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The importance oFf an efficient financial sysétem Iin  the
developement process 21 an economy Is well recogrised. The hasic
charactefistics, objectfves to be achieved and wmodus operandi  of
financial systems vary largely depending on the broad economic
setting In which _iEA vperates. The Indian financial system
essentially tunctions In an urnique ecornomic system, often referred
to as a “” mixed econowmy”. Here It Is  Iargely Jominated by
the Goverament who censiders (i to be an effective twol Tor planngd
econonic Jdevelopement of the country. This characteriztzc - ef
the the ¥inmancial system inspIired a host of researchers to conduce
extensive studies In this area. A Tew of them are both interesting
and thought provoking and can hardly escape the attention of
serious researchers.

An important development, i.e., change Iin the power

structure of private corporate sector In Tfavour of. Government

controlled financial institutions drew considerable attention of
all the keen . observers of the capital market éhd Inspired a number
of researchers to review the present role of Institutions Iin the
private corporate sector. Unfortunaiely, by and large these studies
are not very deep = rooted, Iack vigour and objectivity.

The present study adoepts a ditferent approqch to rescelve
the debate on role of ipnztitutions In the private corporate sector.
The ztudy maintaiﬁ5 the ztand that the rize fn Inztitutional equrity

holding irn the private corporate sector per se has little relevance
unless it has any developmental Impf:ications. This study -thus

attempts to shew efficispcy consequences of Increased Invesitment of

public financiasl instituirens im the risk capital of corperations.

(i



system . Next, the chapter ex

Based on the Tindings of the empirical analysis, the rols o7
Institutions Irn the private corporate sector has been defined

accordingly.
The briet putline of the study is as Tollows;-—

(i) Chapter One , to start with, deals with the task of efricient

14y

-Tinancial systems and the present condition of the Indian finarncial

/ mines In details how Through the
course of the vyears, ¥firancial Iinstitutions have acquired largs
. |

volumes of shares Iin the private corporate sector. This chaﬁtér
ends with the question as to whether the finstitutions cah
participate Iin corporate manzgemant directly by wvirtue o¥ the:ir
large shareholdfngs.

(11) Chapter two deals generally with the methodology of the =study
which encompassses description of the zample, the variables,and the
time period of the study. Zeveral hypotheses that are neceszary Tor
the study are drawn here; these hypotheses are based on @anageﬁial
theories of the firm.

(ifi? Chapter three u: bopth parametric  and non—paranetric

W
m
by

ststistical tests to cenduct the study on an univariate basis,

(iv) Chapters four and Tive ars based on mullivariate technig

bt

N
[
T
l-'
n

The Tormer uses wmultiple regression analysrisz and the latiter uszes

multiple discriminant znzalysiz to test the effect of Iinstituiions!

holding on corpoerate financial behaviour’

)
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(v} Finally, <chapter the =smpirical findirn

>y
i
<t

iy
]
]
(a8
m

conclude the study and state the policy implications. This oA

also Iirncludes a discourse on the role  of rnominee directors  and

A

sugesstions as horn fo improve the efficiency In private sector
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2cCh chap%&w is Turther divided Into several sections 1o
discuss Iissues Iin their proper perspectives.

It fs worthwhile to state here, that, though the gC@pe
of the study was consrdered to be gquite wide yet It was Telt (hat
paucity o7f means might hinder the ends. During the cCourse or t e
study problems tile Jearth ot computational and others
infraztructural facilities and absence of a data bank, ne e
frequently encountered. up. However, in spite of these limitation:
attempts have been made to obtain reliable and valid results “Trom

the arnalyses Iin all the case

.In order to faci!itate‘ readabifitf,
and in order to aveid Intfermastion overloading, ‘details of the
analyses, ftor examplie, fist of discrimirnant score etc have notl been
appended with the frzatise.

Finally, a work lite thisz in a breoad area apd also
involving a multidisciplinary approach Is bound to suffer frowm a
farge number o¥ lapszes. No ors  Iis  more canéciwus ot them tharn
myself. The reader will, I trust, treat. them with a Eertain
Indulgence and bear with the shori-comings. I shall consider my;EET
amply honoured It this treatisze stimulates deliberations and Iszad
to more proliféc research In this area.

EBth June 1991 SAMIRENDRA NATH DHAR

DEPARTMENT OF COMMERCE

NORTH BENJGAL UNIVERSITY.

(nr)
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FINANCIAL INSTITUTIONS
AND

PRIVATE CORPORATE SECTOR IN INDIA

1.1 Introduction

Over the past several years, a plethora of empiriéal
studies have documented that savings, investment and growﬁh af an

economy are highly correlated. In fact, savings determine the rate

4;at which productive capacity, and hence, income can grow. On an

average, the more rapidly growing developing countries have had

higher savings and investment rates than the slower growing

"‘countries, (See appendix-table 11 However, empirical studies also
revealed that the vital factor influencing income levels, there

. by savings and investment is, how productively savings have been

used, even more than how much was saved. This is reflected in the

fact that during the last 25 years average gowth rate of develonping

countries have been more correlated with the productivity of

investment than with the rate of invastment.l The extent of

“@fficient use of investible resources makes the biggest difference

2 . ] . .
between rich and .poor nations. The financial systems contributinn

to growth lies precisely in it's ability to increase effeciency.

ot

While attempting to develop a comprehensive definition
of financial system, authors have duly emphasised {ts role as a
keeper of efficiency. Such 3s, "the capital markef of a modern
economy-has two basic pconomic functions{ first, the allocation of 3

periods current savings among wusers and uses or the supply of

financing for the perionds’® investment; second, the transtfer of
2 I



ekisting assets, tangible and intangible, among individual groups,
‘,units, sectors and countries®. [Goldsmith, 1965]. Thus apart from
financing projects , the market haé a role as transfer house that
permits portfolio adjustﬁent,from.inefficient units to efficient
'uniﬁs. Robinson and Wrightsman's also maintaimdthe same tune, "the
“two fﬁnctions of\financial markets are to provide a link between
_;savings and investment for the. creation of new wealth and permi£

. portfolio adjustment in the composition of existing wealth. "
R .
ﬁﬁRobinson & Wrightsman, 1974].1In an unequivocal term, here also the
 ?éﬁth0rs emphasised the importance of allocative function of the -
}T%;nancial system. Capital -markets continually transfer resources
fffrom inefficientvor unprafitable units toAunits which are efficient
i;} profitable, By this process, financial system assures best
’wbossible use of capital resources of the community and keeps a
iéénstant pressure on the usérs of funds to increase efficiency.
Such a wgll planned financial system can serve as a tool in
implementing developmental strategies and their synergestic effects

. are a sin gua non for a welfare state.

1.2 Development of Finuncial System :
E; Trend of Financing of Indian Industries

—————— & Brief Review.

The close nexus between a well-developed financial system
and economic growth was realised in [ndia only after independence.
It was felt, that a jinancial system overwhelmingly dominated hy
the Government could only ensufe planned economic growth of our
country and then the Reserve Bank of I[ndia was nationalised in

1948. The post 1950 perind witnessed a series of transfers of

]

i privately owned financial intermediaries to public control. In the

(]




year 1956, State Bank of India was formed by takiné over Imperial
Bank of India and the Life Insurance Corporation came intoc heing
formed by nationalising 245 private insurance Companies. Unit Trust
of India came into existence in the yeér 1964 wunder the UTI Act
1863 and history witnessed ansther landmark event in 1868 when
fourteen commercial banks were nationalised. Gradually fourteen
more banks were nationalised increasing the number to twenty-eight.
In 1972, the General Insurance Corporation of India was formed as a
result of nationalisation of four geﬁeral insurance'companies énd
iheir amalgamation into a single organisation.

During this pericd, there was a simultaneous gpowth of a
.plethora of development banks as the backbone of the Indian
financial system. The objective of incorporating these develaopment
banks was not only to ﬁ%vide long term finance to industries hut
also to act as active agents for promoting socio-econamic
development., The establishment of a chain of development hanks
started with the setting up of the IFCl] in 1948. Later in 1951 ,
the Government of India enacted the State Financial Corparation
Act, which came into effect in 1952, As a result of this, a battery
of State Financial Corporations were established in different
states. Again-with the primary objective of assisting industrial
investment in the private sector, the Industrial Credit and
Investment Corporation of India was se£ up in the year 1855. In
1964, the Industrial Development Bank of India was set up to
function as the apex body for co-ordinating the activites of the
financial institutiones, for providing finance to industries and for
promoting developmental activities in Dbackward areas and for

looking after sick industries.: Special attention was given to




rehabilitation of sick industries °~ when the Industrial

Reconstruction Bank of I[India (formerly 1RCI) was established in

1971.

Thus in our country, the whole financial sys%em is mainly
dominated by the Govexnmment. Houever,-apart from these Governmegt
controlled financial institutions, stock exchanges have been

re-inforcing the financial system since the last century. After the
setting up of the first stock sxchange in 18873. 15 stock exchanges
hase been gradually instituted to date, to meet the growing needs
6f users. In addition to this, internal resources which include
retained profits and depreciation funds were also used to finance
‘ Ihdian industries
With these preliminary discussions on the Indian
7f financia1 sysfem, we shall study in the next section the trend of
.jifinancing of Indian ‘industries. This would show +the relative
i:importance of different sources financing and the role they can
bkplay to achive the cobhjectives of the financial system.-
~1.20a). Trend of financin
The private corporate sector derives 1its funds from
intepnal sources such as depreciation funds and retained profits
'—and, also from external sources vide the issue of shares and
debentures, deposits from public and assistance from financial
institutions and commercial banks. The trend of corporate financing

which has been envisaged by the Rangarajan committee4 reveals very

interesting information.
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The diagram clearly reveals that ©private corporate
sector's relieance on the financial system is only about half of

their total investment requirements. Internal sources viz,

‘depreciation funds and unappcortioned profits supply the other vital

half.[See appendix table 1] 1] Among the external sources the
financial institutions together with the commercial banks shaoulder
80% of the responsibility leaving the stock market to play a very
insignificant role.

A critical analysis of the above trend of financing may
unfold several serious issues which have significant relationship
with the present discussion.

"Though generation of half of the funds internally seams
quiﬁe large, however it is not something to be happy or complacent
about. Depreciation funds which account for about 64 per cent of
internal sourées are constantly used for replacement of worn out
equipment and cannot be wused for dilation and growth of the
business. [t is only d6% of the internal sources i.e., retainsed
profits which help the companies in this respect.

A study of the financing pattern of corporate sector

reveals that the gross fixed as

n

ets are mainly financed from
internal sources and external sources consequently are being used
for financing current assets only.(See appendix Table 111 1. It
would be erronecus to match individua! sources wilh uses of funds an
the basis of aggregabe data only. However, if only the retained
profit is considered which is in all practical sense the actual
funds that are availahle fo the expancion of the business then the
average ratio between undistributed protits and fixed ausetq

expansion averages to above 30% . The importance of internal



¢ Hnancir‘wg Al oan imr-rvr!:nn! ctrpean of frumd ecan aleo be obimer v BT

P industrially developod counteteas. Gaordon Donaldson's study buasod on

u.s. inddstries shows that firmns largely rcely on seif—finance ani
ralse a small portion of their investible funds from the
market.[{Donaldson G, 19G117. Simon Kusnets, in another  Study,
covering a period aof more than fiftyA years indicated that in

American industries, the amount of gross internal savings exceeded
that of external sources‘of funds. [KuzZznets. S. 19611].
Among the external scurces the nominal role of the stack
market also clearly emerges from the above study. The seventies
’{ witnessed a scene where only about 4 to S5 per cent of the fixed
assets formation .was financed by new issues.[See appendix Table
1111. This was due  to several causes like uncertainties of new
issues, high transaction coste, random speculation ana lack of good
infrastructure. However, the positionA improved considerably -from
~the early part of the eightees when new issues were able to provide
about 13% of the financial rescources of the corporate sector. This
.sudden improvement was due to various promotional and otherb
measures taken by the government during the period.5
,X( Under such conditions the government controlied financial
institutions had to supplement the capital market for providing
industrial finance. The magnitude of assistance sanctioned by *the

financial institutions vary from year to year depending on capital

ot

market conditions. I would be worthwhile to mention here thatft 1in

the 505 an early 605 the bulk of resources, apart from internal

savings came from the capital market which remained guite active.
@

Since the middle of sixties the capital‘market was rather subdued

%(f and the corporate sector had to place, heavy reliance on the funds



of financial instituticons. Fast trends reveal that 35 to 40 gper
éént6 of new investments including inventories in the private
sector had been financed by different govenment caontrolled
financial institutions.
Tremendous supporf rend;red to the corporate sector by all
Indian financial institu{ions can be. exonerated from the fact that
there had been an average annual grow£h rate of sanctions of éver
twenty per cent. From a meagre Rs. 118 crores in 1964‘ the
cumulative assistance.sanctioned upto March 1987 has capered to a
collossal of Rs. 40544.8 crores thus registering a growth of 342860
per cent in only 23 years.{See appendix - tablé IV 1 0Out of this
total the major portion wa;ychannelised to the private corporate
sector. Recent trends show that about 75% of the funds were
allotted for this sector against an allocation of only 15% to the
public sector, 7% to the joint sector and the rest to the
co-operative sector.[{See Appendix Table V 1]
Thus, from the above discussions the following important
points come to the limelight.
(i) Importance of internal sources of financing for the
growth of the private corporate sector.
(ii) In general, insignificant role of he stock market.

(iii) Tremendous importance of government controlled financial]
institﬁtiong as suppliers of funds for the growth of the
private corporate sector.

Very oftén, while evaluating the effectiveness of any
financial system, its capacity to supply funds 1i1s overemphasised
while undermining iis role as a watch dog of efficiency. Thus oneof

the basic ingredients of an efficient financial system gets out of
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our sight. This is clear from the tendency to gauge the level of

activity and the role of financial institutions in the development

process of our economy, only on the basis of magnitude of funds

supplied to the industries. Thislapproach ignores the role of the
fina"gial system as the "gaurdian of efficiency"' (Baumol 1865 1 and
it's developmental implications. In absence of an active stock
market, financial institutions &as major suppliers of funds has a
definite role to play in this respect.’

Efficient market allocation, or direct participation in
manugemont AT Ul Lwu alltoernatives available to financind
institutions to ensure efficient utilisation of resources,
Efficient market allocation of resources can be made by financial
institutions through channelising funds to the efficient units anly
and denying inefficienf units of financiél resources. However,  ¥hisz
regaiwres this requires a constant refshuffling of resources from
inefficientifo efficient units. If for any reason thigs practice
cannot be applied, then productive use of funds can be ensured by
the financial institutions through direct participation in the
management of the corporations. Considering the multiple,. some
times conflicting objectives7 that the government tries to pursue

through finiancial institutions and also the existing condition of

the stock market , it seems that the second approach, i.e. the
intervention in the management is the easiest means to ensure
efficiency. This would necessitate a c¢ritical analysis of the

volume of equity Holding of the private corporate sector by
financial institutions.
This factor 1is imbortant, because it is by virtue of

this egquity holding that financial institutions can become members



of boards and control and guide the corporations to ensure sound

economic development.

