, A.K Bagchi ! nhotes that:

....80 1long as the foreign exchange position was
comfortable the controlling element in determining the
volume of investment was the demand for investment and
the level of private imports especially in capital goocds
reflected rather than determined the private 'sector
investment. However, as soon as import controls came into
operation, it was the level of private imports,
particularly of capital goods which determined the level

of investment."

He goes on to say that between 1956 and 1957, there was a
quickening in the pace of investment (and imports) and it was
widely anticipated that there would be a foreign exchange crisis
and this led to a further acceleration in the pace of imports.
Bagchi further notes that:

.. the anticipation of a foreign exchange crisis

by the private sector brought the crisis nearer."

! Bagchi, A.K (1962), Investment by privately owned Joint
Stock Companies, Arthanti, July 1962, pp 165 and 166.
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While the eighties is characterized Ey a relaxation on the imports,
especially cap.tal goods, as also an increase 1in external
commercial borrowing, however, by the end of the eighties the
bossibility of a serious balance of payments crisis became
imminent. The spurt in import of capital dgoecds by thevprivate
corpérate sector was possibly on account of its attempt to import
as much of capital goods‘as possible, before the doors got closed.
The expectation of a sharp escalation in capital costs due to a
possible devaluation may have also accentuated the process.
Therefore, it seems that considerations relating to the external
sector were also important in determining priyate corporate

investment.

The foregoing analysis in this section shows that gross fixed
investment by the private corporate sector grew at a rate of over
10 percent during the period 1975 to 1990. It appeérs that the
measures for allowing greater freedom to the private corporate
sector to expand capacities and to diversify did shape the pattern
of fixed asset formation, in as much as, the share of 'capital
works' in the gross fixed assets increased during the eighties. The
eighties also witnessed a general increase in stock prices and an
increase in the volume of funds raised through the capital market.
Fresh capital issues by public limited companies were still subject
to controls in the eighties. It is, therefore; likely that higher
volumes of funds were raised from the capital markets by the
private corporate sector with the stated purpose of undertaking
expansion and diversification projects. However, from about the mid
eighties onwards, there was an increase in share as also the level

of financial investments by the private corporate sector. There is
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evidence to show that the increase in financial investments was
mainly accounted for by 1large companies. For this reason, it
appears that the availability of external funds played an important
role in supporting the increase in the 1level of financial
investments. Interestingly the trend for the gross fixed
investments Sy the privaté cdrporate‘sectof shows a downward break

around 1986.
Section II

This section addresses some issues arising from the changes in the
composition and pattern of investment witnessed during the post-
1975 period, especially during the eighties. The factors underlying
the changes in the composition and the pattern of investment
(particularly the shift in favor of financial assets) would be
examined. This is relevant, because the policy changes during the
eighties were supposed to have been specifically aimed at creating
an environment conducive to real investment. This section will
concentrate on the financial and real factors that may have shaped
the aforesaid composition and pattern of investment. While
examining the financial factors, the composition of the corporate
portfolio of financial assets will also be studied at the aggregate

level.

Relative profitability and other financial factors: In a recent
study on corporate finance in the G7 countries Browne (1994) notes
that there is clearly some correlation between the average yield

differential on physical to financial investment and the changes in
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the amount of funds aevoted to the two assets. His observation is
with reference to a group of industrialized countries.
Nevertheless, it may be relevant to examine, whether, there was a
‘differential between the yield on fixed and financial investment
for the private corporate sector in India during eighties. In this
context, it would also be interesting to exaﬁine the role of
financial factors especially the structure of interest rates, in
determining the composition of the corporate investment portfolio.

The following paragraphs are devoted to analyzing these issues.

Relative Profitability of Financial assets: Investment as also
current activities in any manufacturing concern are financed
through internal and external sources of funds. There is often a
gap between availability of funds and its actual deployment. With
the increase in the volume of funds raised in the eighties,
financial investments may have served as a way of managing the
portfolio and the internal 1liquidity / cash flow in the most
profitable manner. This behavior could have been influenced by the

relative profitability of fixed compared with financial investment.

In order to examine the above point some of the profitability
ratios for the private corporate sector are compared with the one
period capital gains from holding of industrial securities in Table
3.8. Column 1 and column 2 of the Table 3.8 show gross profits (GP)
as a percentage of sales and of net total assets (NTA)
respectively. These are the gross profit margin and the asset
utilization rates respectively. Column 3, shows operating profits

as a percentage of net total assets and Column 4 show profit after
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taxes as a peréentage of net worth which gives us the return on net
worth. Column 5 shows the one period average capital gains from

holding of marketable securities (equity shares)k

Table 3.8

Selected profitability ratios and average rate
of capital gains on industrial securities.
(percent)

GP/sales GP/NTA OP/NTA PAT/NW Capital
Gains

Years (1) (2) (3) (4) (5)
1976-77 9.0 11.0 6.5 7.9 -1.1
1977-78 9.0 11.0 6.5 8.8 10.5
1978-79 9.5 11.7 7.5 11.6 11.5
1979-80 10.1 12.6 8.3 14.5 14.2
1980-81 9.6 12.0 7.3 14.1 13.5
1981-82 9.3 11.2 6.3 13.4 7.7
1982-83 8.7 9.7 4.6 10.5 8.4
1983-84 7.9 8.4 3.3 6.6 4.9
1984-85 8.3 8.7 3.7 7.7 28.3
1985-86 9.0 8.8 4.1 8.3 25.1
1986-87 8.5 8.0 2.9 5.7 18.9
1987-88 7.8 7.4 2.0 3.5 4.4
1988-89 9.1 8.8 3.4 8.3 18.1
1989-90 10.2 9.9 4.3 10.7 34.6
1990-91 11.2 10.7 5.2 13.5 46.5

GP: Gross profits, OP : Operating profits,

NTA : Net Total Assets : NW : Net Worth.

Source : columns 1,2,3,4 : Same as Table 3.1.

column 5 : Same as Table 3.5

1 One period capital gains have been computed by taking a
three year moving average (centered) of the annual growth rates of
the Index numbers of Industrial securities (All India) published by
the RBI. '
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In Figure 3.4, we have plotted the return on net worth and the
average one period return on stock (ie column 4 and 5 of Table 3.8)
which bring out the relative movements in the two ratios.

From Table 3.8 as also figure 3.4, it 1is apparent that
profitability as indicated through alternative measures stagnated
during the eighties, while the possible capital gains on holding
of stocks was far higher. Therefore, there was a strong incentive
to the corporate sector to hold financial assets especially
securities whose prices were linked to the movements in the stock

markets.
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While examining macro constraints on India's Economic growth in the

late eighties Lance Taylor 1 notes that:

" The obvious alternative forms of wealth are real estate
and durable goods, with expected capital gains being the
relevant rates of return. Such speculative assets
dominate productive capital_ when profits on real

investment are low and potential saVings high."

Though we have not taken into account real estate and other such
assets, the parallel in this context is obvious. This is in the
light of the stagnant trehd in corporate profits as comparec to the
increase in the returns on financial assets and the observed
downward break in the trend rate of real fixed investment. This
brings us to some other financial factors that could have Zurther

induced such tendencies.

The structure of interest rates in India has been an administered
one. While, a detailed analysis of the financing pattern 2f the
corporate sector 1is beyond the scope of this study, we recognize
that the link between the composition and cost of funds with the
relative rates of return on different financial instrumerts may
have been important. The left side of the Table 3.9 (Colurmns 1 to
4) shows key interest rates which may have had a bearing on the
cost of borrowed funds during the eighties. The right side <f this
table shows the rates on certain financial instruments (Othsr than

shares) into which financial investments were channeled.

! Taylor Lance (1988) : Macro Constraints on India's
Economic Growth, Indian Economic Review, Vol. XXIII, No. 2 pp 161
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Table 3.9

Changes in interest rates, returns on financial
investments and premium collected on equity issues.

" (percent)
Relevant to cost of funds On financial investments
L R
Fls Bank Debentures |Premium| PSU Tax-Free UTI
Rate ~ CD NCD on |Bonds PSU bonds Div

(ICICI) Equity
Years (1) (2) (3) (4) (5) (6) (1) (8)
1980-81 14.0 19.4 13.5 13.5 * * * 11.50
1981-82 14.0 19.4 13.5 15.0 * * * 12.05
1982-83 14.0 19.5 13.5 15.0 * * * 13.05
1983-84 14.0 18.0 13.5 15.0 * * * 14.00
1984-85 14.0 18.0 13.5 15.0 * * * 14.25
1985-86 14.0 17.5 13.5 15.0 1.24 14.0 * 15.25
1986-87 14.0 17.5 13.5 15.0 3.51 14.0 10.0 16.00
1987-88 14.0 16.5 12.5 14.0 39.89 13.0 9.0 16.50
'11988-89 14.0 16.0 12.5 14.0 10.66 13.0 9.0 18.00
1989-90 14.0 16.0 12.5 14.0 22.32 13.0 9.0 18.00
1990-91 14.5 16.0 12.5 14.0 9.66 13.0 9.0 19.50

FI : Financial institutions, CD/ NCD :Convertible/Non Convertible
debentures , PSU : Public Sector , UTI: Unit trust of India. * Neg.
Source : Same as Table 3.5

Interest rates in nominal (and in real terms) were higher during
the eighties as' compared to the later half of the seventies.
However, during the eighties, the cost qf long term borrowed funds
(in nominal terms), remained stable or declined (Ref Table 3.9
Columna 1 to 4). Real rates on borrowing, though positive, also did
not increase during the eighties (not presented separately). The
general increase in the statutory liquidity and the cash reserve
ratios for the banks, made lending to the corporate sector an
attractive proposition. In fact, indirect form of finance even by
the commercial banks to the private corporate sector increased
significantly from the mid eighties (Rajakumar Dennis,1993 pp 55).