1.3 Equity Holding of Financtal Institutions
arud

The discussicn in the previous section provides only an
aggregate picture of tbe assistance granted to the corporate sector
by the finanéial institutions. The major components of this
assistance however are (i) rupee léans (ii) foreign currency loans
and (iii) underwriting and direct subscription of corporate
securities. Among the above three compﬁnents the major portion'of
assistance is in the form of rupee loans, accounting for more than
sovonty-five per cmnt.f%@w Appendlx  Table VI Underwriting and
dirent gubgeriptlon occupidd a laryge sharwe In Lhe ylnLlu:; Thonely
the amount has decreased to about fifteen per cent of the total
assistance in the eiéhtees, 'get it serves as a vital mode of
assistance to the corporate sector. The underwriting operations of
the financial institutions are consistent with their theoretical
concept of developmental agencies. They have. several times been
affected by the depressions and booms "in the capital market, but
have always kept up their efforts to support new issues at times
when other underwriters have disappointed the market. Other than
this gquantitative dimension in. terms. of rupees channelised for
underwriting, +this has another important qualitative dimension
also. As M.,Y. Khan puts it, "their participation lends prestige to
the issues .and conveys to the investor an implﬁoit guarantes

regarding the soundn

vl

55 of an issue.,"[Khan ,18831.



ol

What has been the impact of. such underwriting
activities éf the financial institutions? Recent studies show £hat
all other categories Qf underwriters and direct subscribers éave
been outstripped hy the financial institutions and that they have

been <contrieved into a near elephantine structure.ﬁ[A]so

n
]
{

Appendix Table VII 1.

The cumulative effect of underwritng and subscription of
equity share and convertible debentures, conversion of term loans
to equity, frequent issue of right and bonus shares by companies
have eventuated for a very interesting pattern. of equity
shareholding by the financial institutions. A steady rate of
increase has 5een observed for the equity holdings‘of financial

institutions acdompanied by a decline in the holdings of the

individual. The following analysis will highlight the changes.

10



: Companies 38,46 31,69 32.85 23.89 32

Table 1.3(a)

Category of 1959 " 1965 1978 1982 1986
QWNETS || .
Individuals 51.82 46.78 36.96 43.79 41,93
Financial

Institutions 6.64 18.82 27.37 23.39 23.9¢%
Govt.& Semi Govt

Bodies 0.00 1.30 1.39 0.44

o
SN
N

Joint Stock

.26
Trusts & Chari-

table Inst. 1.15 1.29 1.26 0.64 0.33
Others __________ 0.93 _______ 0.12______ 0.17_ ____.1.85_____ 1,31
Total _ __________100________100________100_______100_______100_
Notes -~ L Funancial institutions include
IDBILICICI,IFCI,UTI,LICI,GICI, IRBI,Public Sector commercial banks

and other banks and also State Level Financial Institutions.

i) . For detailed break up of holding by financial institutions ses
_Appendix Table VII.
. SOURCE :- Compiled from (L0 RBI Bulletin, February 1983, P. o1 and
(L) IDBI Report on ‘Ovnership Patten of Shares arnd -
Debentures of Companies’ 1969,P. 7.
[t is clear that fthe eqguity shareholding of corporste
bodies by the financial institulions during the late fifties was

very nominal and the individuals and joint stock companies were the
primary shareholders. But, within a period of only 35ix years, a
noticable cﬁange was obseved. The percentage of eguity shareholding
by financial institutions increased three folds to 19% of: fhe

total. Simul taneously, the shares of individuals decreased by ‘more

11
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than 5%. The process ot transfer ot shares from the pockets ot the
individuals to the bags of the financial institutions became =a
regular feature thereafter. The rate of decrease of share ownership
was of caurse much slower for individuals as compared to the high

4
rate of growth of shareownership of the financial institution-;..J

There was a sudden break in the pattern of change in 1986 when
there was a marginal fall in the shareownership of the
institutions. [t seems that continuing improvement in the

activities of the stock markets since the begining of the eightees
lured the investors and relieved institutions to some extent from
equity financing of industries,

During this period 1intercorporate holdings or equity
holdings by joint stock companies were observed to be above 30%
throughout the period except for 1982 when it was only abont 24%.

A very recent survey conducted by the Economic Times of
India also found that financial institutions have come to acquire
large volume of equity shares of corporations. The study was based
on 250 corporate giants and found the following pattern of

shareholding.

Categories of QOwners Eguity Capital%

1. Resident promoters 21

2. Foreign Collaborators 17

3. Non-resident Indians . 3

4, Financial Institutions 23

5. Public e
R UL S

(SOURCE :- THE ECONOMIC TIMES, 16TH OCTOBER, 1989, P. VI.)



The table clearly shows that among the five categories of

owners, excepting "pubfic“. who are mainly scattered anid
disorgéninsed, financial institutions appeared as Lﬁe brigpest
organised shareholding group. Further, studies conducted by
Industrial Developement Bank of India and Economic Times show
almost indenticél percentage of equity holding by financial

institutions. The study also shows that the top 50 companies with
highet market capitalisation had an equity participation of 25% by
financial institutions againét 16.6% by residential promoters . The
study group further reveals that the financial institutions have
emerged as the single largest group of shareholders in as many as
Si Companies out of the 250 corporate giants.lo

After such aggregative analysis, it becomes necessary to
undértake 2 cross sectional analysis to ascertain industrywise
equity holding and thereby capacity to control firms by
institutions. The amount of equity ownership in most industries do
not deviate significantly from the average. However large
shareholdings by financial institutions are observed in_electricity
generation (56.68%), paper and paper products (40.52) and metal
products (27.4%). Abnormally low shareholdings are noticed in Jute
textiles (3.74), other textiles (13.07 and hotels and restaurants
{(2.37). The major portion ©of shares of hotels aﬁd textiles (more
than BO%) are owned by the joint stock companies. 1t seems that the
financial institutions emphasise more on capital intensive
industries. However, in general, the institutions appear as major
shareholders ih nearly most of the industries. [See Appendix Table

IX 1



Another faot which may be of some 'interest to the
readers is that the financial institutions, as compared to
individual shareholders, hold more equity in new companies than in
existing companies. This is clearly shown in the fo)lqwing.table.
Thigs phenomenon may be due to the fact that individual sharehqldéfs
are generally risk aversers in nature and do' nqt venture %or
investments about which they are more Sr less idignorant. In 8uch:

situations, it falls upon the financial institutions to back uﬁHHEQQ_

issues. These ‘'gap-filling activities' of the institutions is
a possible cause of rise of their equity holding.

Table 1.3(c)

Pattern of Shareholdin g of Individuals and Finandia}
Institutions in - N ew and Existing Companies

e e o e = e st o  mm e e e e s e e S = e em = e o e w m . o —— - —— — -

(Percentages)

_Year_ 1985 Year 1978 Year_198
Existing New Existing New Existing
Individuals 47 .25 26.34 - 37.60 32.886 34.12
F. 1. ] 17.87 24,88 24 .82 42,60 22.31

Note - The reversal of trend in 1086 is due to the boom

stock market in the eighteas
SOURCE :~ Compiled from (1) RBI Bulletin Feb. 1983, op. cit.

(L) IDBI Report 1989, op. cit.

Normally, a large volume of equity shares in the handé{bf
a group or individual bestows oo them potential to controljthe'
company.A}ternatively, if 'a‘ company has a large equity basé
accompénied by a wide{y diffused group of shareholders ;the‘
possibilities ‘of control! over the company by any such group beééhés
attenuated. However it is difficult to establish a relationéhip

between control and volume of equity holding and alseo to mention

14 v



any specific cut- of rate in this regard. In general larger th

i)

voloume of holding,more is the possibility of getting control cover
the company. Thus in order to understand the relative importancé o f
each category of investor in the corporate power structure, it
would be necessary to have a discussion on the distribution pattern
of equity holdings of financial institutions and individﬁalé.
IDBI's study based on 575 sample companies in 1986, cshaw
that individuals held upto 25% shares in 25.74% [See Appendix Table
¥ 1 of the companies but financial institutions held such shares in

63.65% of the companies. In another 151 companies (26.25%) the

financial institutions held 25% to 50% of the equity shares. Share

ownership above 50% by financial institutions were observed only in

58 (10.1%) companies,. In contrast to this more than 509

P

shareholding by individuals were noticed in 215(37.39%) of the
companies.

Though large volume of cshares in majority of the
companies were mostly under the contral of individué]s. the average

concentration and size of holding were observed to be quite !ow.

-

The analysies shows though mare than 8 per cent of the total
accounts were hefd by individuals it provided only 35 per cgnt of
the aggregate capital and the of the sampfe firms ‘average size aof
holdings was only Rs. 1,300. But financial institutions holding a
very nominal number of accounts (0,0007%) provided as much as 23
per cent of the total capital, with an average size of more than
Rs. 10 lakhs. It appenss &mwm‘@%g abawe ddssuseden becomes evident
from this?ag ihat the financial institutions héving concentrated

<

volumes of equity shares possess potential controlling power.

. a——_a—
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1.4 Pottern of Finarncin

)

Change in Corperate Fower Structure

Role of Financial [nstitutions in the Private Corporat

e Seclor

whole disscussion made so far into a proper perspective. The impact

of present trend of financing, change in the power structur

Y]
‘5
-+

corpbrations have to  he studied in the framework of ie!
developmental implications. Precisely, an attempt is wmade to study
how this change may affect the efficient allocation of

financial resources.

The trend of financing of Indian industries <clearly

m

unveils the insignificant role of the stock market as supplisr of

funde. It can be said thzt the most important function of ths stock

fi

market 1s to allocate the resources of the community to their most.

profitale uses. Apart from this task of efficient allocation of new

investment resources. anaother vital task which the securities
market wmay normally be expected to perform is to ensure the

profitable use of exising rescources. These allocative functions of

the stock macket are exe

a

uted through pricing of corporate
securities. By fixing higher prices to the securities of the
corporation with higher prosPective return on investment, and law=zr
price to those corporate securities with lower expected rTeturn an
investments, the market can assure that the more efficacious
companies have inexpencsive admittance to investiblg funds.

However, efficient allocation aof 1investible resources
through stock market requires that " eguilibrium prices rule and
relative share prices accuratly reflect the relative garnin

pDrospects. of various firms". ({ Baumcl. 1965 1. Activities of



financial institutions viz. LICI, GIC] and UT! have some disturbing
effects on the efficient functioning' of. the stock markest. The
concentration of investible resources in their hands disallow the
free interplay of different factérs in determination of security
prices. The collousus volume of funds comménded by them often have
a disturbing effect on the market by altering the ordinary patiteyn

of purchase and sales. This means that a sudden large purchase

a
*

equities of a corporation by financial institutions may resulit in
an abnormal soaring of market value of those securities. Apart from
this, there are ﬁumerous reasons that forces us to belive that the
actual share market price is far from equilibrium . [t obviously

) 3an

2

does not permit the stock market, in practice, to act

.

efficient allocator of resources as has been envisaged by
theoreticians.

Further, allocative functions of the stock market has
been diluted to a great extent by the eve%‘expanding volumes of
funds suppl ied to the corporate sector by the financial
institutions, However, there is the scope of rewriting the
statement in the way, that in general an 1inactive stock market
forces financial institutions to act as a saviaour of the carparate
sector; When the dependence of the corporations on the stock
market is minimum, it looses it's significance as an "efficisnt

allocator of resources"™ and "gaurdian of efficiency” [Baumol, 12651.

2

Again, inactive  stack markets encourage firms to rely
more on internal szavings for growth and development. This iz a
laudable trend in developing countries, But . in industrially

developed countries where stock market is sufficiently active,

there is also a deliberate attempt to generate bulk of funds

17



-

r~

internally. Probably, the reason for this type of behaviour is

probably, it allows firms to avoid stock market discipline. Thus,

management enjoys wider discretion over the use of funds and take

decisions with little regard to the ‘stock market reaction“.llHDweve

S

in India, the fact is, either by articulation nr under compulsiv

T

forces by relying more on internal sources, tirms have been abl

1}

to bypass capital market discipiine to a large extent. Under. such
situation misutilisation of resources seems o be a possible

outcome.

In the context . of the above discussiong, the
question that immediately comes to the surface is whether the

present role pursﬁed by public financial institutions, a major

m

constituent of the Indian capital markét is conducive to promote
corporate efficiency 7 If not, then how to redefine the role to
make'it more purposive.

Some argue that institutions 'must give up their
present indifferent' attitude to inculcate efficiency in the
corporate sector. 1t is widely known that where management is free
from all constraints, be it from the shareholders, stock market
etc., inefficiency ie the natural outcome. Pub;ic financial
institutions, a dominant partner of Indian capital market, gnder
these situations canncot shrug off their responsibility as " watch
dog of efficiency. 1f they do so they will be failing to dd justice
to their roles as investors and developement agency. Norma%ly»these

two roles converge intc a single point that aim at efficient use of

18



scarce resources
| The acgument roles in this manner; the investible.
funds of the Financia]y inst%futions do actually belong to the
public. As trus#eesiof public money institutions have an obligation
to ensure adeQuaie'returns on their funds. Once this obligation is
bestowéd on fns£itutfdné it becomes imperative for them tao bring
about efficiency iﬁ firms where their funds have already been
invested . Change inlfhe power structure of corporations in favour
of VGQvernment control led »fiﬁancia] institutions provides an
excellent opportunity tao Iinculcate élement of efficienc? in the
corporations so as to'protect the interests of the investors as
welf as the total economy. In fact various committeees inciuding
the much debated Dutta Committee 12 insisted that public financial
institutions should progressively participate in management and
control of assisted enterprises so as to ensure public interest.The
views got further momentum'inl recently when the Prime Minister
almost echoed the same feelings stafing that we have a vast range
of;fiﬁancial institutions through which indirect control${ can in
principle be exercised for the management of the industrial sector
in a purposive manner. |
Further, the present state of relationship between
owner and manager of Indian corporations further reinforces the
need for viéilant attitude of institutions towards <cocrporate
management. One of .the peculiarities of the Indian companies is. in
contrast t§ the high proportion of-shareholding of tﬁe'financial
institutions, the shareholding of the groups or families actually
admiﬁistering the cdmpanies is very negligible,. [Gup%a 198417,

Indifferent attitude of institutions along with theﬁr almost

19



uncondlitional tacit support to the promoters, permits management
with little shareholding to enjoy actual control over the firm.
Present boards can never be characterised as " owner manager" ., at
best they can bé described as "htroller manager". [Marris, 196417].
If there is a separation of ownership from management, the presence
aof different vices associated with it cannot be ruled out.