Financial institutions also found indirect financing of the



corporate sector through preferential allotment an attractive

option to direct financing through term loans.

At the same time, there was an increase in the rate of return/
dividends accruing on certain other financial instruments that
became a part of "the corporate investment portfolio. In this
context the costs associated with different sources of funds as
compared with the return on different financial assets becomes

important.

Towards the later half of .the eighties, public sector companies and
corporations started to raise large volumes of debt cépital through
the issue of bonds that offered attractive rates of interest or had
certain tax benefits. While the coupon rate on these bonds was only
9 percent, the effective return was 18 percent, after considering
the then prevailing average rate of corporate tax of 50 percent and

the tax-free status Qf the bonds.

Apart from the prospect of making short term capital gains through
direct speculation in industrial securities in the stock market,
the changes that occurred in the rates of interest and dividends on
financial instruments issued by institutions dther than the private
. corporate sector also played an important role. The schemes of the
UTI such as the US 64 proved to be an attractive investment
(Economic Times Nov. 28 1994) for gatheri;g dividend income that

was relatively high along with tax benefits (refer column 8, Table

3.9)
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Another, importaﬁt change was the rise in the level of premium
"gathered by the corporate sector on new capital raised through the
stock market route. The figures mentioned under col. 5 of Table 3.9
’shows the amount of premium as a percentage of the total new issue
of equity. Thpugh, eqﬁity financing may have been a small
proportion of thé total use of funds, it appears to have played a
significant role in bringing down the cost of external funds. It
also enabled the corporate sector to recycle funds back to the
stock market either directly or through the purchase of securities

of non banking financial intermediaries.

The relative cost associated with different sources of funds got
reflected in the composition of sources of funds. Table 3.10 shows
that the capital market became a relatively more important source
by the second half of the eighties. It accounted for approximately
19 percent of the total sources of funds between 1987-88 to 1988-89
as compared to about 8 percent in beginning of the eighties (Ref
Table 3.10 rows 2a plus 2b).
Table 3.10

Sources of funds for the private corporate sector
(percentage shares)

Source of 1981-82 1983-84 1985-86 1987-88 1989-~90
Funds 1982-83 1984-85 1986-87 1988-89 1990-91
1) Internal Funds 29.69 39.46 32.08 32.29 32.75
2) External Funds 70.31 60.54 67.92 67.71 67.25
a. Paid up capital 1.83 4.14 3.01 11.97 7.88
b. Debentures * 6.06 10.11 13.36 7.81 10.66
c. Borrowing 32.70 25.75 25.07 28.09 27.00
d. Others 29.72 20.54 26.48 19.84 21.71

Includes privately placed debentures.
Source : Same as Table 3.1
All these developments created an opportunity for corporate

entities to raise capital on the stock market through equity and
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the debenture route and place the same in high yielding debt and
stock market instruments and into other investments that were in
some way linked to stock market returns. The composition of

financial investments does lend credence to this view.

The aforesaid aiffefential between different avenues of investment
got reflected in the composition of the corporate financial
portfolio as well. One would normally have expected the portfolio
to have been dominated by marketable industrial securities. Though,
this is true to some extent, daté on the composition of financial
assets as indicated in Table 3.11 and financial investments shown
in Table 3.12 provide some interesting information. Table 3.11
shows that in terms of percentage shares, the proportion of
industrial securities in the portfolio of the corporate securities
gradually declined over the yeafs. Similar is the story with regard
to the proportion accounted for by securities of sutsidiary

companies.

Table 3.11
Composition of financial assets
held by the private corporate sector (percent)
1980-81 1982-83 1984-85 1986—-87 1983-89
Securities 1981-82 1983-84 1985-86 1987-88 19¢90-91
Foreign 6.11 6.62 4.43 3.66 1.30
Govt/ Semi Govt 3.66 2.71 1.28 1.67 10.77
Industrial 50.63 45.06 27.31 36.44 28.54
Shares/Deb of Subs 30.27 27.94 18.94 12.25 9.96
Others 9.33 17.67 48 .04 45.98 49.43
Total 100 100 100 100 100

Percentage shares of financial assets are based on their book /
purchase values. Appreciation in the market prices of some of these
assets is not taken into account.

Source : Same as Table 3.1
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A major change in the corporate portfolio was the emergence of the
'others' category. The RBI data source from which these figures
have been computed do not throw any light on the composition of
this 'others' category. This is presumably because this category
was not important before the mid eighties. However, a more recent
study of the RBI1 that'-presents the combined accounts of non
financial, non government large public limited companies for the
vears 1991-92 has reclassified this others category as 'Securities
of All India financial institutions'% This category includes
securities issued by the Unit trust of India apart from other
financial institutions. It is known that the corporate sector has
been a major investor in some of schemes of the UTI (such as the
UTI 64 scheme) although the exact share of this particular security
is not known through publicly available data sources. The point to
note is that the UTI and other financial institutions in gurn, have
always held substantial proportions of marketable corporate

securities and have been active participants in the securities

market.

By the end of eighties we see that the private corporate sector
portfolio started to include government and semi government
securities as well. This category includes bonds issued by the
Railways, and other public sector units apart from dated securities

of the government. Some of these securities also carried certain

! Finances of Large Public Limited Companies 1991-92,
RBI Bulletin, September 1994, pp 1000.

! Financial Institutions include Industrial Development Bank
of India (IDBI), Unit Trust of India (UTI), Industrial Credit and
Investment Corporation of 1India (ICICI), Industrial Finance
Corporation of India (IFCI), Life Insurance Corporation (LIC) and
other state level financial corporations (SFCs)
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tax benefits. Thus, it appears that the pattern of financing of the

public sector had a bearing on the way private sector deployed its

funds.
Table 3.12
Composition of investments
(Change in financial assets)

. 1980-81 1982-83 1984-85 1986-87 1988-89
Securities 1981-82 1983-84 1985-86 1987-88 1990-91
Foreign 14.59 5.94 1.29 1.20 -0.14
Govt/ Semi Govt 0.60 0.63 -0.28 3.73 20.63
Industrial 49.61 35.47 5.19 68.41 19.55
Shares/Deb of Subs 28.75 17.61 10.79 6.75 7.10
Others 6.45 40.34 83.01 19.91 52.85
Total 100 100 100 100 100

Source : Same as Table 3.1. (-ive sign indicates net disinvestment)

The year to year changes in the stock of different financial assets
is given in Table 3.12. Unlike Table 3.11, Table 3.12 shows the
composition of the fresh investment or disinvestment in different
financial assets. It 1is seen that changes in the stock of
industrial securities and financial assets in the 'others' category
seem to fluctuate. Nevertheless, industrial securities and the
'others' category comprising mainly securities of financial
institutions came to form over 75 percent of the additional
investments made after about 1983. As already stated, financial
institutions in turn have aléo been active participants in the
stock markets. It is therefore likely that the changes in the total
financial investment by the private corporate sector may have been

closely linked to stock price movements.

To examine the pattern of growth of financial investments over
time, the growth rates of financial investment and the stock price
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index have been plotted in figure 3.5. It shows that increases in
financial investments have preceded increases in the stock price
index and so have the declines. This pattern of movement in the
growth of financial investments 1is suggests a profit taking

behavior of the corporate sector.
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Figure 3.5

Since the corporate sector on the aggregate is itself a major
holder of industrial securities, {(and other securities closely
linked to stock prices) such behavior may itself have influenced
the movements of stock prices. Therefore, it may not be improper to
conclude that the causation between stock prices and investment /
disinvestment in financial assets by the corporate sector may run
both ways. Although beyond the scope of this study, this issue

needs to be investigated in greater detail.
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We have so far examined the ménner in which a differential between
returns on fixed investment and financial investments, and may have
induced a shift in favor of financial investments. The impact of
financial factors on the composition of the sources of finance and
the composition of the financial portfolio was also exzmined.
However, it is also important to consider the role 'cf real
variables on the demand and supply side, which may have been
instrumental in influencing the changes in the variables exzamined
so far. In the following paragraphs we take a brief look a:z these

aspecté.
Demand side factors, investment lags and structural constraints:

Regarding demand side factors, some authors like Patnaik (1237 and
'1988) have broadly argued that the growth (of output) in the
industrial sector during the eighties was possible primarily on
account of rise in real incomes of the middle income categories in
the organized work force. Such a demand was then, not be expected

to be sustainable, leading therefore, to stagnation in output

levels in future.

If this was indeed true, then the aforesaid argument, cci1ld be
logically extended to imply that expectations of stagnant demand
may have encouraged entrepreneurs to prefer financial investments
which weré easily reversible rather than, committing their zapital
into ventures where the prospects of demand in the future werz more
uncertain. In the above sense, demand constraints may have played
an important role in impeding the rapid utilization of firancial

capital into investment in productive assets. We are theref:cre, of
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the view that the role of demand factors in determining investment

needs detailed study though it is beyond the scope of this study.