This of course has a close resemblance with the seenerio
in industrially developed countries where about two pe} vcént
equities belong to the board.[Marris, 18641. However: -since
financial institutions in those countries belong to the’ private
sector and shares are widely dispersed among various 1insurance
companies, investment trusts, housing societies and banks,
concerted voting efforts are usually absent. Thus management with
nominal equity holding remain free from shareholders influence and
execure effective contral over corporations. But, financial
institutions through continous reshuffling of their portfolios and
channelising théir funds to more lucrative projects, play an .
indirect Trole to discipline managément. Through this process
institutions discharge their allocative functions and +dindirectly
pressurise management to improve efficiency. In contrast to the
developed countries, in India, owners are unwilling (not incapable)
to exert any influence on management and incapable §f imposing any
direct control on them.Thus there is greater posssipility of

careless use of resources by Indian management.

Howvever, counter arguements supporting managerial
autonomy is not devoid of any logic. It is always stressed that,
financial .institutions as development agencies of the government

have the responsibility to monitor the affairs of the ‘economic

20



system in consonance with the strategic policies of the state. This
implies, that in India, financial! institutions should not interfere
in the co-exixtence and harmonised functioning of the pubﬂic and
private sectors. This direct participation of tinancial
institutions in private sector may go against the very essence of
mixed economy. It is strongly Suppdrted that any undue interference
of the government in the management of corporate sector contrdicts
the philosophy of a mixed economy. Memorandum submitted by
F.1.C.C. 1. éo Narasimham Committee emphasises on "independencs of
management", "competitive efficiency" and "protection against any
move to " destabilise existing management". Practically, while
dealing with the 1issue of the role of nominee directors. the
memorandum concludes that already there 1is enough monitoring on
corporations by government agencies, and financial institutions
should not duplicate their functions. The arguement goes further
to say that the existing controls and regulations should be
reviewed and £he normal laws of Economics should be allowed to
operate.

Further, utter failure of different controls and their
counter-productive results are frequently cited to prove
ineffectiveness éf Government interference in the corporaie sector.
Thus, it 1is argued that, involvement of the Government in the
management of corporations, instead of improving will be
instrumental for accelerated deterioration of the efficiency of the
firm.

Howéver, the debate on role of institutions 1in the
corporate sector is always on the anvil and there is an Incezzant

point-counterpoint rally. The root of this debate is imbedded in
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the basic philosophy of mi#xed economy. Arguments and counter
arguments are largely overshadowed by ideological bias, eitﬁer
upholding. the need for Governmeni control! or emphasising on the
potentials of the market mechanisms for efficient use of resources.
In vieJ:these.conflicting assertions, it is felt that thiz debhate
is to be resoclved on the basis of some objective criteria énd
therefore the present study is in this direction.

Various canstituents of a financial system in their own
way atttempt to satisfy the objectives of raising and alloééting
funds. Through their co-ordinated efforts does ultimately an
efficient financial system emerge, Continous reshufflfng of
portfolio and therby channelising of funds to their most profitable
use , are'the practices very often followed by the institutions of
developed countries to discipline management. Thanks tao various
constraints within which Indian institutions have to function,
these functions have little relevance in India ! But institutions’
unquestionable importance in the corporate power ‘structure bestows
on £ them the right to control and thereby discipline existing
management. But the debate remains open whether there 1is any
justification for public financial institutions to exercise this
right ? [If yes, then to what extent should exert themselves ¥ The
answers to the above questions dépend on how efficiently
"controller managers" use the funds of the real owners and this
will ultimately decide the behaviour of the owners towards the
"controller managers" of the corporations.

Thus we shall specifically seek answers to the
following queries:-

(a) Can financial! institutional equity holding ?ffect the

o
B



 fi;an¢ial behaviour of private sector corporations 7 If so, then to
véﬁat'exteﬁt‘?

(b} Can tinancial behaviour of .corporations where
1nstitutioné ﬁold large equities be discriminaied from +that of
”x;those'whe:e individual or group owneréhip is large ?

‘ VIBéfore providing answers to these questions, it would be
rational to examine what ecénomic goals “owner managers" and

“confroller managers" distinctly try to pursue,
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NOTES CCHAFPTER ONED

1> The correlation co-efficient between the average rate of growth
rate of GDP between 1865 and 1987 for_developing countries and
g eQmparable'data for the ratio of Gross‘DomeEEic Investment -to GDP
-1is 0.36. The correlation Co-efficient for the same countries over
-fhe_same period between GDP growth and I0OCR (the rate of GDF growth
to investment) is 0.84.

"Historically, the cquality of investment has been at
least as important to growth as gquantity. Although the fastest
growing countries had higher rates of investment than the
-othere (see appendix ) empirical studies generally find that less
:than half the growth in ouput is attributable te increases 1in
labour and capital. Higher productivity explains the rest. Higher
labour preductivity reflects better health,skills,education and
"~ work - effort; higﬁer capital productivity reflects technical
prdgress and more efficient use of savings®"™ ([World Development
-.Report 1989,PP 29-30 3
25 It isja fact that tﬁe_quantity of resources. have not always
determined wealth. In 1870, Australia, a coun£ry rich in natural
resources, had twice the per capitahincome of Switzerland ; to day
Switzerland;s per cepita income.exceeds Australie‘s by more than
half. Durfng the past thre decadee Hong Kong, Japan, the Republic
of Korea, and Singapore have.had among the world's highest per
capita income growth rates despite their relatively poor resource
endowments. Reeource rich Argentina has hardly growdB at all.

| fWworld Development Repert 1888 1
3> The first stock exchange i.e.'The Native Share and Stock Brokers
Association', was founded in:Bombay in the year 1887 to facilitate'

negotiation, purchase and sale of securities. Gradually other
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stock exchanges were instituted at Ahmedabad (1894). Calcutta

(1908),} aﬁﬂ Madras (1837). he next five decades witnessed a

{ 'mﬁ$hr§6m growth of these organisations and today there are 15 stock .

Llekghaﬁges'recognised under the Securities Contract (Regulation) Act
1957.

;1DvThis,study group was appointed by the Planning Commission under

s

;the-Chaifﬁanship ofJC.Rangarajanf Dephty Govérnor, RBl to examine
»%féetors“;ihfluencing"corporate investment .and suggest how the
;;priyate corporate sector cén fulfil the desired level of investment
'fés cqntemﬁlated in.the 6th plan. The report was submitted in iss82,
'fNermber.;(See Appendix Table 1.)

8) The prbmotional measures by the goverﬁment included (i)

:fationélisation and modification of personal' and corpofate tax

f

_iawé (ii) delicensing of twenty five induéfries (iii) raising
.&hterestffates of debentures of non MRTP and non FERA companies

from 13.5 to 15 percent (iv) raising the assets ceiling of MRTF

companies,from Rs.. 20 crores to Rs. 100 crores (v) setting up ofj
the Securities Exchange Board of India, etc.

,6)@Gpverﬁment controlled financial institutions supplied about 35 to
:4070f the new investments of the private corporate sector.

{ éouncn v:-‘Momoromdum.' to Narasimham Ccommittse, FIGCI, P. 5 ]

.?) Such objectives may be :- (i) Ensuring adequate returns on the?
LR R ' o :
funds supplied by the inskitutions, (ii) Amelioration of sick.

units, (iii) Discouraging concentration of economic power and!
wealth, (iv) Disciplining erring management, {(v) Providing cheapf

. . |
sources of capital etc. : {

8> Among the many financial institutions in India, a high

concentration of activity in the area of nndefwriting and direct,

1
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nfsubscription was noticed for Life.insurance Corporation: General
Insurance Corporation and Unit Trust of Inaia. Out of the total
vequity holding by all financial institutions, LICI,GIC], and UTI
ocppp?edlSS%'and 48% in £he years 1978 andv1986 respectivelyf Even
in11978, the shareholding of all public sector commercial banks and
':all,state level financial institutions were less than that of LICI].
lendothedly, these three érganisations have been the leaders in
facgeiefating the pace of equity acquisitions.

5’é5_The annual growth rate of equity share ownership of'corpo;ation
:‘by financial institutions were 11.14% for the period 1859

ﬂ‘to 1986. During the same period equity share ownership by
2 1ndividua1s declined at an annual average rate of 0.78%,.

:Tioj The ﬁattern of share ownership with an increasing bias towards
l.énstitutigﬁal investors is prevalent not only in lnaia but in other
n;;ntries.é&so. The ownership patterns of U.K., Japan, and U.S.A.
provide suitable examples.

Ownership patterns of shares-

___lnternational Comparison__ ¢ % of equity holding
Japan UK U.S.A
18507 71978~ 1960 1975 1980 1965 1970 1975
lndividuals 61.0 31.1 54,0 37.5 35.0 51.7 64.1 52.7
F.lnstitutions_12.5__ 36,5___28.4 _26.3__31.0____15.0__11.9 _14.7 _
SOURCES :- Compiled for RBI Bulletin ‘\igao

The shift of equity shares from the individuals to the
financial institutions is also a notable feature there. However
this shift is not very prominent in U.S.A. The difference from

~ the I[ndian scenario is that the financial institutions belong to
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the public sector whereas in the other countries'the financial
intermediaries mainly belong fto the private sector and have a
close nexus with industrial houses.

11> Accofding to Ajit Singh in U.S. there are a large number of

quoted . firms which rely almost on self-finance and . for which

finance is of negligible importance . These firms are clearly able

to survive despite the c=tock market pricing process, although it
could be afgued that their growth woulq be limited relative‘tp £he
firm which do make use of e*ternal finance.

[ Ajit Singh;‘197l, p-4 1
18> Industrial Licensing Policy Enguiry Report, 1868, New Delhi,

Paras- 2, 17:7, 90 and 8:18.
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APPENDIX CCHAPTER ONED
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Gross national Gross investment Change M2/GDP
savings/GDP /GDP in inv/GDP
28.0 28.6 26.3 43.0
238.2 26.7 33.1 -
one Countries 18.5 22.6 23.6 31.2
gfbwfh—less than 3%l
y two Countries 19.0 19.0 10.1 23.8
for the table :- <& Data are veighted average times 100 and . are based
" sample of eighty developing countries. M2 is |, currency in circulation
&amand,' time, . and savings deposits at banks. Investment is gross
cinvestment. . by Because of lack of data, average is for 1O7?-87



Financing of Targeted Irivestment by Private Corporate Sector during
1982-83 to 1984-85

Rs. crores Percent of total
fffTafgefed inQéstment 16,085 93.43
ké) Sources of Financing
~* (a) Internal 8,639 50.18
(i) Deﬁreciation 5, 490 31.88
- (ii) Retained profits 3,149 18.29
" (b) External 8,577 | 49,82
Kf):Financial iﬁstitutions
“* (including SFCs) 4,205 24,42
ii)_Government 60 0.35
1{i11) Banks (short term) 2,662 | 15, 46
iV) Capital market 1,650 9.38
| 17,2186 106.00

SOURCE : Vinay D. Lall "Financing of Private Corporate Sector-An Asgsesment
of Expert Study droup’s Report”

" Economic and Political waekly ,August 6 , 1988.
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ﬁFfﬁancing of gross fixed assets of corporate sector by retained profits
«'%&m and new issues [ a detailed break up ](Rs. ' 000)
1. 2 3 4 :
ars.____ G:F.AE,____ G.I1.E.___(2/1)% ___R.P.____(3/1)%_ _ N.E. ___(4/1)% __
' 37808 39866 105. 44 12280 32.32 . 2492 £5.59
69084 65061 94,16 30021 43,44 2895 4,18
75366 46083 61.16 5067 6.72 2863 4,20
151200 104203 68.91 43200 28,57 ¢ 2912 1.93
A58 %t '173474 112322 64.74 36720 21:16 7833 4.51
M,QT 190462 114560 60. 14 32433 17.02 11566 6.07
83- 198154 117622 59.36 34304 17.31 23513  11.86
984-85 241434 166384 68.91 51741 21.93 10841 4,49
1%?5#86 271541 201588 74,23 72195 26.58 34362 12,65
1986-87 310493 ______178068_____ 57.35___51101____16.46___40053___12.89____
'”":.‘— G.F.AE denotes  Gross Fixed asset  Expenditure, G.I.E denotes  Gross
T, Internal savings, R. P. denotes Retained Profita, N. E. denotes New
© Iseues
i~ compiled from various issues of RBI  Bulletin Finance of  medium
and large public limited companies.
Table 1V
Sanction (Rs. crores) Annual rate_of growth_ _
118.1 11.57%
254.2 20.59%
648.3 31.25%
2525.8 8.78%
2746.8 17.65%
3231.7 27.35%
4115.6 37.22%
s¢47.6 . ====-
6613.1 17,.09% ‘
8157.2 23.33% |
________________________ 40544.8 I -
QBTE i~ Average annual rate of growth from 1964 to 87—--20. 22%
\1( SOURCE :- IDBI Repsrt on Develspment Banking in India to86-87
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Table V

Sector wise assistance sanctioned by _financial institutions (Rs. crores)
Year_ ______ Public_____._ !9292_-__99:9992§§i!9 ______ Private _____ Total ____
1984-85 8668.0 363.9 95.3 4203.5 5330.7
e %12.58) _ (6.42) ____(1.78)____________{78.85)____(100,00) ___
1985-86  1235.7 411.2 157.8 4604. 8 6409. 1
L 119.27)____(6.42) ___ (2.46)_ ___________{71.85)____(100,00)____
1986-87  1256.7 675. 1 152.0 5727.9 7811.7
eeeoo_._%18.08)____18.64) ____(1,95) ___________478.82)_ ____(100.00) __
;Cﬁmulative
" upto 5632, 1 3001. 3 1281.9 29487. 1 39402. 9
‘March_1987__(14.29) __(7.82) (3.25) (74.83) (100.00)

. NOTE :- Figurs in bracket indicate percentages.

"SOURCE :- 1DBI Rport on Dovelopment Banking 1986-87

Rupee loans Foreign currency Underwriting Total

loans direct subscription

77. 4 e ' _ 38.7 116.1
o \8B.B6)__________ =====___ (33.34)_____________(100)__
1970—71 227.00 - 53.40 30.78 311.18
i 872.94)__________(17.18)___________(9.80)_____________(100.00)
1951782 2384.98 153.63 416,48 2964.99
b_L_____BQ.TTY____________45.17) __________(14.08) ___________(100.00)
1884-85 4335.4 334.9 977.30 £647.6
L 176.78) __________(5.94)____________{17.30)____________ (100.0C
1985-86 5032.8 463.8 1116.5 5E613.1
e %78.10)____(7.02)____________(186.88)_ ___________(100.0¢C
1986-87 68143.1 828.8 1184.3 8157.2

(75.30) (10.5) (14.52) '

NOTE :~ [Fugures in brackets indicate percentagesl
SOURCE :- (U IDBI Operational report for various ywsars.