The relative shift towards financial investment may have also been
further influenced by the time-lag between the raising of resources
from the market and the actual deployment in fixed investment.
Whether this 1lag 1increased over time, or did firms face
difficulties in executing the projects due to infrastructural
constraints, availability of dimported capital goods, foreign
exchange etc. are questions that merit further investigation. While
the import regime during the eighties was indeed relaxed, towards

the end of decade, balance of payment difficulties became imminent.

In the context of demand and supply side bottlenecks the
relationship between public and private fixed investment that we
had discussed in chapter.II again becomes relevant. The stagnant
trend in public investment in general, barring selected areas, may
have forced the private corporate sector to look for investment

opportunities that were less dependent on the public sector.

Finally political uncertainties that gripped the country towards
the end of the decade and the imminent balance of payments crisis
may have added to the overall uncertainty about the future
viability of new projects on hand. In section II of this chapter we
had already noted that the growth performance of investment was
somewhat weak in the second half of eighties as compared to the

first half.
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In the analysis'through section I we have noted that investment in
financial assets assumed importance from the mid eighties. It was
also shown that the trend iq real investment showed a downward
break around 1986. This alsé coincides with the period when
financial investments rose sharply. In section II we examined some
of the real and financial factors underlying'the change in the
composition and pattern of investment especially during the second
half of the eighties. We noted that these financial and real
factors may have influenced the composition of the sources of
financing and the compositioﬁ of the <corporate investment

portfolio.

In light of the above findings, it dis also 1likely that the
aforesaid changes may have had an impact on the income sidelof the
corporate sector. There is also a broader issue of the implications
of the relative shift towards financial assets by corporate
entities as a whole comprised mainly of non financial companies.
Finally, it is important to see whether this shift in favor of
financial investments in thé late eighties was merely a passing

phase or an indicator of the shape of things to come. The next

section is devoted to examining these issues.
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Section III

The effects of the aforesaid pattern of investment can be viewed
from the perspective of the private corporate sector itself, and
from the point of view of the economy in general. It was noted in
the previous‘ section that the relative returns on ~financia1
investments exceeded returns on investment in fixed assets. The
diffefential between the yield on fixed to financial investments,
as also the very increase in the (share and level) of financial
investments seems to have had an effect on the composition of

income of the private corporate sector as well.

As per the existing formét in which cohbined balance sheets of the
corporate sector is presented by the RBI, 'Total income' includes
'Sales' which is based of the core activity of the corporate
entities. Next we have, 'Other income' which includes income from
dividends, interest and rents. The third category is the 'non
operating su;plus and deficits'. Unlike the other two, - this
category includes capital gains or losses from the sale Qf assets
and, therefore, has a direct impact on ﬁhé asset side of balance
sheet as well (it includes gains/losses on both fixed and financial
assets). For an individual company this 1is essentially a non
recurring item. That however, may not be true at the aggregate

level with which we are concerned.
It is seen from Table 3.13, that 'other income' and 'rdon operating

surplus / deficits' increased very sharply during the latter half

of eighties as compared to sales of the private corporate sector.
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Table‘3.13

Value indices of total income, sales
other income and non operating surplus and deficits
(Current Prices)

Year Total Sales Other NOSD
Income Income
(1) (2) (3) {4)
1980-81 100 100 - 100 100
1981-82 120 119 111 129
1982-83 130 130 135 146
1983-84 139 140 174 159
1984-85 161 162 203 179
1985-86 185 185 239 145
1986-87 200 202 252 119
1987-88 220 222 285 232
1988-89 267 266 376 331
1989-90 326 325 481 354
1990-91 379 376 601 609
NOSD : Non-operating Surplus/Deficit
Source : Same as Table 3.1
Admittedly, 'other incomes' includes rent on real estate property

and fixed assets. Similarly, non operating surplus and deficit also
includes capital gains/losses from sale of land or other movable
and immovable assets. However, the conclusions do not change even
after these aspects are considered. Table 3.14 shows ‘'other
incomes'f and 'non operating surplus and deficits (NOSD) as a
percentage of profits before taxes (PBT). The change in the ratios
reinforces the conclusions that incomes and surpluses arising from
outside the core production activities became very important during

the eighties, in particular the later half.
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Table 3.14

Non-operating surplus/deficits and other income
expressed as a percentage of profits before taxes

NOSD+0I  OI i % -> NOSD+0I  OI

Year PBT PBT Year PBT PBT
1975-1976 43.2 32.6 i 1983-1984 85.1 71.1
1976-1977 47.0 42 .4 1984-1985 76.3 64.1
1977-1978 49.8 44.1 1985-1986 68.9 61.2
1978-1979 38.6 35.3 1986-1987 85.3 77.8
1979-1980 34.6 29.6 1987-1988 121.2 104.1
1980-1981 40.6 32.0 1988-1989 82.2 70.9
1981-1982 42.8 34.7 1989-1990 75.4 67.6
1982-1983 58.8 48.3 1990-1991 67.3 58.1

NOSD: Non-operating Surplus/Deficit; 0I: Other Income

Source : Same as Table 3.1
Whether the increase in income from other sources led to a further
increase in financial investment by corporate entities and caused
a further increase in stock prices through feedback effects is
difficult to determine in this limited study. However, the answer
to this question is iikely to be of importance from the point of
view of the economy as a whole. The literature on the economic
consequences of a relative shift towards financial assets by a
single large segment of the economy like the private corporate
sector is scanty and scattered. We have so far not come across any

significant study on this issue with regard to India.

Some authors like Yukio Noguchi ! have examined the phenomenon of
what he has termed as 'Asset Price inflation.' We briefly
recapitulate some findings and observations of his study that are

relevant in the present context. According to the author, the

! Noguchi Yukio (1993), 'Asset Price Inflation and Economic
Policies', Hitotsubashi Journal of Economiqs, 34, pp 111 to 146.

77



remarkable economic growth in Japan during the later half of the
eighties was aécompanied almost simultaneously by an increase in
stock and land prices. The increases in asset prices was mainly
caused by speculative bubbles. Macroeconomic ©policies (in
particular, monetary relaxation) and flow of funds had an important
effect in the 'growth of - the bubblg. Banks and financial
institutions faced difficulties in finding takers for their.funds.
The unprecedented land speculation in the later part of eighties
was supported by lending by financial institutions. Behind this
lending was what he terms as the 'Zai-tech' activity of
buisnessess raising low cost capital and using the proceeds to make

bank deposits and buy other financial assets.

The policy of financial 1liberalization and deregulation meant
increase in the rate of return of financial assets and this
increased the incentive for businesses to undertake zai-tech.
Despite the increased cost of borrowing, financial institutions did
not raise interest rates, instead they tended to target lending to
riskier borrowers. At the same time businesses rushed to channel
funds into 'zai-tech' investment activities and the rise 1in
corporate profits, pushed up stock prices further making it easier
for companies to raise funds cheaply by issuing equity or equity
linked bonds. He points to wealth effects on consumption as one
important effect of an asset price inflation (although with regard
to Japan he notes that such wealth effects may not have been

significant).
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Interestingly, Noguchi also éoncludes that even though increase in
asset prices had a positive effect so far as consumption and
investment is concerned, however, pointing to the negative aspects,
‘the author notes that the bubble had the effect of distorting the
allocation of résources.vThe increase in land prices shifted thé
pattérn of investmernt in févor of corporations owning_land. But for
this, restructuring of heavy industries would have progressed

earlier and new industries would have grown.

Some of the specifics as also the initial conditions are clearly
different when compared to India. India was operating under a
controlled interest rate regime. As opposed to the enormous current
account surpluses, the Indian current account was increasingly on
the deficit side and so on. Further, Noguchi has taken in to
account investment in land prices as well which is outside the
scope of this study. However, when it comes to the behavior of
corporate entities, particularly with regard to undertaking
financial investment, the parallel seems relevant. In this context
it is pertinent to state that several of the erstwhile MRTP houses
had set up as many as 25 investment and finance companies each

under their control right through the eighties (Company News and

Notes; July 1989). With their greater access to external funds
through the capital markets, it was the large companies (though not
necessarily the erstwhile MRTP houses) that were deploying

increasing volume of funds back into the capital markets.

79



Given the serious income disparities in India and the fact that
holding of financial assets especially'marketablé assets is skewed,
it is quite likely that developments of the eighties may have led
to net transfer of wealth in favor of the private corporate sector
especially the larger companies. Analyzing the savings behavior in
the Indian economy'ddring the eighties, Shetty (1990) notes that
the fiscal privileges on savings instruments seem to have tended to
produced sizeable perverse wealth effects that seem to have
contributed to the encouragement for conspicuous consumption. While
his observation is for the econoﬁy as a whole, the trends that we
have seen, could have meant a net increase in the wealth of the
corporate sector due to holding of financial assets, the prices of

which, have grown at a faster pace than other assets.

The analysis in this section has shown that the increase in the
deployment of.funds into financial investments during the eighties
(especially the second half), was accompanied by a significant
increase in income from such investments in relation to income from
sales. It was also noted that this trend may have implications for
the economy in general particularly in terms of distribution of
wealth and ihcomes. In light of the economic reforms initiated from
1991, investment behavior of the corporate entities has become even

more important.
Financial investments in the eighties, was it a passing phase?

The specifics of economic reforms introduced since 1991 are by now
well known and will not be recounted here (Economic survey 1992~

1993, Bhagwati and Srinivasan 1993). We do not intend discussing
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the merits or the content of the economic reforms either. A more
detailed analysis of the post 1990-91 period would necessarily have
to consider the <changes introduced in the external sector,
‘especially thdse relating ﬁd exchange rates, foreign portfolio and
direct investment, and the reforms relating to the financial sector
apart from the crisis in the banking and  stock market system that’
occurred in 1992. Our purpose here is to merely demonstrate that
the tendency for 'treasury operations' to dominate has nevertheless
carried on into the 90s and was not simply a passing phenomenon of

limited significance.

The main difficulty in even examining the post nineties phase is
the absence of data from official sources. Therefore, we have
pieced together evidence available from other sources such as the
publications of the Centre for Monitoring of the Indian Economy
(CMIE) and The Economic Times etc. that have of late enhanced the
coverage of the éorporate sector in particular. While strict
comparability with RBI data on which we have relied all through
this chapter may be difficult, yet the CMIE data can give a clue
on further developments. The data p;esented in the following
tables (Tables 3.15 to 3.17) are based on a sample of 979 companies
in the private corporate sector of which 750 are listed on the
Bombay stock exchange (BSE). These 750 companies account for 67.4
% of the market capitalization on the BSE. When we look at the
sources of finance as given in Table 3.15, we see very clearly
that from a low share of 13 percent in 1990-91, capital market
sources accounted for as much as 32 percent by 1992-93 and 46

percent by 1993-94 of the total sources of funds.
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Table 3.15

Sources of funds for private corporate sector
(Percentage Shares)

Source 1990-91 1991-92 1992-93 1993-94
Retained Earnings 16.20 14.17 11.30 17.76
Depreciation 20.12 15.33 17.47 11.06
Capital Market 13.20 17.84 31.65 46.00
Institutional Debt 24.90 28.54 27.07 4.22
Current Liabilities 25.28 24.12 12.51 20.96

Source : CMIE, corporate Finance, Industry Aggregates, Nov.1994

We had earlier noted that in 1990-91, there was a decline in the
use of funds towards financial assets by the corporate sector. By
the end of the eighties, the composition of financial assets
portfolio had also shifted in favor of securities of financial
institutions and to some extent, in favor of government securities.
The posi£ion regarding the use of funds from 1990-91 onwards 1is
given in Table 3.16.
Table 3.16

Uses of funds by the private corporate sector
(Percentage Shares)

Use of funds 1990-91 1991-92 1992-93 1993-94
Gross Fixed Assets 50.92 53.50 54.00 49.1¢
Investments 3.56 2.13 2.69 18.82
Inventories 19.82 14.00 15.19 5.62
Receivables 23.13 25.91 24.15 21.4:
Cash & Bank 3.13 3.54 3.78 3.12

Source: Same as Table 3.15

With the stock prices continuing to rise into the nineties, from

1990-91 onwards, we witness a further decline in the use cZ funds
towards financial assets. During 1992, the contractionist mcnetary
policy and liquidity problems in the stock markets may have been

important factors in limiting fresh investment in financial assets.
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But from 1993-94 onwards, we find financial investment have again

assumed a very significant proportion of the total uses of funds.

'While the deployment of funds into financial investment increased
_ sharply -only' by 1993-94, 'pther incomes' and ‘non _:ecurring
income' (which we had earlier termed, non.opératinélsurplus and
deficit} continued to-grow faster than sales and total income
- suggesting a profit taking behavior. This becomes evident from the
growth rates of different components of total income presented
under Table 3.17.

Table 3.17

Growth rate of total income and its components
for the private corporate sector (percent)

1990-91 1991-92 1992~-93 1993-94
Total income 18.80 20.32 14.02 17.83
Main income 18.54 20.37 13.25 15.87
Other income 27.82 26.94 23.93 18.24
Non rec. income 63.68 28.29 60.14 60.00

Non rec.income: Non recurring income

Source: same as Table 3.15
The fact that the share of other incomes in profits has been
persistently on the high side right from 1991-92 has also attracted
some attention. A report by the Merfill Lynch quoted in the
Economic Times (Dec. 8/1994) also notes with concern the
sustainability of such income and its growth compared to the

companies core business.

The above data shows that there has been a distinct shift in favor
of capital markets as a source of finance. Table 3.16 also shows
that in 1993-94, financial investments by the private corporate
sector again emerged to occupy a substantial share in the total use
of funds. The continued growth of incomes from other sources does
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give a clear indication that the tendency of the corborate sector
to actively participate into financial investment was not just a
passing phenomenon of the late eighties, but has continued into the

1990s.

While there seems to have been novsystemétic study or empirical
evidence on the pattern of investment into fixed versus financial
assets, the possibility that, speculative investments may have
grown, has attracted attention. Some very divergent opinions have

been expressed on this trend. Patnaik1 notes that

"

the very profitability of speculation acts as a
deterrent to all productive investment ie. , while we
wait for 'liberalization' to produce its bonanza the

economy actually retrogresses."”

One may take a completely opposite view point in this matter. It
can be argued that the combined financial statements do not take
into account intercorporate transactions and therefore, aggregate
analysis ignores the flow of funds. It could even be said that even
if companies on the aggregate were diverting financial resources in
favor of financial investments, some or most of these resources
would come back at some stage in the circle, and would be placed
into primary securities that would in turn, serve as an investible
resource for another company issuing such a security. This is more
or less the view expressed in some financial dailies by authors

like Swaminathan Iyer (1994)L

! patnaik Prabhat {(1994), Macro-Economic policy in times of
Globalization, Economic and Political Weekly, April 16-23.

! swaminathan S.Anklesaria Aiyar, ' Who is afraid of the
financial boom', Economic Times, October 27, pp 8.
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While the second.argﬁment may be correct in an accounting sense, it
ignores the time lags and the distributional consequences. Further,
the impact of this pattern, on the composition of income of
companies that are predominantiy into manufacturing activity,
clearly shows that the trend towards deployment of resources into
financial assets is a matter of consequence. A flow of funds
analysis may still be relevant but beyond the scope of this study.
However, that by itself does not take away the merit of observing
aggregate patterns. On the maiq, the tendency of non financial
companies to enQage actively into financial investment activity is
itself an interesting deveiopment. The sﬁort term and the long term

consequences of the same are therefore deserve further study.

Conclusions : The analysis of the composition and pattern of
investment in thié chapter has revealed that during the 1975 to
1990 period, fixed investment by the private corporate sector grew
at rate of over 10 percent. In, particular, the share of new
capital works in gross fixed investment seem to have increased,
indicating thereby, a move towards expansion and diversification.
From around 1983-84, the private corporaﬁe sector started raising
increasing amounts of financial resources from the capital markets.
By the mid eighties, the private corporate sector started to deploy
increasing volume of funds into financial investments. While
increase in the available volume of funds did enable the private
corporate sector to pursue such financial investments, the
difference between the rate of return on fixed investments and
financial investments seems to have been an important reason
underlying this trend. Further, the interest rate structure and the

yield on certain financial securities issued by the financial
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institutions as also by.public secfor organizations appear to have
influenced the composition of the corporate portfolio of financial
investments. A large proportion of these funds appear to have found
their way back into the capital markets, in particular the stock

markets.

Towards the latter half of the eighties, the trend in fixed
investments also showed a downward break. Some real factors on the
supply and demand side could have.been responsible for shaping the
pattern of investment and the deployment of funds. Finally, it was
seen that the tendency of non financial companies in the private
corporate sector to actively participate in financial investments
and thereby derive a substantial share of their profits in the
form incomes and capital gains from financial assets was not a
bassing phase of the eighties, but has contiﬁued into the nineties

as well.

The explanations provided in.this chapter regarding the causes
underlying the tendency of the corporate sector to undertake
financial investment and its possible effects are in the nature of
tentative hypothesis. A detailed analysis of these questions would
necessarily involve considering the developments in the external
sector as also industry level inter linkages, time lags between the
raising and deployment of financial capital etc. which is task
beyond the scope of this study. The data requirements and the
absence of any ready and obvious theoretical framework also makes
this task difficult. Nevertheless it is felt that these points

could serve as useful lines of enquiry for further research.
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Chapter IV

DETERMINANTS

In the previous chapter we noted that fixed investment grew at
about 10 percent through the period 1975 to 1990f But, in the
second half of the eighties, but there was a downward break in the
investment trend. It was also seen that the private corporate
sector was placing increasing volumes of funds into financial
assets especially from the mid eighties. Relative returns on
financial assets and other demand side factors appeared to have
been important in inducing such behavior. While fixed investments
vaed in consonance with stock prices changes, especially from the
mid eighties, financial investments were also sensitive to stock
price movements. Considering the above background this chapter is

mainly devoted to examining the determinants of fixed investments.