TN

(L) IDBI Report on Development Banking 1986-87.

(Lil) RBI Reports on currency and financs. i




:&étegory Equity shares Pfeference Debegturce ‘gggzg&ﬁég'
-ariagggd;az; . 41,93 15. 14 30.33 .54.11
,'anancial Inst. 23.8985 ' 72.83 : 62.66 36.18
"Govt.& semi Govt. 0.22 3.10 0.43 ' Q.00
}_qunt stock Comp. 32.26 6.19 3.07 8.08
.:Trusts & Charitable :
Institutions 0,33 0.30 2.13 0.15
6. Others_ ____________ 1.3y L 2.84_ _______1.18__________ .87 _____
;_____;________-____-}99;99________}QQ-_QQ_-,____199;99________199-_99 _____
SOURCE - Compiled from IDBI Report 4Oh owvnership pattern of shares

debentures of Companies (abridged and rearranged

Table VIII

Category 1978 % to total 1986 % to total
IDB1 1.06 3.87 3.73 15.57
ICICI 0.49 1.80 ' 0.97 4.05
IFCI 0.50 1.83 1,01 4.22
IRBI 0.00 0.00 0.00 0.00
Tl 4.90 17.90 3.92 16.37
uic 7.76 26.36 4.10 17.11
GIC 5.52 20. 16 3.54 14.78

Y _Uthers Toi4 26.08______._____ 5.18___________ 21,40 ..

Total 27.37 100. 00 23.95 100.00

NOTES :- Others include i} Public sector commarcial Banks and other Banks

Wy State level Financial Institutitons.
SQURCE :- Compiled from (i} RBI Bulletin, Bebruay i1963.

iy IDBI Report tbid table 1£83.
e [ re-arranged dand abridgedl
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‘. Category of Financial . Industrials Govt.bodies Joint stock OtRer Total

D - ——" - - - —— —_—— e — = = - — -, e — - — —— - = _— - e - — _—— e - -

" Industry
—.groups - Ranks Holdings

- E.G. 1 56.69 41.48

0.60 0.00 1.25 100
40.52 . 23.95 22.85 13.33 0.11 100

27.42 46.70 0.00 15. 85 10.03 100

27.02 37.56 1.05 34.13 0.24 100

25.68 43.75 10.94 . 19.67 0.14 100

24,39 40.88 6.75  27.13 0.85 100

22.87 38.87 0.94 36.19 1.73 100

22.84 38.30 6.23 31.46 1.77 100

22.76 34. 90 10.39 29.48 2,47 - 100

20.23 26. 20 25.00 0.80 27.07 100

20.22 468.60 5.75 27.30 0.13 100

12 19.50 41.24 2.43 36. 43 0.13 100
13 17.93 27.06 38.87 14.98 1.16 100
14 17.45 29.43 30.82 21.69 0.61 100
15 16.22 46.77 8. 44 28.64 0.33 100
16 13.07 24.43 0.00 62.50 0.00 100
3.74 9. 44 65. 42 21.03 0.37 100

18 2.37 36.50 0.00 61.13 0.00 100

OTES:-E. G. denctaes Electricity densration , P&PP dencotes Paper and Paper

Producta ,BM&A denotes Basic Metals and Alloya, R&RP denotes Rubber & Rubber

© Producta , NMNP- Non Meattalic Mineral Products , MOTE- Machinery other than
- Electricals ,EM~ Electrical Machinery , CP- cChemical Products ,L&LP-Leather

-; and Leather Producta ,TE- Transport Eguipment ,BM&A- Basic Msatals & alloys

" MUL. PR- Multi Products MFEPP- Manufacture of Food Products ,0T7- Other Textiles

CJT- Jute Textiles ,H&R~ Hotels and Resturants.

SO0URCE e IDBI Report on Ownership Pattern of Shares and Debentures

( Compdntas . 1989 (Rearranged)

w
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Table X

f,‘Distribution of companies according to size of individual equity holdings

and institutional equity holdings

215 7593213
(25.74) (21.22) (15.65) {37.39 (88.54)

No of. 366 101 ' 50 58 5893
companies

{63.65) (17.56) (8.68)  (10.10) (0.0007)

FV AV

986, 4 0.013:
(35.79)

ljdc}t.eé:— I N D denotes Individuals , F I denoctes Fi.n;;xnc'Lc.L Institutions
| N. A. - Number of Accounta , P. V. -Paid up wvalue (Ra. crores)
A. V. -Average size (Rs. Lakhs)

Total number of companies in the sampL; 575,

Total number of accounts - 7628598°

Total paid up value of holding (Ra. crores - 755. 48

Figures in bracketa dencote percentages.

SOURCE :~ Compiled from IDBI Report on Ownership Pattern of Shares and

Debsntures of Companies 1989 (Abridged and Rearranged

.
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CHAFTER TWO

e S — o — ——— - — o

THEORIES OF THE FIRM , VARIABLES, SAMPLE, TIME PERIOD

AND OBJECTIVE OF THE STUDY

2.1 Introduction.

A study of the efficiency of the firm with respect to
degree of equity holding by financial institutions require that the
proper objectives of the firm be identified . This will to a large
extent help in selecting the variables necessary for.establishing
various performance indicators. However théories defining
objectives of the firm are in many cases conflicting and
contradictory, thus making the task of variable selectionAsémewhat
difficult., But it is not tﬁe objective of this study to form
opinions for or against any theory. Discussion on these theories
are necessary only to establish a conceptual framework about the
various goals that firms tend to achieve.

The main focus of ' the present stqdy is - whether
corporate financial behaviour is in any Way related with
institutional equity holding € Before entering into the main theme
directly, we believe that some basic issues having significant
relevance to the study be discussed. Thus the issues that have been

cosidered in the present chapter

w

re :-
(i) How to define and categorise firms having high and low
institutional holding ?
(ii) Is there any specific goal that firms try to achieve ,and
does this gnal change with rise in institutional equity
holding ?

(iii) Which variables are to be selected for measuring



performance of the firms 7
The assumption that profit maximisation is the
primary objective of the firm is a cornerstone of the traditional
theory. The justification for this assumptionlis two-fold. One, the
firm in the traditional theory 1is not identified separately with
the entrepreneur or the owner maﬁ%er. who takes the risks,
formulates the plans, takes the decisions and receives the rewards.
Since the owner-manager is in complete control of the firm his
introspective motivation to maximise profits becomes the objective
of the firm. Secondly traditional theory of the firm was extended
to analyse the behaviocur of the firm in imperfect or monopolistic
competitive environment and was subsequently applied primarily to
perfect competition. In competitive markets since profit 1is a
survival crieterion, profit maximisation beéomes an objecive
necessity irrespective of the subjective motivation of the
entrepreneur,.
However, the theory of the objectives of the firm has
Vbeen greatly influenced by the concgpt of managerialism, specially
after the publication of the seminal work of Berle & Means (1832).
Thefe has been a proliferation o©of managerial theories and though
these differ in details, yet they highlight a common logical
texture. These theories are bﬁjlt on three assumptions :-
(i) There js a separation of ownercship from control
(ii) There 1ic a divorce of interest betweening the 'owning
shareholders® and the 'non owning but controlling

managers'



.
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(iii) Firms operate in an environment which allows them some
space of discretion in their behaviour. This mezns that’
managers are not bound by the external enviraonment and the
influence of widely dispersed shareholders but possess the
option to pursue their distinct objectives.

The essence of these theories may be summed up by the
statement that managers are induced by the pursuance of security,
status, salary, power, prestige and vocational excellence. These in’
turn are clearly related toc company characteristics such as size ar
growth rate rather than to profitability. Three well established
alternative suggesstions to profit-maximisation as the objective of

the firm are (a) Baumol's sales maximisation model subject to a

profit constraint, (b) Marris's growth maximisation conceptsubject
to a security constraint and (¢) Williamson's -maximisation of a
generalised managerial utility function subject to a profit

constraint. These constraints which limit the discretion'of the
managers are necessary to (i) earn a minimum level of brofit
required for ¢giving satisfactory dividends to shareholders (ii)
undertake the investment necessary for satisfactofy operation of
the firm (iii) keep a good reputation with the banks (iv) avoid
fall in market value of éhares and risﬁ of take overs'etc. If_theSe
conditions are not satisfiedlﬁhe top management runs the risk of

dismissal. However so long as these condition are fulfilled the

-managers can follow policies to maximise their welfare.

A brief review of these three managerial theories would
be helpful for an understanding of their distinct philosphies.
(1) Baumcl's Sales Maximisation Hypothesis

Baumol's [1957) experience as a consultant to large firm




inspired

him to find out that managers are more preoccupied

maximisation of sales rather than profits. Some reasons cseem 1to

explain such behaviour of managers :-

(i)

(ii)

(iii)

(iv)

(v)

The

Salaries and other perquisites of managers have 3
closer dependence on sales rather than on profit.

Personal problems are dealt with better craftsmanship when
sales are growing, because this promises higher earnings
in terms of bonus and commission and also better terms of
work.

La;ge sales which grow over time add to the reputation and
prestige of the mangers, whereas large profits are only
pocketed by the sharehoiders.

Steady performance of the firm with adequate profit are
more preferred by the managers than accepting project with
booming returns and glooming risks.

Large sales with a big share of the market enables the
firm to launch competitive strategies, but small market
shares lowers the competitive powers.

following diagram illustrates Baumol's theory.

with
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Here the sales maximisation level of éuput (Xsm) is at
that level wheré the elasticity of demand is unity and marginal
revenue is zefo ( &R/£% = 0). This is in contrast with the profit
maximising level of ouput at which marginal revenue is equal to
marginal cost ( &R/&% =8C/&% ). If marginal cost is greater than
zero then at profit'maximising ouput Jevel marginal revenue will
also be greater than zero, hence given that marginal revenue falls
as ouput increases the profit maximising ouput (Xnm ) will Dbe

. smaller than the sales maximising ouput. Now- if the préfat

constraint is introduced, then two types of equilibrium positions

are possible, First if the sales maximising level profit (ﬂsm )} are .

highep than the constraint, then the constraint becomes
non—operative'and the firm can sell Xsm . But if nsm is lower than
the constraint, then sales will have to be Inwered to KS 50 a3 Lo
meet the constraint. However when wmaximum profits satisfy the

constraint the difference between profit maximising and profit
constrained sales maximising lgvels of output will wvanish. Baumol
argues that wunconstrained equilibrium position will not occur
normally. This 1is because nf advertising expenditure which can

increase sales physically, although at a diminishing rate beyond a

certain level,

(2) Marris's_Model of the _managerial_enterprise.

According to Marris [1964] maximisation of the balanced
rate of growth of the firm is the goal of the firm . This means

that the firm tries to maximise the rate of growth of demand for

the products of the firm and of the growth of its capital supply :-
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Maximise G = Go = Gc
where G = balanced growth rate
Go = growth of demand for the préducts of
the firm
Ge = growth of the supply of capital
The rationalisation of this goal is that utility of the
managers. as well as the utility of +the owner-shareholders are
maximised by jointly maximising Go and Ge¢ : Here the utility

(%
functions of the managers may be stated as :-

UM = f(job security, salary, status, pbwer) and the
utility function of the owners as
UO = f* (profits, capital, market share, esteem).

According to Marris, these variables have a significantly large
relationship with size of the firm. Size can be explicitly measured

by (i) capital (ii) output (iii) réﬁenue and (iv) market share.

".Economists are never unanimous about which of these measures are
.most appropriate. Further, Marris argues that the managers do not
maximise the absolute size of the firm, but the rate of growth

- (i.e. change of size) of the firm.

Marris's model initially incorporates two constraints
(a) Managerial team constraint and (b)) Financial constraint - or a
job security constraint. Accofding to the first constraint there is
ayceiling on the growth of the firm set by the capacity of its
managerial team. Hiring u} new managers can increase the mangerial
capacity, but there is also a limit to which the management {eam
can expand and remain competent. Accord@ng to the second constraint
managers desire job secgriﬁy. They attain this job security by

adopting judicuous finahcial policies. The hazard of loosing their

I
—



jobs or demotion arises If these policies lead the firm towards
financial failure or make it prone to take overs. The risk of
dismissal is dissolved by (a) choosing projects with steady
performance than p}ojects with high risk-return (b) chousing a
'pruduent financial policy' or deciding upon a

‘financial security constraint' (denoted by a).” This 'a is a

weighted average of three crucial financial ratios. They are :-

(a) Ligquidity ratio = Ligquid asset/Total asset(al)

(b) Leverage or Debt

Equity Ratio. = Value of debts/Total assei(aq)

(c) Retention ratio = Retained profits/Tontal profits(aa)

According to Marris a is negatively related to a, and positively to

1
a2 and ag - This wmeans that if the security constraint increases
either the liguidity 1is reduced or the debt .equity ratio is
increased by increasing external loans, or proportion of retained
profits is 1increased. Again a high value of a implies that the
mangaers aré adventurous while_a low vaiue of é shows that managers
are risk avoiders. This means that job security is positively
related with liguidity ratio and negatively with leverage and
retention ratio.

Now without going into details as to hdw equilibrium of

a firm is attained, it can be stated that Marris argued that in

equilibrium position profit and growth are not competing goals.

This means :- gﬂ = a | n ), and implies that higher profit means
higher growth so long as a is allowed to vary, then profits
and growth become competing goals., If profit is significantly low

and inadequate to satisfy the shareholders' demand for dividends,

the manager will have to reduce the retention ratio,li.e reduce 3.
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The firm will then come fto an equlibrium position with a smaiier 3

and will yield & '!'ower gr

2

wth rate and higher profit level. This
explains that under. some situations manager's objectiue for
higher growth and shareholders' objecfive for higher> prof it may
conflict. Since a can be varied to te yield a certain amount
of profit , it implies that managers seek to maximise the growth
rate subject to a minimum profit constraint.

Radice [ 1371 1 also has developed a diagrammatic
exposition which incorporates the essential struc£ural
relationships of a siﬁple steady statg Marris-type model.

The demand growth curve in
the diagram portrays the
way in which the rate of

profit is assumed to grow

G
as the growth rate
increases. At low growth
Demapd

Tﬁ%@ rates an increase in the

; rate of growth causes the
C Growsth Rate

rate of profit to rise;

Q
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o
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above a certain gzgrowth rate,due to diseconomies of sca

profit will fall. the supply of capital curve shows L

o
O
~
[}
-t
T
W
ot

which the firm is able to raise capital as profit rate changes. the
area O0OAPG represents the growth profit rate combinations open fo
the firm. thus the highest attainable profit rate is P 3and the

highest growth rate is G.