In section I we briefly discuss the data used for the analysis. In
section II, the determinants of fixed investment by the private
corporate sector during the period 1975 to 1990 are examined. 1In
section III, the role of stock prices in determining fixed and
financial investment will be analyzed. The relationship between

fixed and financial investments will alsoc be explored.
Section I

The analysis in this chapter also relies on Reserve Bank data on
finances of non financial non government public limited companies.
For estimating econometric relationships, it is necessary that the

data reflect the aggregate values, for a fixed cohort of companies



{in terms of number as well‘ as composition). For estimating
various relationshipé we have used data generated through the
'method of averages'. The advantage of using this data set is that
.the influence of the changes in the sample size and composition of
the sample (in the RBI data) are minimized. The estimates of the
parameters so arrivéd at, rélaté to a more or less fixed cohort of
companies. The conclusions thus derived can be generalized as being
typical of a given group of firms in the corporate sector. The
'method of averages' is described in detail in Appendix I of this

study.
Section II

Determinants of fixed investment : In chapter 3 we argued that
changes in public investment has been an important determinant of
private corporate investment in India. However, it is not merely
government investment expenditure, but also 1its consumption
expenditure that becomes important in this context. Changes 1in
personal disposable income and consequent <change in private
consumption expenditure can also be an important determinant of
private corporate investment. Change in the level of sales can be
taken as representing these demand\side effects. Therefore, the
variable 'sales' will be taken to represent the net effect of all
these demand side variables. In place of sales, the ratio of the
inventory of finished goods to sales is also tried out as an
alternative explanatory variable. This ratio can be taken to

represent the prevalent market condition.
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Almost all empirical studies in the Indian context have pointed to
the importance of profits as a determinant of investment. This may
be on account of various reasons, ranging from the existence of
imperfect market structures with high degree of market
concentration, the relative movements of prices of inputs and
outputs and the pricing policies of corporate entities. In this
study .we take profits after taxes and operating profits in

alternative specifications.

The study of determinants has been done mainly at current prices.
Thé‘reason for taking data at current prices is as follows. The .
present exercise is on thevbasis of financial accounts. Financial
outlays and expenditure form the basis of business decisions.
Relationships between nominal outlays gives us a picture of
business decisions which are taken based on prevailing or expected
market conditions. As far as growth in real investment is
concerned, we have already presented the picture in chapter II
using national accounts data and chapter III using Reserve Bank
data on the private corporate sector. However, some of the
relationships on the determinants of fixed investment will also be

estimated using data at constant prices.

Being an exploratory study we use the ordinary least squares method
for estimating relationships. Abbreviations used for different
variables are given in the following Box. All the regressions are

for the period 1975-76 to 1989-90.
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Abbreviations for variable names

FI
Fins
Funds

GI
LN ()

OoP
PM

PAT
SAL
SAL1

SPI
Var (-1)

Financial investment.

Ratio of stock of finished goods to Sales

Total flow of external funds (additions to borrowing
and equity).

Gross fixed investment

Any of the variables in this list preceded by 'LN'
implies its log value.

Operating profits

Investment in plant and machlnery

Profits after taxes

SALES

First difference of sales (SAL -SAL )

Stock price Index , ' 1 :

Any variable followed by (-1) is its one year lagged
value

Linear specification

We have first used a linear specification

in which the effects of the accelerator are capture through the

first difference in sales ie, SALl1. The lagged value of profits

after taxes

ie., PAT(-1) is the second explanatory variable. The

linear specification takes the following general form:

GI

= a + B SAL1 + nn PAT(-1) + u

It is expected that both 'R', 'm' would be positive.

The results

of the regressions using the linear specification are

presented as under.

GI =

- 642.2 + 3.16 PAT(-1) + 0.25 SAL1
(-1.0) (3.0)%x (2.4) x*xx

R = 0.75 DW = 1.09

[Figures in brackets are t values * / ** /*xxx
Significant at 1%, 5% and 10 % level of
significance respectively.]
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The above result shows that during the period under study, both
lagged values of profits and sales (accelerator) were important in
determining the quantum of gross 1nvestment by the private
corporate sector. However the level of profits (in absolute terms)
was an important in determinant of level of fixed investment by the
private corporate sector. ‘This finding is in line with most of thé-
earlier studies on India. Profits are dimportant for making
available internal funds and 1in determining accessibility to
external funds. External funds in turn influence fixed investment.
It seems clear that, as far as the level of current investment is
concerned, the 1level of profits has continued to be important
during the selected period. While the explanatory power of the
regression is satisfactory in terms of the wvalue of the RZ, the
value of the DW statistic is indicative of the presence of positive

autocorrelation among the residuals.

Double log specification : The previous relationship captures the
link between the 'levels' of different variables, however, if the
purposé is to study.the extent to which fixed investment has been
responsive to the proportionate changes ip the variables indicated
above, we need to normalize the variables with reference to their
past (or trend values). For this reason, we have used the double
log specification. The advantage of wusing the double 1log
specification are two fold. First, it removes the effect of levels
in the variable and captures mainly proportionate changes in the
independent and dependent variable. This becomes useful,
especially, when the numerical magnitudes of the dependent and the
independent variable are vastly different and yet, for apriori

reasons, it is expected that changes in one of the independent
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variable 1is likely; to give rise to changes in the dependent
variable on the margin. For example, financial investment as such,
forms a relatively small proportion of total net investment for the
'corporate sector. If we were to only look at absolute magnitudes of
fixed investment vis-a-vis financial investment, then bothvwould be
rising over time. Second, the parameters 1in the double 1log
specification represent elasticities and are meaningful for
evaluating the responsiveness of a given variable to changes in

other independent variables.

The general specification of the dJouble log version for the
relationship explaining changes in investment in terms of changes

in sales and profit after taxes is as under:
LnGI = a + f 1lnsal(-1) + ¢ lnpat(-1) + u

In the aforesaid relationship both '8' and 'c¢' can be expected to

be positive on an apriori basis. The value of 'a' would be normally
negative, implying that the absence of sales revenues or profits
may lead to disinvestmeht rather than fresh investment. We have
used the ratio of finished goods to sales (FINS) in place of sales
and operating profits (OP) in place of profit after taxes as

alternative explanatory variables.

The results presented in Table 4.1 (equation 1 & 2) seem to
indicate that even though fixed investment was responsive to
changes in profits, during this period, however, it has in general
been more responsive to changes in sales. Investmeht in plant and

machinery was responsive to both changes in profits as also changes
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in sales (equation 4). An interesting finding (equation 3) is that
the change in the ratio of finished goods to sales appears to have

had a negative impact on fixed investment decisions.

Table 4.1

Regression results (OLS) on the responsiveness of
gross fixed investment (GI) to sales, profits etc.
(A1l variables in log form, 1975-76 to 1989-90)

Ind. Var -—>

Dep Var c LNPAT (-1) LNSAL(-1) LnOP(-1) LNFINS R? DW

1. LNGI -8.58 0.52 1.25 - - 0.90 1.58
(-5.41)* (1.72) (4.93)*

2. LNGI -10.82 - 1.28 0.75 - 0.90 1.53
(-5.51) * (5.36)* (1.76)

3. LNGI 2.76 1.53 - - -2.43 0.79 1.83

(0.85) (5.53)* (=2.27) **

4. LNPM -8.19 0.56 1.16 - - 0.91 1.67

(-5.81) (2.09)***% (5,14)*

Figures in brackets are t values
x [/ x%x /*x%xx : Sjignificant at 1%, 5% and 10 % level of
significance respectively.

While the ratio of finished goods to sales (Fins) appears to have
been an important consideration in making fixed investment
decisions, an alternative specifications using the ratio of :otal
inventory (including spares, Work in progress etc.) to sales as an
explanatory variable did not yield significant results. This may
be because the ratio of finished goods to sales could be more
sensitive to market demand conditions. A higher ratio of finished
goods to sales could also imply higher inventory carrying cos*s and
blockagé of working capital etc. On the other hand, as sales
increase, other components of inventory such as spares etc also can

be expected to increase in proportion.
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Hitherto, we had conducted the determinants  of investments
exercise with all the wvariables at current prices. It would be
interesting to see whether the above relationships hold when
estimated at constant prices. For this reason we have presented
under Table 4.2 the results based on data at constant prices (with

the same specification as in table 4.1).

Table 4.2

Regression results (OLS) on the responsiveness
of gross fixed investment to sales, profits etc.
(Period - 1975-76 to 1989-90)

Ind Var -> c LnSal(-1) LPat(-1) R? DW
Dep Var
1) LnGI -18.96 2.31 0.47 0.77 1.86
(-4.65)* (5.92)* (1.52)
2) LnPM -18.09 2.15 0.52 0.81 2.03
(-5.14) {6.43)* (1.96) **x%
Figures in brackets are 't' values; * / ** /*x*%x : gSjgnificant at

1%, 5% and 10 % level of significance respectively.

(All Variables in Log form ,Variables are at constant prices)
The conclusions with regard to the relative importance of the
changes in -independent variables and their impact on fixed
investment do not change even when the data is taken at constant
prices. However, as already explained, if the purpose is to finally
capture the factors underlying deployment of financial resources
into different wuses, then a current price analysis 1is more
relevant. In particular if the interest lies in relating fixed and
financial investment, then the relative financial outlays assume
importance. It would not be correct to deflate variables such as
investment in financial assets. For these reasons, further analysis

will be based on data at current prices.

94



Fixed investment, financial investment and stock prices :

We noted in chapter III that both fixed investment and financial
investments appear to have been responsive to movements in stock
brices. Regarding the relationship between stock prices and fixed
ipvestment, it would be useful to recall that according to the
Tobins "g" theory, the stock market valuation of a firm in relation
to its replacement wvalue forms an important basis for fixed
investment decisions. For the economy, or for the corporate sector
as a whole, there is no meaningful way of determining the value of
'q'. However, the stock market index is a weighted average of the
index numbers of industrial stocks for a variety of industries and
is expected to reflect overall business sentiment for the economy.
To take into account expectations, the stock market index for

industrial securities is included as an explanatory variable.