Two basic points are apparent from the above discussians.
(i) Since owners o mainly interested in dividends, awner
controlled firmg will chooze point F .This 1is because , 1if the



retention ratic is fixed, max imum profits will yield maximnum
diﬁidends. But 1if owners are interested in capital gains, which
arlses from growth, they will choose a point between P and G.

(1i) 1f managers are assumed to héve the .objective of growth
maximisation subject to a securiiy constraint, management
controlled firms will chouose point G The security constraiﬁt is
the minimum valuation ra£io which implies a maximum level of
retention ratio.

(3) The Managerial Discretion Model of Willamson_

According to the Willamson [18731 managers have discretion
in pursuing policies which maximise their own wutility rather than
givihg  benefits to owners by maximising profits. The utility
function of the managers can be written in the form :-

u=+f¢f (S, M, ID )
" where S = Staff expenditure , including manégerial salaries
(administrative and selling expendituré)
M'= Managerial emolumgnts (luxurious offices , company
cars and other perqusites, often known as 'slack' ]
ID = Digscretionary investment
{ -Discfétionafy inveétment expenditure gives
satisfaction to the managers because it allows them to
materialise their pet projects. this caters to the self
aetualisation needs.of the managers.
Techic;lly ID =0 Tp - T , where ] = actual profits
Mo = minimum profits requirements and T = tax. I
Willamson in his model showed that for a owner controlled
firm where the objective is profit maximisation , there will be no

slack avments or diceretionary expense. But for a management
2 b
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controlled firm managerial slack arid discretionary investment will
be quite large (M > 0O, ID > 0 ) and profit will be lower.

The various managerial theories discussed so far show
difference in objectives pursued by owners and managers of fi?ms
Based on these- discussidns, several hypothesis regarding the
.financial behaviour of firms; depending onltheir control criteria
can be formulated. These are:-

H1 : Rate of returns on investment of profitability of owner

controlled firms will be greater than that of management

controlled firms

This is because the main objective of owner-controlled
firm is to maximise profit. This is evident from the
traditional as well as different managerial theories.

H2 : Growth rate (measured by size) of owner controlled firms

will be smaller than that of management confrofled firms

This is emphasised. by Marris and Radice ; according to
them managers try to maximise growth rate subject to a

profit constraint.

H3: Sales growth rate of owner controlled firms will be smaller

For the reasons described in the analysis af Baumol's
sales maximisation model ,managers will try to increase the

amount of sales subject to a profit constraint.
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H5

HE

This is of course an anciiliary of the hypothesis 2 .
Firms aiming for faster growth must have a greater

reliance on internal sources of funds.

: Return to the equity shareholders . or return on net worth

wii! be higher for owner controlled firms rather than for

Since owners concentrate on profit maximisation, 1t is
L]
natural that they will "~ try to maximise return also on

,theif'own funds. This of course has th effect of

maximising the earning per share.

: Leverage or Debt-Equity ratio of owner controlled firms
This hypothesis' derives its logic from the argument of
Marris, that jog security about which managers are really
anxious 1Is inveresely related to leverage. Hsnce, Managers
are likely to discourage use of excessive debt in the
capital structure, thereby, minimising the chance of f{firms
going into liquidation for ncn- payment of interests and

loans on time. Owners on the other hand, prefer higher debt

so that their equity base is not diluted and &also because

use of cheaper debt in the capital structur permits them

te increase earnings per share.



Gurer contreflted firms: have a. lower liquidity

'»ihanjjﬁggmgﬁmg@gggggggivgontrc}ied fitms.
Though {t is prudenl for managers to choose an cﬁtimﬁl
‘5qu€d§fy vatic wisich  balanceg both solvency ,ahd

bankvuptey, yet Marcis assumes that therxe is’a’posiﬁive

welatian between liquidity and security . Security of

rh

Managess depend on jiguidity as one of the actorse,

and thueg managere emphasise on this facter.

H:8. The vatio of markei value to book value will be higher for
ewner controlled firms than that- of management controlled
fivms.
Thie hypothesis warrants support from HS5 and H4. As owner
controlled »firms usually pay ﬁigher' diviaend and earn
higher return on equity, it is expected that the market
price of the shares of the owner controlled firms wii] be
higher than that of the management controlled firms. Thus
the above Qtated ratio would normally be higher for éwner
controlled firms.

No claim is being made here that the above mentioned

hypotheses are exhaustive. Innumerable hypotheses can be developed

st

from the vast literature of Industrial Economics. Further. there is
thé scope of debate on of the above assumptions. However, we
refrain ourselves from entering into such debate, as it will
unnecessarily complicate the very purpose of tﬂe présent study. It

is worhwhile to mention here, that, most of the empirical studies

neither accepted nor rejected these hypotheses. [ See Monsen, Chiu
]

t

& Cooléy—~ 1968, Radice- 1971, Holl -1971, Kania & McKean-1976,

MmecEachern-1987, Sorensbn—197a, Thonet & Poensgen-1879 1.




2.3 ' Scope_of the study

Théﬁcdmpléx:felatianéhiﬁ:Eéé;é;n?maﬁaééﬁeﬁﬁ.and‘bwﬁétidf
modern business is imbeded in of the development of large éﬁéle
corporations. The nature of this relationship and it's eéonoﬁic
implications drew considerabie aitention of western scholars.Thu%,
a host of research works mainiy emﬁhasizing efficiency consequences’
of separation of ownership from . management in the modern
corporation appeared in a number of reputed journals,.

The study under consideration is also an attempt to show
the economic implications of the present state of relationship
between ocwner and managemsent of the Indian corporations. Emergence
of Go;ernment controlled financial institutions as the real owner
of private corporate sector makes the Indian situation diffrent
form tﬁe capitalist country. These institutions whose  basic
behaviour is guided by the doctrine of Mixed Economy pursued by the
Government play an unique role in the private corporate sector.
These institutions neither behave like an owner, who exerts direct
or indirect control on managementnor induldge in active management
of the corporations. So, these firms do not fit neatly into the
definition of either owner controlled or managehent control led
firm, in the true sense of the terms. Te swuift the Indisn economic
situation, both the emphasis and approach of the present study
differs from the studies of the western countries.

Initially, we have simply tried to show- whether economic
behaviour of the firm cHanges with rise iﬁ institutional equity
holding 7 [s it posible to discriminate between firms: having high

and low institutional holding? These queries will be helpful for an

understanding of efficiency consequences of the emergence of




institution as the veal owner eof corporate sector.
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the chjective of the firm to satisfy their own interes

actual control of the firm despite its ownership chars

What is the present state of relationship bstween

instiftus

management of the firm ? Does this relationship offers

-

management exploitation of owners 7
Above two issues are interrelated. First
emergence of institution as the owner of corporate

efficiency consequences. Second mainly emphasizes

state of relationship between owner and management of

these two issues are consigdered jointly, it will be

understanding - wheter there iz any need for change

of financis! institutioson towzrds corporate se2ctor 7
2.4 Descripiion of Variables
1t becomes imperative to introduce

variables wused 1Iin the <ctudy =zafter the formulati
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hypotheses in the previous disussion. These varizbles

test the different - hypoitheses and analyse

s show thnat the group ownsr

firms with high instituti@nal equity helding
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performance of the firms under consideration. Financial
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the B {echnigué' of identifying the financial potencies . and

infirmities of the firm by establishing réPationships hetween the
items of the final statement of accounts and also other relevant

economic information. The variables used ‘are in the form of

financial ratios.

Ratio analysis is a very p@werful tool to measure the

financial position and performance of a firm. Several ratios can be

ncial

o
0

calculated from the accounting data contained in fin

tegories

o
oa
-3
-

statements. These ratios can be grouped into various <
according to the financial activity or function to be ;valuated.
Scme of these are (1) Profitability ratios (2) Leverage ratios (3)
Liguidity ratios and (4} Shareholders earning ratios.

For the purpose of the study, only nine ratios have been
selected among many ratios available. These variables, though not
exhaustive, are however potential enough tao give value based
judgements about profitability, liquidity, leverage and

shareholders benefit.



variable Formulas

1

re-tax Profitability (X1) Net Profit before taxes X 100

Total Assets

Post-tax Profitability (X2) Net_Profll after laxes , 4,

1/N
Growth rate of Asselis (i3) [_Assets _at_end _of period N _ l} X 190
| Assets at end of pericd 1 J
1/N
Growth rate of Sales (44) ( Sales at end of period ¥ 3 ¢ 199
{ Sales at end of period 1 }
Retention ratino(X3) FProfift retained -
———————————————— 1100
Post tax profits
Return on net worth (X&) Profit retained + Eg.dividend 5 100
______________________________ )
Net Worth
Debt -Equity ratio (X7) Debentures + Bonds .
——————————————————— ¥ 109
Net Worth
Liquidity ratio (X&) _Current assets ¥ 100
Current liabilities
Valuation ratio (49) _Market value of Eg. share ., ...

Book valwu2 of Eqg. share




All variables except Xg are based on pure accounting data
and suffers from certain drawbacks Inherent in the present
accounting system. Variable Xg however is based on both accounting
data and stock market valuation of the firm. It is worth mentioning
here that' most of these variables were also used in the study
conducted by different authors earlier though in different context
by Singh and WVhittington (1868,

Accouhting data in gpite éf its defects, convey in most
cases, the best available information about the current and past
performance and position of the firm to the investors and other
interested members of the financial community. Thus there remains
no alternative but to trust these variables as true indicators of
the performance of firm although many aécounting definitions of the
same variable are possible. However given the nature of available
data, the definitions finally selected,-and the one used here, are
most appropriate from the economic and from the practical point of
view.

The first two variables (%, and Xzi are useful for
measurement of return on investment, or in other words are used as
indicators of how efficiently +the assets of the company are
deployed. Pre-tax profits include trading profits, and other
incomes of the firm. They are net Df'deprecfation and charges for
outside liabilities. Post—taxh-profits are computed by deducting
- from the pre-tax profits, the amount of corporate taxes specific to
the company. The necessity of bringing into effect the corporate
taxes is that, in the Indian context tax rates differ for companies
.in which the public are substantially interested and closely held

companies (Section 2(18) of the Indian Income Tax Act 1961). Equity
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sharehofding to the‘ extenthiof 50% _(4O%A‘i6 .c§§e 0§  induétriai
companies sec. 2(8) of thev Finance Act 1885) by fiﬁancial
institutions vis—a—vis Statpﬁory' Corporation, individually or
cumUlativeiy, can aiter the nature of thé company- and consequently

tHé tax rateé and poét—tax profits. Again total investment or tots!

1))

asset for phe purpose of computation of this ratio is equal to th

sum of fixed assets and current assets; assets being valued, as is

the wusual practice in balance sheets, at historic costs net

depreciation.

48]

Thg;e efficiency indicators of the firm are howeQer not
always free from criticism. This is because firms which Eave the
same profitability could in principle, show different accounting
rates of return if their rates of growth of acquisition of fixed
assets are not the same. The one with higher growth rates will show
lower accounting profitabilfty. The reason for this is depreciation
is not accurately measured by rulgs of thumb usually employed by
accountants for this.purpose.‘The rationgle of this discussion is to
assert that'pfofitabiiity as a measure of efficiency shouid bese used
with otherrpefformance ihdigators.

The variables X _and Xaare useful indicators of the

degree of expansion or growth of & firm both in terms of toia
assets as well as market share held by it. The term assets. hers
de2note total assets =zmp.oved (fixed plus current asseifis) npnet of

depreciation and sales denote the total revenue generated during
the accounting year. Growth of firm can also be measured in. terns

of number of employees value added etc. Since adequate information

regarding these attributes are not readily available, therefore
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the growth rate of ths firmﬁz Grdﬁiﬁf;éﬁéfdfkbét .ségis and-sales
have been calculated on compunding basis. Though statistical

technigues like time seriss analysis could have been used, yet it

of non-uniformity of time periods or
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ccounting yeste which were different for different firms.

[¢U)

"The percentage of available disposable income (earﬁings
after tax ) retained within the firm is expressed - by the ratio Xq.
This also expresses the firm's choice with respect to dividend
payv-out. fhere is 8 close relation between the reftaining capdcity
of a ftirm and its gpowth rate, because 3 significant portion of
project financing is made throuzh infernal resources. Thiszs means
that firms having a higher fetentioh ratio may have a higher growth
rate in terms of assets.

The sixth ratio (Xe) measures the percentage rate of
return to the equity holders. This ratio may be alternatively
deployed to measure the efficiency of the firm; this concept was
used in many of the earlisr studies. This ratio has an exira
advantage over the ratios Xl and X2 since it suggests how
ficientiy the capital structure of the company has been désigned.

tia

1)

This ratic thus can bz used simultaneously with the gearing r
{¥_) to measure efficisncy and riskiness of the firm. Many research
works whiie accepting return on equity as a measure of efficisncy

to measure

0

lerad it in coniunction with other wvariable

X (Debt-Equity ratio) represents the c¢hoice of the
firm with respect to the long term debt. 1t expresses long term
outsids liabilitiese as 2 percentage of total equity capital and

laited reszrves., With reference to the above discussion on X

5.'
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‘it cdn be said that though

Alearn&ﬁgs avafLabie t6;tBé sharahoe ider the:pggsib'l ty5§é‘655{5@¢9
in earnings and the increased burden of debt interest servicing
enhances the risk element of the firm. The - variable h;s special
significance for this study because financiai institutions supply
funds to the corporations both in the form of e2quity and other form
of loans.

The variable X8 or the current ratio expresses the

liquidity position of the firm. This 1is the ratioc of current

tztistock in hand, debtors. bilis rec=2ivable,

S
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hilities {current oy
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and cash) to current ii

3
in

securitie
liabilities,'creditors, bills payable, bank ovérdrafts, etc. )., This
ratio also can in a way, represéht the working capital of the firm
{(which 1is equal to current assets minus current liabilities).
| Ualuationvratio ¥8 of course cannot be considersed to be
a peer with the other ratios so far discussed. The valuation
ratios cégept used in this study shows the retlationship beiuwsen
market value to the book value of +the equiiy shar=s. Since
financial accounts are prepared on the basis of historical costis,

book values of the shares have been computed accordingly. The

market value of the shares are based on the averags of highest znd

lowest market prices of the relevant accounting year. Valwmstion
ratio represent the market's svaluation of a firm's future earning

prospects, per unit of their &sszis. The past performances of the
firm is reflected by the waluwaticn ratio oaly to the extent #hat
the market judges its future prospecis by iis past records.

[t ig also wyor n2re that the market

for corporate control im  ewhc this ratis. As ths
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valuation ratio falls, it may beiédvéntageousfféf>35 6ut§fae"ﬁérty

to purchase those shares to get control over the firm; If the

firm is functioning in a fully efficient market, management is
compelled to maximise returns to ~owners and thereby

increase value of the share because the only other alternative is

The ratios discussed above will be wuse individually as

b
0
oy

i s in conjunction with others to make a comparitive analysis
»f the performance of the firms having high and low institutional

equiity holding. Thece ratios are widely need as a measure of

0.

gefficiency an have a2 close relationship with the ‘discussions on

managerial theories made earlier.

Since this research work is based on statistical testing

of various financial ratios, it would be rational to examine the

4]

At thes oufset it is Lo be made clear that the statistical
snslvsis followed in the present study is based on the assumption

of the normality of the distribuftion of variables. This might be a

source of saome confrowersy as there are evidences for and against

this =zssumphtion & beief discussion on some of the earlier
studies would he in ocrder for a better understanding of the
problem.

Horrigan {19651 examined the statistical nature of

tios and feound that ratios tended to be approximately

(3]

financial r
normally distributed. However, he found In some cases ratias were

often posiﬁively skewed, having an effetive lower limit of zero but

56




or natural logarithms was useful in ¢

an indefinite wupper l1imit. _The author concluded that fipancial
ratios <can be subjecééd to the usual\ pa;ametric statgstical
techﬁiqués ‘although_ fogarith}mic transformations might be
appropriate where ﬁosifive,'skewness is extreme; Regarding ‘the
information content of ratios the author commented ®The presence of
collinearity is both a bleésiné and curse for financial ratio
anafysis. It means that only a small number af financial fatioslare
needed to éappure most of tﬁe inkormation ratios can provide, but

it alsc means that this small number must be selected very

'carefully ",

Bird and ‘McHugh '[19773 found: that withjn indusfries,
firms tend‘ta maintain a stable relative ratio posftion over at
Ieas@ a five year period. Ra£ios.'within an industry are
approximated by a normal diétribution in mast casés although' the
gquick asset ana aséet structure ratios are often substantially
non-normal, |

Deakin [19763. investigated the normality of the
distribution of 11 qommonry used financiax ratios and found thst
ten of ‘the eleven were distributed s=significantly different from
normal. Transformation of the ratibs to either their square roots

rtain cases for approximating

i

normality but Deakin did no% provide any guidelines for determining
those cases where transérmation would be helpful.

The findings of these studies on statistical properties
of financial ratios are to some extent contradictory. However,
there 1s enough gviQence to ‘say that the probability of normal
distribution of variables cannot be completely ruled cout. For the

purpose of this study, the statistical techniques applied are based

-
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on this assumption.
To arrive at more reliable inferences, various
non-parametric tests which relax these assumptions have aTSQ besn

used.

2.6 Reuvlew of Literature

The seminal work of Berle and Means [1832] provoked a
host of researchers to conduct study on éfficiéncy consequences of
dispersion of shareholding and thereby separation of ownership from
control. These are the problems essentially associated with the
development of the modern corporations. Depending on particular
‘economic settings, nature of the problem varies fromkcountry ta
country and in India, at present, it is marked by the dominance of
government controlled financial! institutions in the power structure
of corporations. Considering this unique situation of India, the
objective of the present study differs from that of the studies
conducted in industrially developed countries. However, 'as thé

present study draws heavily from the studies based an the

.experience of the developed countries, a brief desoription of these

studies will be in order.

Most of these studies were based on the hypothesis that
owners and managers were motivated according to different goéls and
performance of firms varied accordingly.

Kamerschen [19781, Sorenson (18741, Thonet and Foensgen
(19791 found that owner and manager controlled firms did ﬁot in
fact demonstrate éhy significa%t differences in fiﬁanciél
behaviour. These authors found that comparison of cont}ol types was

of limited applicakility when. considering growth maximising or
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profit maximising hypothesis. McEachernm, agéin pointed aut that
firms in which the dominagt stbckho]der is also the manager appear
to grow faster than firms in which the dominant stockholder is ;ot
part of the management. Sorenson reported higher rates of returns
and also higher growth rate of sales for owner controlled firms.
Interestingly, he found that managemen£ controlled firms had higher
pay out ratios than owner controlled firms. However, the author
stated that these differences were neither substantial nor
statistically significant.

Contrasting inferences to the above stated studies were
drawn by researchers like Mansen, Chiw and Cooley (18681, Radice
{18711 and Holl [1877). These authors found that owner and manger
controlled firms differed in thegf financial behaviour. Holl, in his
study emphasised the role of ‘"corporate control market" as a
mechanism to discipline the management. However, his study revealed
that the profit rates of management controlled fitmg were
significantly lower than owner controlled firms.Higher prﬁfit as
well as higher growth rates .for owner controlled firms in
comparison with mangement controlled firms were reported by Radice.
In fact, +this 'study suffers from some methodological préb}ems.
Influences of concentration ratio, barriers to entry etc., on
~profitability and growth of firms were ignored while éstimating'the
impact of control criteria on. the efficiency of the firm. 1t
somewhat minimises reliability of thye findihgs of the . study.

| There are a large number of studies apart from these
mentioned here. Some. of them are thought provoking and decerve
serious attentioh.of researchers. "But we refrained ourselves frbm

reviewing +those studies and  preferred to concentrate on sone
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Jleading works only.

It is apparent from the above brief discussions thaty the
findings of the studies attempting to measure efficiency
consequences of ceparation of ownership from control remain
inconclusive and contradictory. All these studies differ in respect
of definitions 5 used to identify management and owner controlled
flrms, variables chosen, time period of study etc., and therefore
these might have resulted in contradictory findings. However, the
fact remains that these inconclusive and contradictory studies cast
some doubt upon the usefulness of classification of firms on the
basis of control criteria.

It would be worth mentioning heve that regarding the
choice of performance variables, most of the above studies used

ratios to measure profitability and growth. In addition to these,

variables like debt-equity ratio, liquidity ratio, EPS, pay-cut

ratio, valuatibn ratioc, growth rate of dividehds, ascets, <calec,
return on networth etc were also used extensively. Variables
selected for the present study thus have close resemblance with
earlier studies of similar nature. The time periods for which the
variables were selected varied from 5 years to more than 20 yearcs.
In, the Indian context, with the exception of a very faou
researchers, the impact of financial institutional equity holding
on corporate control and management has escaped éeneral attention.

Among these few re

i

earchers, the study by Dr. L.C.Gupfa {19847
delved dee into the aspect of corporate control by financis!
institutions. In his study he noticed that business families with
very nominal equity holding were controlling the corporations with

more or less disgregacd for the malor shareholders - the financial



institutions. However, the author did not present any empirical

w

evidence to suggest relationship between financial instit:itional
holding and corporate efficiency. The empirical study conducted by
Dr. M.K. Roy (19911 demcnstrated a&a negative correlatiaon bpetween
institutional holding ana.corporate performance. For the purpoase of
the study the auvthor classified the firms into AL G Sment
controlled firms and cthers on the basis of amount of institutionsl
equity holding. However only four variables viz, pre and post-tax
p?ofitability, growth rate of assets and valuation ratio were
considered in the analysis. Thies limited the scope of the study
since many distinguishing characterstics may have remained
secluded.

The present study attempts to fill a sefious research gap
in this sphere of <study. By wusing many variables and rigorous
statistical exerciseé effects of institutional equity holding on
corporate performance and behaviour will be examined. This will
further lead to formulation of polichguidelines and suggestions
for financial institutions regarding corporate contral and

management.
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A prior classification of sample firms is neces

]

o LY

to facilitate a comparitive analysis of the efficiency of the firms
having high and low institutional holding. The terms "high" and
*low" have been uzed to refer to the ownership characteristics of

the firm; while ‘the former denotes institution owned firms, the

latter points at the firms where ownership lies elsewhere,.



The problem with this approach rests with the selgotion
of the criteria as to how much shareholding by the institutionsg
would permit them to behave like an owner; Generally if an
individual or group owns 50% or more of the total stock theasy posseg |
necessary voting power to determine the composition of the board of
directors and thus enjoy complete control over the company, As the
stock becomes widely dicsperesed among increased number of
shareholders, it is bejieved, that, an amount less than 50% would
be sufficient for maintaining céntrol. In their pioneering work
Berle and Means accepted a share‘concentration of 20% or more ,
known to be held by an individual or group acting in concern, as
sufficient for maintaining effective control. More recently,
various empirical studies based on the experiences of different

=4
countries used varinous cut-off rates to define control situations.”

However, in India, 'due tp the presence of certain legal
definitions, identification of the owner of the firm becomes
easier.

According to the provisions of the Securities Exchange
(Regulation) Act, if any person or group holds 25% or more of the
equity shares of a company , then the person or group is treated as
the owner of the company. Appplying this definition, Government_
controlled financial institutions are the real owners of the firms

where their holding is equal to or more than 25%. Thus, the

following classification will be maintained throughout the study.

-
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Financial_lnstitution Owned(FIO)__________ Firms Owned by others __

Equity holding by Equity holding by

Financial lnstitutions = 25% or more Financial Institutions =
of subscribed Less than 25% of subs-
capital ___________ cribed capital of firm. _

The problem that ariseé while adopting the above

criteria js, thé firms that have been identified as the institution

\ffz owned firm at the beginning cannot alwayé be expected to remain so

throughout the period of the study. This means that there can be
possibilities of firms switching from one categﬁry to another.

But, the probability of institution owned firms switching
to the other category 1is very low. The undér)ying assumption is
that financial institutions rarely sell their stocks, énd even if
£hey do so, chances are very minimum that they will sell in bulk.

Again on the other side, considering the bouyant situation inp the

Indian capital market during the eightees, it 1is expected that
financial managers of corporations would raise their funds directly
from the public rather than from the institutions. So again the

chances of 'Other’' (below 25%) corporations switching to )

F.1.0.'labove 2Z5%) category is also low. Thus, it wou)dlbe guite

reasonable tco =assume that financial institutional equity holding

remained more or less constant during the period of the study.

2.8 Description of the Sanple

For
<

|
i
the purpose of the study, the sampls firme wers
: 1
|
chosen on the  Dbasis of availability of data on financiz]



institutional holding. List of firms where institutionyl equity
holding was less than 25% was available from 'The Economic Times of
India' (dated 2.11.1%83) =and for those where equity ho|ding was

more than 25% was available from the working paper no. 17 and

W
"

i

of
Praf. S. K. Goel of Indian Institute of Public Adminjetration.
Many companies mentioned in these papers were not listed on any
stock exchénge, or for some other reason (for non-availibility of
financial statements) not exhibited in the Bombay official 'stock
exchagge directory. After eliminating these firms ffom the list, a
final sample of 100 firms were obtained. A frequency distribution

of the institutional shareholding of these firms are shown below :-

Table 2.8Cad

Freguency Distribution of Institutional Equity Holding of

E.Share- Number of E.Share- Number of
holdingt¥) _______ Companies _________ holdingl®) ________ Companies__
0-5 B8 40-45 3

5-10 O 45-50 S

10-1% 7 50-55 S

16-20 11 50-55 5

20-25 7 50~-65 1

25-30 17 65-70 : 1

30~35 - 14

35-40 10 Total 100

Though there is a pre-ponderance of firms (67%) where
institutional holding is above 25%, but this could not be avoidec
due to the reasons mentioned above. However, firms are exqctly

equally distributed above 320% and below 30% and hence,reliahlliﬂy

can be placed on the distribution.
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The sample firms were selected from a cross section of
industries. For a multiproduct firm, there arises the prolism of

assigning the firm to a particular industry. However, the problem

was resolved by considering the main product of the firm that

contributes maximum to its total revenue. Assignment of the firm to

a particular Industry was made accordingly. Again industry

clasgsiflcations were made fallowing the widely accepted KReserve

Bank of India approach.
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Table Z2.8((b)

Macro Né. tn each group Micro-— No. in each group

Cae m e m e e —— e Glagsifica- =  —-c-cem———memmme
classifi~ Above Belowv Total . Above Balow total

cation 2%5% 255 tion 2598 255%

1. Textiles 17 14 31 1.1 Cotton 10 7 17
Textiles
(spinning &
weaving mills)}

1.2 Synthetic 5 4 9
fibres, Silk
textiles and
woolen textiles
1.3 Jute ftextiles__2 3. - .5
e e XX 31
2. Engineering 17 s} 25 2.1 General 8 5 13
Engineering '
2.2 Electrical 7 2 9
Equipments
& Cables
2.3 Metal Alloys,
metal products
h & Structures _ 2 1 3
e e e o el X B ___. 25_
3. Chemicals 9 5] 15 3.1 Chemicals, 9 5] 15
dyes, pharma-
ceutical,
Refineries,
plastics &
oo ferxtilizers L
4. Dther 24 5 29 4.1 Hotel business 0O 1 1
industries 4.2 Paper, Paper 8 1 9
' boards &
hardboards
4,3 Tea 0 1 1
4.4 Food 0 1 1
processing
4.5 Cement 4 0 4
4.6 Electric ,
power 6 0 6
4.7 Miscellaneous 6 1 7
(Tyre & Rubber,
Tobacco products
etc,
__________________________________________________ 24____5______29_
Total 67 33 100 67 33 100

N
o))
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It is evident from the above table that an industrywise
analysis is 'possible only for the first three broad categories,
i.e. textiles, chemicals and engineering, because of the sufficiasnt
number of sample firms above and below the cut-off point of 25%,
The last group consists of a variety of industries and also the
number of firms below the cut-off point'is very small as compared
to number of firms above the cut-off point. So this group is always
ignored while attempting any industry-wise anlysis.

Apart from industry characteristics, size is an important
factor which determines in many cases the performance of the firm.
All the samp}e firms were the member of 250 top companies of India

ranked according to assets at least once during the period of

study. The assetwise distribution (as a measure of size) is shown
below :-
Table 2.8(c)

Distribution of Firms on the Basis of Total
________________ Assets, in_the opening year (1988) _________________
Total Assgets in Total no. of firms Firms above Firms belov
creresiRe) o _____ 25%_holding ___23% holding
10-30 36 . 23 13
30-60 27 . 20
60-90 ' 18 8 10
90-120 7 | 5 2
120~ 150 6 5 1
150-180 | 2 2 0
Above 180 __ _ ____ _ 4 ... 4 Q-
Total 100 67 33
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2.9 Time Period Studied

performances of the sample firms over the period 1981-85. This five
year time period 1is sufficiently long and reliable to assess
financial performances of the firm. Bird and McHugh (18771 found

that within industries, firms .tend to mainfaid a stable relative

ratio position over at least for a period of five years. This time

period is also important because of the fact that the debate on the

'role of institutions in the private corporate sector' once again

‘.- came to surface due to some controversial.téke over attempts by
N.R. LS. |

Again to avoid the problem of statist{cal pooling the
- times period selected was divided ‘into a sub-period of 3 yeérs
(1981-83). It is based on the logic that simultaneous analysis of
results obtainted from the 5 year period and 3 year period would

together be more reliable. |

2,10 Conclusions

,1L It is clear from the above discussiohs>£hat niné variables
:ghgvé been selected, on the basis of different'méngerial theories of
ﬁhe ‘firm. Theée variables will help to eva]uatg the fipancial
pé}formance of the firms in context of the_volume of shareholding
ﬁgy financial institutions.
2, Discussion on:the various studies show that most of them have
been inconclusive about any'behavioural différence between' owner
controlled and mangement controlled firms.