As for the relationship between financial investments and stock
prices, it was noted in chapter III (section IV} that through the
eighties, the composition of the portfolio of corporate financial
investments was such that some of these investments were directed
back into corporate securities, either directly, or indirectly
(through financial institutions). Further, it was also seen that
the relative movements of financial investments vis-a-vis stock
prices reflected a profit taking behavior by the corporate sector.
Therefore, we could expect that movements in financial investments

to be positively related to stock prices.

While the role of sales, profits, stock prices etc. in determining
fixed investment has been ékplored in both theoretical and

empirical literature, the relationship between financial and fixed
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investments does not appear to be clear. Based our observations
made in the previous chapter, we could say that the extent to which
financial and fixed investments compete with each other or are

complementary to each other would depend on a host of factors which

could include, inter-alia, the relative profitability between fixed

to financial investments; évailability of funds, etc.

Under Table 4.3 we present the results of the regressions that

explore the relationship between fixed and financial investment.

Table 4.3

Relationship between gross fixed investment, stock prices,
financial investment.

IND VAR—> c LNFI LNGI LNGI(-1) LNSP R2 DW

DEP.Var ’ ’

1. LNGI 2.33 0.17 - 0.61 - 0.87 1.89
(2.38)** (1.99)*x** (3.66)*

2. LNFI -9.69 - 0.35 - 2.33 0.87 2.01
(-6.2)* (0.82) (3.34)«

3. LNFI -9.59 - -0.09 3.11 0.79 1.64
(4.38)* (-0.16) (3.07) %

Figures in brackets are 't' values.
* [/ *x*x [xxx : Significant at 1%, 5% and 10 % level of
significance respectively.

It is interesting to note that, the results in equation 1 of Table
4.3 shows that investment in fixed assets and financial assets
during the same period are not competing, implying thereby, that on
the margin, a proportionate increase in financial investment does
not displace investment in fixed assets. Similarly, equation 2

shows that financial investments have been mainly fuelled by the

rise in stock prices and that investment in fixed assets have not
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had a negative impact on financial investments. Equation 3. shows
that investment in fixed assets with a one year lag may have had a
negative impact on financial investment, but the result is not
statistically significant. Part of the reason of these findings can

be found from the results presented in Table 4.4.

From—Table 4.4 it is seen that while financial investment was

strongly influenced by the rise in stock prices, so was fixed

investment. By comparing relationship 1 and 4 it is evident, that

financial investment was more responsive to stock prices as

compared to fixed investment. This is an important finding.
Table 4.4

Responsiveness of gross fixed investment to stock prices

Ind. Var => ¢ LNSP LNSP(-1) LNPAT(-1) R2 DW

Dep.Var

1) LNGI 0.67 1.43 - - 0.79 0.95 @
(0.68) (7.12)+*

2) LNGI 0.75 - 1.45 0.74 "'1.00 @
(0.63) (5.9)%*

3) LNGI -2.12 - 0.79 0.92 0.84 1.89
(-1.44) (2.42)** . (2.61)**

4) LNFI -8.96 2.74 - - 0.78 2.22
(4.32)* (6.41)*

Figures in brackets are 't' values; * / *x* /xxx . Significant at

1%, 5% and 10 % level of significance respectively. (@) : Durbin

test for autocorrelation inconclusive at 1% significance.

Further examination of ?he route of causation is revealed through
the relationship estimated below. It is seen that the increase in
the total volume of external funds (by way of borrowing as also
additions to equity capital) has been an important determinant of
fixed investment.
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a) LNGI -0.67 C + 0.66 1nPAT(-1) + 0.56 1lnfunds(-1)

(-0.38) (1.42) (2.28) x*
R2 = 0.83 DW = 1.92
b) LNGI = -9.08 - 0.03 LNFUND(-1) + 1.66 LNSAL(-1)
' (2.59) x* (0.10) (2.95) **x
R2 = 0.87 DW = 1.26 .

What the previous two relationships {(a and b) show is that the
increase in the total volume in the. funds raised through external
sources had a significant and positive impact on the rate of
investment in fixed assets. On the other hand when we use sales
(relation b) as an explanatory variable it 1is seen that the
estimate for the parameter for funds becomes insignificant. This is
because of the high degree of multicollinearity between sales stock
prices and funds. This brings us to the problem of simultaneity
that exists between all the relationships that we have been dealing
with so far. Indeed, it appears that the buoyancy of the stock
market expressed through increases in the stock market index
enabled the corporate sector to raise higher volumes of funds,
which in turn, enabled higher fixed as well as financial

investment.

Conclusion: From the above analysis it seems that while the
level of profits was an important determinant of the level of fixed
investment for the private corporate sector during the period 1975
to 1990, however, changes in fixed investment was more responsive

to demand side factors represented through sales.
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The significance of change vin sales, as was seen through the
relationships under Table 4.2, is perhaps indicative of the fact
that dﬁring the period under study, market related factors
especially the prospects of higher growth in the overall economic
activity played an important role in determining changes 1in
investment. It is also likely tﬁat gréater opportunities for

expansion and diversification c¢ould have enabled the corporate
sector to garner higher volumes of funds based on expected future
profits rather than changes in past or current profits. In this
respect it is possible thét policy changes may have stimulated the
growth of capital markets that in turn relaxed the financial

consfraints faced by the corporate sector.

It also seems as 1if financial and fixed investment were
complementary. The effect of increases in stock prices has been
positive as far as fixed investment is concerned. The reason for
this appears to have been the general increase in the volume of
funds which enabled 1increases in both fixed and financial
investments. However, financial investment has been more sensitive
to changes in stock prices as compared to fixed investment. This
also confirms the observations made in the previous chapter

regarding the pattern of movements of these variables.
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Chapter V
SUMMARY AND CONCLUSIONS

This study on the trends, patterns and determinants of private
corporate investment in India capturestome important dimensions of
the investment behavior of the Indian private corporate sector.
While the study covers the period from 1975 to 1990, the focus has
largely been on the eighties. The policy measures initiated during
the eighties were clearly aiﬁed at allowing greater scépe to the
private corporate ‘sector, to expand and to diversify. In that
sense, the findings of the study can be considered to be relevant
to an initial phase of 1liberalization. The study shows that the
private corporate sector reéorded a higher growth rate during the
period under review relative to the earlier period. This suggests
that the private corporate sector is responsive to changes in the
policy regime, particularly with regard to its investment and
financing decisions. The study also bring home the importance of
keeping in view the composition and structure of different sectors
of the economy while studying interrelationships between them. This
is particularly relevant while examining the relationship between
public sector and private sector investment. The study reveals that
profit is an important determinant of level of investment. However,
it is the changes in demand that play a crucial role in determining
changes in the pattern of investment. On the whole, the findings in
this study suggest that public policy has an important role to
play even in relatively liberal environment, where market signals

form the basis for investment decisions of the private sector. In



concluding this study we bring together some of the key findings
and draw their implications on our understanding of corporate

sector behavior and on public policy.

To place. the changes in private corporate investment in proper
perspective, the analysis of'the aggregate trends has been done for
the period 1950 to 1990. This analysis shows that the‘bublic sector
in India continued to be dominant in terms of its share in gross
capital formation to the end of the eighties. However, the
importance of the private corporate sector grew, during the period
1975 to 1990. The revival of growth in capital formation from the
mid-seventies {after a period of stagnation) was marked in the

private corporate sector as compared to the public sector.

The study reveals that there has been a cémblementary relationship
between public and private investment in India between 1950 to
1990. HoweVer, this complementarity appears to have weakened from
the late seventies onwards, and particularly, during the eighties
as compared to the earlier decades. The most plausible reason
appears to be the changes that occurred in the composition of both
public and private investment during this period. There is evidence
to show that public investment stagnated or declined in certain
critical areas such as manufacturing, transport, agriculture etc.
between 1975 and 1990. Further, a large proportion of public
investment during the post 1975 period was concentrated into
energy, mining and quarrying and communications. These investments
were largely import dependent. The aforesaid pattern of investment
may have led to a weakening in the direct complementarity between

the two sectors. Therefore, the changes in the composition of

101



public and private investment and the interlinkages between the two
deserves further study and research not only at the aggregate level

but also at the sectoral level.

The increase in the‘importance of the private corporate sector
during the post 1975 period, was in resbonse to the policy changes
initiated during this period. The analysis of the composition and
pattern of investment reveals that gross fixed investment by the
private corporate sector grew at a rate of 10 percent between 1975-
76 and 1990-91. The share of ‘'capital works in progress' in gross
fixed investment increased in relation to other components of gross
fixed investment. The increase in the share of this component gives
an indication that fixed investment was mainly directed towards new

projects aimed at expansion and diversification.

From around 1983-84, the private corporate sector started to raise
increasing amounts of financial resources from the capital markets.
This was also accompanied by an increase in the stock prices as
reflected through the all India index of industrial securities.
Public issues by public limited companies was still subject to
controls during the eighties. It is therefore 1likely, that the
recourse to the capital market for additional resources was

primarily for funding fixed investment.

Fixed investment in the private corporate sector did grow between
1975 to 1990. But this study shows that from the mid-eighties
onwards, the private corporate sector started deploying increasing
volumes of funds into financial investments. The increase in the

volume of funds raised through various sources, particularly, from
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the capital markets, may have enabled the private corpofaﬁe sector
to pursue such financial investments. However, other factors also
seem to have caused the relative shift in favor of financial
’assets. The difference between the rate of return on fixed
ihvestments and’financial investments appeafs to have been an
important reason underlying this trend. Our study reveals that the
difference between the return on fixed investment as compared to
the gains through holding of financial securities widened during
the eighties. In fact, profitability of the corporate sector as
measured through various alternative ratiés stagnated or declined

during this period.

The differential between the yield on financial securities 1issued
by the financial institutions and public sector organizations as
compared to cbst of finance appears to have influenced the
composition of the corporate portfolio of financial investments.
Securities of financial institutions together with industrial
securities came to account almoét 7% percent of the corporate
investment portfolio by the late eighties. A .large proportion of
financial investment by the corporate sector thus seemed to have
found its way back into the capital markets, in particular the

stock markets.

The study shows that the increased involvement of the private
corporate sector in'financial investment got reflected through a
corresponding increase in 'other incomes' and 'non operating
surpluses'. It is interesting to note that as opposed to the trend
in financial investments, the trend in fixed investments showed a

downward break in the 1latter half of the eighties. We have
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- suggested that some real factors on the supply and demand side
couid have also been responsible in shaping the pattern of

investment and the deployment of funds.

In the aforesaid contexi, the study on the determinants of.fixed
investment shows that thé level of profits was no doubt an
important determinant of the level of fixed investment for the
private corporate sector during the period 1975 to 1990. However,
changes in fixed investment were more responsive to demand side
factors represented by change in sales, whereas change in profits
appear to have played a minor role. The effect of the increase in
stock prices seems to haﬁe been positive on both fixed and
financial investment. For this reason, it appears that changes in
fixed and financial .investments had a weak but complementary
relationship. The relative increase in the use of funds for
financial investment becomes clear 1in light of following important
result. Our analysis shows that financial investments were more
sensitive to <changes in _stock prices as compared to -fixed

investment.

The findings of this study when linked together enable us to draw
some conclusions on the behavior of the corporate sector and the
role of public policy in a regime of liberalization. To illustrate,
the debate on the complementarity between the public and the
private sector has to take into account the sectoral composition of
investment. It follows, that any move to redefine the role of the
public sector and the extent of public intervention should also
consider the interlinkages and the compositional aspects of

investment. The fact that financial investment activity and income
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arising thereof became significant for non financial companies (in
the private corporate sector) 1is an interesting development,
though, it is.difficult to predict whether this trend will continue
or not. In this context, some recent studies on industrialized
countries also point to the.increasing tendency of manufacturing
companies to engage in portfolio related activities. Studies on the
Indian private corporate sector will therefore, need to take into
account this added dimension. The observed trend towards financial
investments and the finding that aggregate demand has a major
influence on the pattern of 'investment have distributional
implications. For these reasons, it can be said that even in an
economy where the private corporate sector is left to operate on

the basis of market signals, public policy has still a role to

play.

105



Appendix I

An alternative approach to using RBI data
on public limited companies
Economic enterprises can be broadly categorized as being either in
the public sector or the private sector depending on the ownership.
Private sector enterprises could be further classified as joint
stock companies (public and Private limited companies),
cooperatives, partnerships, depending on the statute under which
they are incorporated. The precise definition of each of the
aforesaid forms of enterprises are to be found under the relevant
statutes under which the enterprises are registered. Enterprises
that are not incorporated under any particular legislation mainly
comprise of household industries. In this note we are only
concerned with data sources relating to non financial non
governmental public limited companies in the private corporate
sector. For analyzing investment by the private corporate sector in
India, researchers have mostly relied on or more of the following

sources.

a) Combined and financial accounts on joint stock companies
published by the Reserve Bank of India;

b) The 0Official Stock Exchange Directory published by the
Bombay stock Exchange;

c¢) Data on the Corporate Sector compiled /published by
some private agencies such as the Centre for Monitoring
of the Indian Economy, Bombay.

d) Financial Accounts of individual companies published

in their annual reports.

The choice among these sources depends on the nature and the scope

of the intended study and the desired level of disaggregation.



Subsequent discussion will however be limited to data published by
the Reserve Bank of India on finances of non government non
financial public Limited Companies wherein combined financial
accounts (Balance Sheet, Income and Expenditure Account and Sources
and Uses statement) are presented. Financial accounts of public
limited compénies in the private corporate sectoriare prepared on
the basis of sample surveys that are carried out on a regular

basis.

The RBI studies on public limited companies, includes, companies of
different size classes, defined.in terms of the paid-up capital of
the company. Till 1975-76, data on small public limited companies
{({ie.with paid-up capital of less than 5 lakhs) used to be published
separately. However, between 1976-77 and 1981-82, small public
limited companies were not studied at a11. The sample period of our
study is 1975 to 1990. Therefore for the period from 1975 to 1982
we have relied on the data pertaining to medium and large companies
only. Thereafter, the RBI studies cover small, medium and large
companies in each of the studies on the finances of public limited

companies.

The proportion of the sample companies in terms of the total paid-
up capital of the entire population of public limited companies was
around 70 percent between 1975-76 and 1984-8%5, thereafter, it has
been about 65 percent. For the year 1990-91 the coverage in terms
of paid-up capital is about 60 percent. Data on the proportion of
coverage for each of the size classes in terms of the total paid-up
capital for each category 1is not mentioned in all the studies.

However, it seems clear that the extent of coverage for large and
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medium companies 1is very high . (about 80 percent) whereas the
coverage of small companies is lower. This may be due to the skewed
distribution of public limited companies according to paid-up
capital.1 The study for any given year 1is accompanied by
corresponding figures for the previous one or two years. An
illustration of the same is given under Table I.

Table I

I1llustrative data from the combined balance
sheet on public limited companies

Ref Year No of Paid up Gross Plant
* e Cos. Capital Fix.Asset M/c
11/92 1987/88 1908 5561 43999 31553
1988/89 1908 6094 49663 35380
1989/90 1908 6703 56724 40975
12/93 1988/89 2131 6704 50813 36261
1989/90 2131 7364 57866 42023
1990/91 2131 8204 68462 48843

Source:RBI Bulletin. (*Nov 1992 and Dec 1993)

For any given year, barring the most recent, we have aggregate
information on different variables such as gross fixed assets
(GFA), sales etc. from two different samples. In general, the size
of the sample in terms of number of companies has been increasing
over the years. As far as possible, most companies included in the
previous sample are alsc included in the subsequent sample. For
example, the combined balance sheet for non government non
financial companies published'in the RBI Bulletin of December 1993

provides data for the years 1988-89, 1989-90, and 1990-91 and is

! For further details on the extent of coverage for each
sample survey ref. Uma Datta Roy Chaudhari (1992), Journal of
Indian School of Political Economy, Vol.4 No.4, pp 599, 616 and
643.
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based on a sample of 2131 companies The RBI Bulletin for November,
1992 provides combined data on 1908 companies for the years 1987~
88, 1988-89 and 1989-90. The two studies have 1647 companies in
common. It is noticed thaf-almost 75 percent of the companies in
every successive sample were included in the earlier sample as
well. Nevertheless, it can be'expected that the composition of the

sample would have changed over the years.

The main difficulty in using RBI data is the lack of a continuous
time series, and this is due to changes in the sample size. At the
same time, it 1is the- ohly official source that has been
consistently bringing out such combined financial data right from
1950s. Two serious attempts at resolving these problems especially
for the purpose of arriving at estimates for population aggregates
are the studies by Shanta (1991) and Datta Roy Chowdhary (1992).
The methods employed by different authors for analyzing the
performance of the corporate sector using this source can be

classified as follows : -

i) Separate samples method: Using data from each sample
independently and restricting analysis to making comparisons

between consecutive years covered in each study.

ii) Ratios method : Computing financial and other ratios by
normalizing sample aggregates, say profits, sales etc. by some
divisor and observing the .changes in the ratios through successive
samples and years. This method is straight forward and does not

need further elaboration.
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ijii) Blow up factor method: This method involves using the
proportion of paid-up capital of the sample companies to the paid-
up capital of all public limited companies as a 'blow up factor'
and multiplying all other Qariables such as gross assets, sales
etc. by the inverse of this ratio to arrive at estimates for all
non government, non financial public limited companies. The blow up
factor method using paid-up capital has been used (by RBI) to
estimate population aggregates. This method assumes that the
relationship between paid-up capital and a diverse set of stock and
flow variables such as gross fixed assets, sales, profits etc. is
invariant over time. This assumption has been criticized as being
quite wunrealistic 1leading to wunreliable estimates (Datta Roy

Chowdhary, 1992) and we do not discuss this method any further.

iv) Representative firm method: In this method sample aggregates
are normalized by the number of companies in the sample thereby
obtaining a per firm value for all variables such as gross fixed
assets, sales etc. The analysis is then carried out on the basis of
this representative average firm and the results generalized for
the corporate sector (eg. Mishra 1989). There is some merit in
adopting this method as it obviates the. necessity of 1linking
samples of varying sizes. Further, the RBI studies provide combined
data for different size classes and industry groups. This method

can be useful for making comparisons across size categories.

V) Method of proportions: This method involves arriving at an
adjustment factor for each variable separately from the results for
the common year from every set of two consecutive surveys. This

adjustment factor is then used to blow up the value of the same
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variable for ‘the earlier year from the smaller sample thereby
adjusting the smaller of the two samples to the larger one (Sarkar
1970). Such an exercise is carried out for each variable
‘separately in an iterative manner till all variables for all the
yearé are'adjustéd to a common sample size (ie. a uniform number
of companies). In case census data is available for any one of the
intervening years, one could use this method to further adjust the
data to arrive at aggregates for the entire population (Shanta

1990).