3. Firms where'institutional ownership is more than 25% have been

designated as 'financial institution owned and the rest as 'Others'.

68

The present empirical study conducted in this work is based



This cut-off rate is recognised by the Securities Exchange
{Regulation) Act.

4, The Sample fims belong to a variety of industries, and also
they are considerably large in size. These firms have been broadly
classified into three jndUstries (1) Textile, (2) Chemicals and {3)
Engineering.

5. A long time period of 5 years has ben chosen, which has again
been subdivided into a period of 3 years to increase reliability of
findings.
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NOTES C(CHAPTER TWO)

1. This idea.stems from the fact that if only internal finance is
considered as the source of finance,'then the rate of profitvaﬁd
the rate of capacity expansion will_ be linear, External finance
complicates matters but does not alter relationships.

2. This definition was wused by Singh and Whittington and also by
D.R.Kamerschen,

3. For references on this issue see (i) David Durand 'Cost of Debt
and Equity Funds for Business : Trends and Problems of measursment'
reprihted in The Management of Corporate capital' (ii)~Modigliani
and Miller, 'The Cost of Capital, Corporation Finance and Theory of
Investment'. American Economic Review, 48 (June 1853), pp. 261-97,
(iii) Brighan & Hindsale, lllinois, Dryden Press, 1975,,p.256.

4. The theory that threat of takeover is expressed as a valuation
ratio constant has been commented on by Singh as:- " Unless a firm
achieves a certain minimum valuation ratio, it is almost bound to
be acquired , but aonce it has achieved this value it is more or
less safe from acqusition.™ [Singh, 1871, p 811,

5. Different classifications of management and owner conﬁro!]ed
firms as adopted by different researchers are presented below:

(i) Management controlled if no block of ownership greater than 5%
existed. Owner controlled if a party owﬁing 10% of voting stock was
represent=sd on the board and alsco if a party ownfng 20% of uot@ng
stock was not rep;esented on board [Monsen, Chiu & Coolejl

(ii) Owner controlled if any definable interest group heed more
than 15% of voting shares and management controlled where groups

held less than 5% (Radicel
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{1ii) (a) Strong owner controlled where a party held more than 30%
of common stock (b) Weak owner controlled where a party held more
than 10% but less than 30% (c) Management controlled where a party
held less than 10% [Hoil]l

(iv) Owner controlled if a group consisting of one or three
individual, one to three families, or the board of directors as a
group controlled 10%,'15%, or 20% of common shares. The rest were

manager controlled [(Kania & Mckean]

(v) {a) Externally controlled firms were defined as firms with =a

dominant interest owning 4% of voting stock but is not the manager.

(b) Owner managed where dominant interest owning 4% stock is the
manager (c)Manager éontrolled where no single dominant interest
owned 4% stock [McEachern] :

(viy Owner controlled if a concentration of 20% existed.
Management controlled if no share concentration of 5% was evident
[Sorenson]

(vii) Owner controlled if a person or family ownéd more tHan 25%
shares. Management contreolled if government or other institution

held mcecre than 25% shares, [Thonet & Poensgen] f
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CHAPTER THREE

INSTITUTIONAL EQUITY HOLDING AND CORPORATE EFFICIENCY
AN UNIVAKRIATE ANALYSIS

A comprehensive discussion of prevailing managerial
theories of the firm, differen£ variables used and a detailed break,
up of the sample was made in the previous chapter. We shall now
proceed directly to the main theme of the present study -
institutional equity holding and its impact on the efficiency of
the firm. The analysis will be done throughout on an inter-firm
cross-section basis: the findings of the univariate investigation
will be given in the present chapter and that of multivariate

analysis in the following chapter.

This chapter will mainly try to show, whether it 1is

" possible to distinguish between the financial behaviour of firms

héving high institutional holding with those having low
institut%onal holding
Both parametric and non-parametric statistical tests

have been applied to test the various hypotheses discussed before.
The order of discussion of the present chapter is as follows

(1) Sections 3.2 to 3.6 principally deals with the
application of parametric test statistics to test the hypotheuncs

(2Z2) To corroborate the results of the parametric tests,
various non-parametric tests have been carried out in Section 3.7

(3) Section 3.8 summaricses the findings of all the analyses

carried out in the previous sections.
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3.2 A First Insight into Relatiwe Characteristics of Institwiiom

Ouned and Other Filrms

Since the financial records of +the. two groups of firms
are compared i; terms of many variables (9), it would be proper to
have a general and unsophisticated view of the naturea of
differences which exist between the two groups of firms.

Table 3.2 <cshows in wvery naive, common sencse terms

=

without using any statistical tests, how some of the important
characteristics of F.1.0. firms differ from 0.0, firms. In this
demonstration, which 1is ©purely for 1illustrative purposes, the
records of the F.l.0. firms for the averageé of 5 year and 3 yéar

accounting periods are compared with the corresponding records of

the 0.0. firms.

a _bird's eye view (pooled data)

Yariables Period-5 years Period-3 years
Pre-tax profitability (x,) 78.2 72.2
Post-tax profitability (x.) 83.3 78.5
Growth rate of assets (x37 85.2 74.0
Growth rate of sales (xa) 110.3 150.7
Retention ratio (x5) 83.4 95.4
Return on net worth (XS) _ . 118.8 112. 4
Debt. Equity Ratio (x7) 174. 4 220.7
Liquidity Ratio LXS) 94.0 92.3
Valuation Ratio (x9) 63.5 71.9
Note ~For sach variable the average figure of F.1.O firms is

expressed as a percentaye of that for the corrgaponding 0o

firm.

~J
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The above resulis are impértant in the respect tha! in
most of the cases the variables of the institution owned flrwms
have values lower than that of the others. Special noticé may
here be given to pre and post ﬁax profitabilities, groﬁth rate of
assets and valuation ratio. Tﬁe direction of retgntion ratio and
liquidity ratio is same as the other variables mentioned above, but
there is a noticeable difference in magnitude. On the other hand,
variables like growth rate of sales, return on net worth and debt
equity ratio move in an opposite .directions, i.e. here the
F.l.0.firms thave higher fighres. Considerable differences in
debt-equity ratio (more than double for the three year period),
explain to some extent the higher return on net worth ‘due to
leverage effect.

Now, because of variations in the direction and magnituds
of the variables, it would not be rational to make any specific
comments on the extent of difference between the average
characteristics of the two groups of firms. A comparison between
the two groups bacsed on average Characteri%tfcs may not only be
rustic but also may in fact be miélead@ng.

It mﬁst be emphasised that these firsp'impressions do no
more than convey come general flavour of the kind of differences
that exist between the groups. For reliable conclusions about the

nature of these differences between two groups of firms it is

nec

@

ssary to study the comparative group characteristices in much
greater detail. A proper analysis, thus requires use of teste of.

significance or other more rigorous statistical exercises.



3.3 4 Comparative Study of the Characteristics of two

In this section various stétistical tests have been gsgd to‘
compare the charactersistics of the two groups of firms. In tﬁe
first stage parametric teéts have been used and are éonéequent}y
followed in the later sections by various non-parametric testsf

(a) Test of difference of means

Under this test it 1is hypothesised that there 1is no
~difference in the mean value of the characteristics of the two
groups of firms. We shall assume that iIin each situation the

probability distributions of the variables are of normal type.

Table 3.3(a)

Comparison of characteristics of F.1.0.firms and 0.0

firms., (Period - 5 years) ,
Variable 0.0 firms(N1=38) F.I.D.firms(N2=67) Difference
Mean S.D. Mean S.D. of means
Xi 5.93 5.57 4.64 4.99 (+)1.29
X2 ' 4.18 3.74 3.48 4,10 - (+10.70
X8 23.01 10. 41 19.58 1z2.61 (+)3.42
X4 14,45 7.99 15,94 11.30 {(-)1.49
XS 67.88 17,39 63.38 32.80 (+)4,.50
XB 10.75% 7.33 12.77 12,30 (-rz.0z2
X7 41,69 28,32 72.69 31.29 (-)31.001(35)
X8 115,87 30.70 10&8.73 27.51 (+)6. 94
¥q 82,009 59,60 52.09 46.72 (+)30.00(1)

~J
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Comparison of charsctecristics of F.®.0. firms and 0.0. firms

(Period - 3 years)

Variables : 0.0 firms(N1=33) F.O.O.firms(N2=67) Differerce

Mean S.D. Mean S.D. of mesns
Xl 7.67 6.67 5.54 4,76 (+12.13(c)
X, 5.20 4,54 4,08 3.83 (+)1.12
X; 27.27 20,18 20.18 15.70 (+)7.04 ()
X4 13.87 11.30 20.90 21.10 (=)17.030m)
X5 89. 34 18.70 66.13 26.50 (+)3.29
XG 13.86 10.27 15.869 12,70 (-11.73
X7 33.19 49,26 73.23 58.05 (-140.04 (&)
XB' 113.50 35.83 104.79 27.99 {+)8.71
Xg 90.65 5G6.75 65.17 47.24 {(+)25.48(b)

MNotes - ) Significant at 1% level (b at 5% level

@) at 10% Level

The analysis provided in table 3.3(a) and 3.3(b) are
in consonance with the results <chown in table 3.2 . Results
obtained in the latter tables are more reliable than that of
table 3.2 in the sense that, it helps to identify the variables
that can statistically show the differences in characteristic
between two groups of firms. Hence, elements of reliability and
validity are more in thece tables.

The results in the two tables are self explanato;y. As the
table contains = large amount of innate information, thév réquire

some discussions. As

10}

tated before, in most cases, the variables of’
institution owned firms have lower values in comparison with

others. Valuation ratio and debt-equity  ratio show very high'



gtatistically significant differences. In additicon to thiw., for
three year analysis, growth rate‘of assets, growtﬁ rate of sales
.and pre-tax profitability also show significant differznces.
Differencesiin resul te for the two'periods may be due to the .reason

that variations in performance are smoothened out to

)
o)
{
o
-
'ad
o
-
3

extent for longer periods of time. However in both the casssz. the

statistically signifiéant aifference of )(_1 and X9 are conficrmed.
Again' it would be appropriate to point out "here that

profitabili%y, growth, valuation ratio, debt equity g¢atio are

interrelated with one another. Though their relationship mayv not

always be linear, it is apparent from the analysis that firms wi

flad

h
1 ow financial institutional equity holdings have higher

profitabilities =zand heace higher valuation ratios. Howsver, the

‘

nature of relalionships belweon theaso vardabdles g oan extonnively
debated issue and requicres further investigation. According ta ane

school of thought, corporations by using more debt in their cazpital

b o

Structure‘ can ensure high returne to thelr equity sharsholderz. Ye
believe, this logic cannot explain fully-the reason for increzased
use of debt in the capital structure of institutional owned firm.
FPerhaps, the most appealing reason is, firms with already high
institutional equity holdiﬁg prefer to raise additional funds by

the issue. of debentures instead of equity with the hope thzt

would reduce the scope of intitutiocnal underwriting and therehy
further concentrztion of shares in the hands of the institutinns.
Though, some part of this debt capital is later =zubiect to

conversion into equity, vet issue of debt becomes more instrumental
in reducing shasre concentration rather than eqguity issues., Now, the

high dose of debt pumps up the earnings available to the

D
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shareholders and this is reflected in the higher return cn nat
worth of institution owned firms. But issue- of debt puts a ctrain
on the debt servicing capacity and increaéeé the riskiness of tﬁe
firm. This risk enhancement has an adverse effect oﬁvthe value of

the shares in the market. Thus, though return an net worth of high

risk institution owned firme are higher than the ‘'othere', the
adverse effect on the morket value of shares of these highlv gearad

firms ére relfected in their Tow valuation ratios,

From the above analysis 1t appears that efficiency of
firms are to some extént lost if the institutional holding i=s high.
But ar;iving at cbnckusivs decisions on the basis of s=uch crude
te;hniques.may be misleading. The study has amb]e scope of using
sophistiéated techniguss to arrive at the right conclusion;

Though the anzlysis carried out in this Section has

better reliability than the analysis 1in az. J

)
Lt

.2, yet it uffer

m
0}

from the limitation of incorporation of gstatistical biaz that
usually arises due to pooling of data. This problem has heesn dealt

with in the next cection.

3.4, Statistical dnalysis : =~ The graoblem of 'Pooling
Statistical comparisons of finsncial characteristics of

Fol.0, firms and 2.0, firms on a cross section basi:

n
)\el
—
<
]
i
0
]

the general problem of 'pooling'. Analysis can be done in either of

the two ways (i) =

O

gregating the two groups of firms on fthe basis
of different industries and time periods and (ii) poolirg {irms
across all industries and all years. Now, the guestion arises which:

method is. to be adopted 7

1t is obvious that Jarger samples give more relisble

dvantageous from this "particular «view

results and pooting

oa
[
I
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point. This approach that has been followed so long, however is not
free from some serious shortcomings that might minimise reliability
of statistical results.

If firms are pooled, - then specific industry

. characteristics such as degree of competition, growth

opportunities, barriers to entry etec. which affect firm performance
may to a large extent be camouflaged. Since all industries differ
in these characteristics to some extent, it would be difficult to
isolaﬁe the effect of institutional holding if firms are pooled
together. For example previous researchers have assumed that firms
“within same industries have. similar inveét&ent opportunities. -If
institution owned firms within a particular industry achieve grouth
rates lower than the industry average, then oniy it may be
concluded that considering peculiar industry characteristics,
those firms failed to achieve targeted growth rate and vicerersa.
In addition to this accounting practices used by firms in the same
industry would be more similar than firms in other industries.
However, a very detailed c]ass;fication, though, is more
scientific suffers from the limitation that the number of firms
belonging to each industrial group would be minimum for any
suggestive statistical analysis. Further any analysis based oh
detailed industry classification requires each firm to be assigned
specificaliy to a particula% industry to whiech it belongs. This
approach complicatis mattér in a sense that in the contéxt of
today's large multiproduct and diversified firms, assignment of
individual firms to specific industries according to oné to one
correspondence, becomes difficult, Hence such approach would be

arbitrary to a large extent.