The limitation of this procedure is that the repeated use of a
ratio between values of a variable from two successive samples (for
the same year) for adjusting previous samples, transforms the year
to year fluctuations considerably. Each time a new and larger
sample is available, data pertaining to the first year selected for
the studj {which ﬁay be as way back as 15 or 20 years) also needs
to be transformed. In this way bias of an almost indeterminate
variety gets introduced. Further, the method of proportions assumes
that the aggregates in the additional set of companies covered in
a subsequent sample maintain a constant proportion vis-a-vis the
aggregates in the previous sample. This method has been employed by
some authors for arriving at a time series for aggregates such as
gross fixed assets, sales etc. for a constant sample of companies.
The adjusted series has then been used for the purpose of studying

the determinants of investment (Sarkar 1970).

Given the serious limitation arising out of the changes in the
sample size, all the methods mentioned so far, including, the ones

that we propose to use suffer from one or the other limitation.
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The criteria for devising and deciding upon any particular method
should therefore be its appropriateness to the problem at hand. If
we are interested in observing variations in different variables
over a period of time and to make comparisons, say between changes
in different components of gross fixed assets or income, then it
becorﬁes necessary ' to capture year to year growth in different
variables as fully as possible; For this purpose we have devised a
simple method called the 'method of indices' for arriving at value

indices for different sample aggregates.

Method of indices: If the main object of a study is to draw some
inferences on the change in say 'sales' based on sample data, then
it is necessary to capture the year to year growth in any given
variable. For the purpose of looking at the changes that have taken
place in different variables we construct value indices, the

procedure for which is as follows.

Simple growth rates are computed between successive years for each
variable for each sample separately. For example, the study of
November, 1992 provides combined financial accounts for 1908
companies for the years 1987-88, 1988-89 and 1989-90. The study of
December 1993, provides data on 2131 companies for the years 1988-
89, 1989-90, 1990-91. From the above data we obtain annual growth
rates of each variable. The growth rate for 1988-89 over 1987-88 is
computed from the first sample. Similarly the growth rate for the
year 1990-91 over 1989-90 and 1989-90 over 1988-89 is computed from
the second sample. This procedure is repeated till the first year
chosen in our data set, say 1973. We take the value index for a

suitable year (in this case 1980-81) as equal to 100. The series of
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growth rates for the said variable are then used to arrive at an
index number for any given year. The assumptions on which this

procedure relies are as follows.

The sampievproportion in terms of paid-up capital and sample size
in terms of number of compénies has been consistently large in
relation to the total.popuiation. A majority of companies are
retained from one sample study to'the next. Even if the composition
changes from sample to sample, it is assumed that at the aggregate
growth pattern would not chénge. This 1is because of the large
sample size selected from across different industries and size
classes, based on the above characteristics of RBI data we make an
assumptibn that even though sample aggregates, for say gross fixed
assets (GFA) for the year 1987-88 on the basis of 1908 companies
and that for GFA for 1988-89 for 2131 companies cannot obviously be
strung into a common time series, the growth rate of the sample
aggregate'for 1988-89 over 1987-88 from sample 1 and the growth
rate for 1989-90 over 1988-89 from sample 2 cah be used as a series
of growth rates. On the basis of this series‘(of grofith rates)

value indices can be generated by taking the value for a given year

as equal to 100.

Indices for different variables relating to the public limited
companies in the private corporate sector have been generated and
presented in the main text of this study as and where appropriate.
Further, it is also possible to arrive at a constant price series
for any given variable by deflating the same using an appropriate

price index series.
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Method of averages: If the study requires a time series where
absolute magnitudes are also important, and the objective is to
estimate a relationship, éuch as, the effect of say the accelerator
‘or profits on . investment, tﬁen it is necessary to maintain a
constant sample‘si2é1t9 eliminate the effects of an increase in the
number of companies. Each suécessive observation should also
pertain to, the same set of companies as far as possible. In any
case, the method by which successive samples are selected should
not have undergone a change. For this purpose we suggest a method
which shall be called, the "method of averages." The steps involved
in arriving at a time series for a fixed number of companies 1is

described as follows:

i) In Table 1 we have two samples for the year 1988-89. The first
sample based on 1908 (nl) companies shows the Gross fixed assets
(GFA) to be Rs.49663 crores. Let us call it GFA 1. The second
sample based on 2131 (n2) companies shows the gross fixed assets to
be Rs. 50813 crores (GFA 2). A per firm average GFA(PF) is computed

by combining the two samples.

ie. GFA (per firm) = GFA(PF) = GFAl + GFA2 : (1)
nl + n2

This exercise is carried out each and every year for which we have
two or more samples. Therefore for 16 years from 1975 to 1990 we

obtain 16 such wvalues.

ii) Next a bench mark year is selected which should preferably be
an intermediate year in the sample period selected for the study.

In this study we have taken 1980-81 as the bench mark year when the
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sample size was 1720 companies. Successive 'per firm' averages are
then blown up by the'sample size (S) of the selected bench mark

year to obtain a series for a constant number of companies.
Thus GFAt = GFA(PF)t * S.

The method appears deceptively simple. Therefore, one may be led to
doubt the wvalidity of simply combining two or more samples of
unequal size (even though they pertain to the same year), arriving
at a per unit average and then bléwing it back by a constant which
equal'to the sample size of an intermediate bench mark year. In
essence, we do rely oﬁ the basic characteristics of the method of

sample selection used by the RBI which in brief is as under.

a) Successive samples are selected in such a way that
most of the companies selected in the earlier sample are
retained as far as possible. The overlap between
successive samples (even though of unequal size) is
mostly in the range of 70 % of the. This information is
available for the studies published in the RBI bulletin
of 1990 and onwards (ie.for samples after 1984). For

the earlier studies, the exact number of companies common

between successive samples is not known.
b) Successive samples are selected so as to ensure

maximum possible coverage in terms of the paid-up capital

at the industry group level.
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c) The coverage of the samples companies in terms of the
paid up capital of the population of all non financial
non governmental public limited companies has been in the

range of 60 to 70 %.

It can easily be shown that the above method is equivalent to
taking a weighted sum of the per unit GFA from each sample and then

blowing up for a constant sample size.

Expression (1) arrived at earlier ie.
GFA (PF) = GFAl + GFA2 . [1]
nl + n2

"can be rewritten as:

GFA(PF) = [w; (GFA PF 1) + w,(GFA PF 2)] [2]
where wl = nl/(nl + n2) & w2 = n2/(nl +n2)

When the expression [2] is opened out both nl and n2 cancel out
leaving the expreséion for purposes of computation to be given by
[1] above. By combining the two samples, in effect we arrive at an
interpolated estimate of per unit GFA. In this context it is

important to know the importance of overlapping samples.

Let us assume that sample 1 for the year 1988 has two grcups of
companies X and Y. The second sample contains Y and 2 companies.

Therefore, Y number of companies are common between the two
samples. However, being aggregate data we cannot identify those Y
companies. X is the number of companies that sample 1 covers, but
are not included in sample 2. Similarly Z 1is the number of
companies that sample 2 has but are excluded from sample 1. When we

add the two samples in effect we are using this additional
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information which would have been lost had, we relied on only one

of the two samples for a given year.

More importantly, the common companies get twice the weight since
they are counted twice. This may lead us to believe that the per
firm averages and the aggregates arrived at on this basis would be
highly biased. This view is éorrect. The averages as also the
aggregates arrived on this basis would be biased in favor of the
companies that are common to two samples. This is precisely what we
want. It is in utilizing this feature of the RBI data by which as
many common companies as possible are retained, that the strength
of this method li;s. The method of averages that we intend adopting
is some what akin to the 'per firm' method, except that it utilizes
additional information that is available from two samples for the

same year.

There are however two caveats. First, the sample size to which the
averages are blown up should be neither the smallest nor the
largest one. Second the choice of the bench mark year should be
confined to a year which is in the middle of the periocd chosen for
the study. The reason is that this method implicitly assumes the
continued existence of firms through the entire periocd of the
study. By choosing an intermediate year this condition is fulfilled

as best as possible.
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Other important limitations of RBI data which are well known are

briefly discussed as under.!

" a) RBI data is based on Annual reports of companies and the
emﬁhasis is mainly on financial variables defined more in terms of
aCcouhtinQ principles rather than their economic meaning. This is
a well-known 1limitation and some aspects of this have been

discussed in chapter III.

b) Inter corporate transactions are not adjusted while arriving at
the combined financial statements. When 1t comes to‘ data on
financial flows (particularly financial investment), it important
to be aware of this fact. Additional insight can no doubt be
obtained by doing a flﬁw of funds analysis. However as discussed in
chapter III (section IV), this limitation by itself does not take

away the merits of doing an aggregate level study.

d) RBI Data is not based on a random sample, as such it is based on
a purposive sample wherein the effort is give adequate
representation for companies belonging ;o~different industry groups
and size classes. However this problem is some what compensated by

virtue of the large sample size.

1For a detailed discussions on the limitations of RBI data on
finances of joint stock companies see Mishra B.M (1989) Financing
of Private Corporate Sector in India, Centre for Development
Studies, Trivandrum, pp 146-147.
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