Thuz the above economic concsiderations suggest that it isg
important to do the analysis on an industry basis, since 1L |is
possible that. there might hbe inter-industry differencas in Llhe

characteristic of the firms. The approach of present study has been
.to avoid problems discussed above and  industry classifications have
been done according to RBI guidelines. Again pooling within the
'same industry over the periods 1981-85 and 1981-83 would be in
order from the statistical point of viéw.‘jn the next section, only
three industries :- (is Cotton textiles (ii) Engineering and (iii)
Chemicals have been <considered for further 1investigaticn. The
hgmber of firms,'in each of these qategories are not very large,
but are adequate to yield reliable statistical results. Number of
fifﬁé belaongirg té other industry groups are insufficiant for any

m&aning ful gtatisticél analysis,and are hence ignored.

3.5. Industirywise Analysis :- Test of differences

The industry-wise analysis is undertaken in this section
to avoid tn a large extent the problem of pooling. Here performance
variables of institution wnwned firms' are compared with those of
0.0. firms within the same industry.. Adopting this approach the

rgsults of thres2 industries such as Textiles, rEngineering and

Chismicsle are reported belnw.

[e1]
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Table 3.5

Industry-wise comparison of characteristics

of F.1.0. firms and 0.0. firms.

(z2) Textiles - Period 5 years

Variables O.O.firms(NlT5=14) F.}.O.firms(N2T5=17) Diffzrence

_______________________________________________________ of mesns

__________ Mean_ _____S:B._ ____ Mesn _____S.D. .. ___

Xl 4.96 5.51 3.186 4,08 (+)1.380

X2 3.71 4.50 1.92 3.47 (+)1.79

XB 22.7¢9 10. 42 15.11 10. 88 (+)7.868((c)

X4 16.689 4.15 9.30 6.57 (+)7.338(0)

X5 638.83 17.59 60. 45 47 .42 (+)9.,48

XS 9.27 7,27 8.49 9.18 (+)0.78

X7 58.40 30. 16 37.65 40.85 (+321.75

X8 121.64 35.11 123.41 26.21 (-)Y1.77

X9 81.87 37.27 52.74 32.02 (+)29.13(0)
(b) Engineering - Feriod 5 years

Variables

O.O.fir-ms(Nl

ES

.fFirms (N

Z2E5=17).

Difference

of means

__________ Mean_ _____S.D.______Mean___ ___S.D._ _ _______ . ______.___
Xl 6ﬂ98 4,2 4,48 4.84 (+)2.50

X,7 4,43 3.00 3.20 3.78 (+1)1.23

X; 21.36 9.04% 17.81 12.74 (+)3.55

X4 8.10 5.R0 14.14 12.18 (-)6.04

X5 71.53 21.73 G5. 84 27.20 {(+)5.69

X6 12.41 8.73 13.80 10. 22 (-11.39

X7 49,67 ?3.34 76.65 50.83 (-126.88

XS 121,369 2070 117.10 16.56 (+)4,29

X9 73.44 38.02 g82.21 34.94 (-1)y8.7

o
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{c) Chemicals - Perind 5 years

Variables O.O.firms(NlCS=14) F.I.U.firms(N205=l7) Difference
P of _means ___
__________ Mean_ _____s8.0._ ____Mean ____ S.D. o __
X1 8.64 3.29 6.18 2.86 (+)2.46(b)
X2 6.07 2.50 6.11 2.60 (-)0.0Q04
X3 21.80 9.17 31.83 14,00 (~)9.93
X4 12.15 8.10 21.42 11.80 {(-1)98.27
XS 84,47 12.61 70.09 19. 14 (-15.62
- X6 12.76 4,937 16.91 6.97 (-)4.15.
X7 33.76 18.70 77.85 41,83 (-)44,05(b)
X8 122,18 28.18 116.74 43.03 (+)5.42
Xg 80. 25 29.03 51.52 41.45 (+)38.731(c)
{d) Textiles - Period 3 years
?.
o Variables O.O.firms(N1T3=14) F.I.O.firms(N2T3=17) Difference
e e e of meazns____
___________ Mean_ _____S5.D. _____Meen ____ S5.D. _____ ...
- Xl 5.88 7.23 3.97 4.66 (+)2.92
Xz 4,79 5.22 2.45 3.48 (+)2, 34
X3 35.07 25.09 138. 96 19.85 (+)15.11(¢)
X4 18.23 11.17 11.57 11.18 (+)B.66(b)
X5 73.07 21.17 64,13 23.74 (+)8.94
XB 11.46 8.70 9.11 10.65 (+)2.35
X7 31.50 27.48 34.60 23.27 (-13.10
X8 128.860 40,865 112,71 18.15 (+115.89
Xg 82.24 - 37.16 65.78 22,32 (+)26,461(L)

e
n



(e) Engineering - Period 3 years

Variables O.O.firmst1E3=14) F.I.O.firms(N2E3=l7) Difference
e e e o e o e of means____
__________ Mean _____S.D. ____Mean_ ____ S.D._ ___ L ___
Xl 8.28 5.91 5.97 4,66 (+12.26
X2 5.21 4,10 4,47 2.18 (+)0.7¢
XS 20, 10 13.72 21,11 20.54 (-)1.09
X4 8.54 10.76 12,12 15.80 (-)3.58
XS 70.90 16.20 69.03 18.94 (-31.87
X6 24.06 13.50 20.60 10.85 (+)3.46
X7 48.28 25.42 74.65 52.82 {(-)126.37
XB 119.16 11.80 114.57 16.35 (+14.57
Xg 89.82 40.00 85.53 34,37 (44, 20
(f) Chemicals - Period 3 years
Variables O.O.firms(NlC3=14) F.I.O.firms(N2c3=l7) Difference
e e 0f _meBNS
__________ Mean_ _____S.B._ ____Mesn_ _____S.B. _________ ___ . _____
Xl 8.486 3.71 7.44 5.29 (+)1.0%2
X2 6.20 4,11 . 6.80 4.56 (-1)0.80
X3 11.17 11.94 22.869 12,89 {-)11.52(c)
X4 28.97 17.91 27.49 25.22 (-)1.48
Xs 63. 15 13,20 69.52 33.11 (-)6.41
Xs 15.50 5.80 22.23 11.60 (-1)6.50
X7 30.29 16.76 78.81 45,01 (=)48.52(b)
X8 118.55 28.46 101.89 50.28 ‘ (+16.686
Xg 80.21 47.03 62.683 59. 96 (+)17.53




The industrywise group difference analysis provided abova
shows results which are in consonance with the previous aggregative
results, but are also different from them in certain respécts. In
the aggregative ahalysis it was observed that value of the most of
the performance variables of the 0.0, firms were above that of the
F.1.0. firms. This trend 1is again observed for tﬁe Textile
indutries for both the periods, with of course some exceptions. The
observations in the case of Chemical industry, is of course,
different to a ¢great extent. Here most of the variab}es. except
b

,»¥g and Xg of the F.1.0. firms are greater than that of 0.0.

firms. In most of the cases, debt-equity ratiol(X of F,1.0. firms

7)
are Signifiﬁantly higher. This means that these firms are in a
higher risk class. In the case of Engineering industry, there are
mixed results, but the inclination is more towards the result of
tﬁe aggregative analysis. Such variations ,in results stem from
inter industry differences 1in characteristics. However explicit
reasons for this may be identified from our analyses in the latter
sections.

Another observation which draws our interest is that, for
" the Engineering industry no statistically significant differénces
exist far any performance variable. This assumes importance,
because 25% of the sample fifms are in this category. Statistically
significant differences exlst for Textile and Chemical industiries
and these will be analysed in the disussions that follow.

A careful study of the tables show that significant
diffrences for growth rates, debt-equity ratios and wvaluation
ratios occur most frequently. Growth rates of assets and sales are

statistically significantly different for the two groups in textile
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industry. It can be said that the F.i.O. firms with loﬁer g;owth
rates show financial behaviour which tends towards behaviour of
owner controlled firms.

The resu}ts of the Chemical 1industry however are qguite
different and ﬁere the growth rates of the 0,0. firms are lower
than that of F.1.0. firms and in the case of the 3 year period it
is stastically significant. This is also prevalent in the
Engineering indﬁstry but at a lower magnitude.

Valuation ratio is another variable, where the results,
% - . both in case of the aggregative analysis and industry wise analysis

are in line with thg hypothesis that was formpléted. In ail the
'{;f”cases {except Engineering - 5 year period) valuationratio of 0.0
firms are higher than that of F.1.0. firms and the difference Iis
statistically significant for both Textile and Chemical industries.
Since profitability ratios are higher for 0.0. firms (though not
éfatistically significant) this could probab]y' explain to =some
{extént the higher valuation ratios. Lower valuation ratioc and
profitability. ratios of the F.!.0. firms point out that their
behaviour is somewhat similar to management controlled firms.
The magnitude of difference in X_ and XB are very nominal

6

in most cases and evidence of statistically significant differences

are not found. [t may thus, well be assumed that the

characteristics of the two groups of firms regarding this ratio i

Ul

nearly thg same.>Hdwever, at this stage we will refrain ourselves
froim making any serinus comments on the isswue, i.e., whether goal of
firm changes with rise in institutional holding. Nevertheless,
three major wvariabhles i{.e. profitability, growth and valuation

ratios in gerneral show 3 patierned behaviour.
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Again, it should be cautioned that inferences froq this
type of simple analysis may not be neat‘enough. Incorporatinn of
industry characteristics and subtle relation between the varjables
should be identified before drawing conclusions. However, hefore
going 1into these discussions, a simple statistical analysis,
commonly known.as 'Distance Analysis' has been performed in the
next section. ihis analysis will help to 1identify the variables
that can discriminate bepween different groups of firms,

3.6. Distance dnalysis

So far in the previous section we have seen through
test of differences of means that there are sdme Oariab]es which
can discriminate between the groups of 0.0. and F.1.0. firms. Now,
it becomes necessary to measure the extent of discrimination
achieved by the ‘significant"variables. Putting it in aﬁother way,
‘it is necessary to measure the degree of overlap_between the groups
with respect to these variables. For example, if on the basis of
observed values of one of these variables, we try to classify the
entire populafion of firms, into the a priori groups of 0.0. and
F.l1.0., firms {using of course the percentage of equity holding by
financial institution,l the proportion of firms misclassified aﬁ a
result of this exercise would given us some idea of the extent of
discriminatipn bethep groupsxachieved by the variables and could
serve as an index of the degree of nverlap between them.

This 5robablity of misclassification can be simply tftound
out by using the 'Mahalonobis Standarised Distance Analysis.'[P.C,
Mahalanobis, 19361 Model. According to this metheod the distance
between the two groups is defined as being equal to [d/s], where .

'd' is the diffrence between the means of the two groups and 's' is

89



-ah estimate of their common standard deviation. If the variables
‘arenormally distributed énd have equal variance in both groups and
the two populations are of the same size, there i35 a simpie
relationship  between [d/s) and the probability . of
misclassification. Some values of this probability o f

misclassification for given values of [d/s] are shown below :-

S 4 - V- S Probability of misclassifications(%)
0.000 50
0.251 45
0.501 40
0.771 35
1.049 30
1.349 25
1,683 20
2.073 15
2.563 10
3.290 )
4 653 1

Adapted from Ajit Singh 'Take Overs' Cambridge University

The figures indicate that the two groups are

indistinguishable, 1i.e. the probabilitis of misclassification 1is

maximum (50%) yhen it d/s 3=0. 1In géneral as the diffefence between
the means increases and. the estimate of their common standard
deviation decreases the probability of misclassification decreases.
Although strictly speaking the relationship between d/s and the
probability of misclassification holds only under the stipulation

mentioned above, the statistices d/s can nevertheless be used as a

o0



rough index of the degree of overlap.for most of the variables aof
the present study.l

Tables 3.6 show mean differences and distance between two
groups classified according to institutional equity holding for the

whole sample and the three different industries.

Standarised Distance between 0.0. firms and F.1.0. firms

{a) Aggregate data - 5 year period (N1=33,N7=67)

Difference of Common standard - [d/s]

Deviation

2.02 9.91 0.20
31.00 44,80 "~ 0.89
. 0a ' 29,10 0.24
30.00 . 53.16 0.56

w
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Variables Difference of Common standard (d/s1]
___________ o__.mesns____.__________ Devistion  __________
Xl 2.13 5.71 D37
X2 1.12 4,21 0.27
Xa 7.09 18. 10 0.38
X4 7.09 16. 20 0.43
XS 3.29 22.60 0. 15
XG 1.73 o 11.48 0.15
X7 40.04 54 0.74
XS 8.71 31.91 0.27
Xg 25, 48 51.898% 0.49

(c) Textiles - 5 year period (N =14, N =17)

1T5 2T5

Variables Difference of Common standard [d/s]
e mMeaNns __ _ _ ___ o _.__. Deviation ___________________
: Xl 1.80 4,78 0.38
1232 1.78 3.98 0,45
.;XS 7.68 10.65 0.72

'34 7.39 5.36 1.38
-‘x5 9.48 \ 32.580 0.29

XS 0.78 : 8.23 0.

X7 21.75 35.580 0.

X8 1.77 30.66 0.06

X9 28,13 34.64 0.84

o
I



Variables Difference of Common standard (d/s]
_________________ weans_______________ Deviation _______
Xi 2,50 4,56 0.5%
X2 1.23 3.39 0. 36
XS 3.55 10.81 0.33
X4 6.04 8,98 0,67
X5 5.68 24.46 0.23
XS 1.3% 9.47 0. 15
‘X7 26. 98 37.11 72
'XB 4. 2o 14.63 29
X9 8.77 39.94 0.24

Fe) Chemicals - 5 year period (N1C5— 005

Difference of Common standard [d/s]
________________ _means _________.____ . Bevistion ___________________
Xl 2. 46 3.07 0.830
XZ 0.04 2.55 0.02
o Xa 8,493 11.58 0,86
> X, o,z 9.95 0.93
X5 5.62 15.87 0.35
XG 15 5.87 0,69
X7 44,005 30. 26 1,46
X8 5,42 35.60 OTlE
Xg 3&. 73 35.24 1,10
(
o3
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Variables Difference of Common standard [d/s]

_________________ means_________.__.___ . Pevistieon _____________ . ____

X1 2.82 5.94 D.49

X2 2,34 4.35 .54

X3 15,11 22.82 0.67

X4 6. 86 11.18 0.58

X5 8.84 22,45 0,40

te 2.38 9.67 0.24

X7 3. 10 25,38 0.12

XB 15.89 29.40 54

Xg 26,46 28.74 89

{g) Engineering - 3 year period (N1E3‘8,N2E3=l7)

Variables Difference of Common standard (d/s]

___________________ means _______________PRevistion ___________________

X1 2.28 5.28 0.43

X, 0.74 3.14 0.24

X3 1.08 17.13 0.0¢

X4 3.58 13.28 .27

X5 1.87 17.57 0.11

XG 3. 46 12,17 Q.28

X7 26.37 39 37 |

¥g 4.57 14.07 0.32 1

¥ g 4. 26 37.18 0.11 E
}

Ko
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- 1C3 2E3
Variables Difference of Common standard (d751]
_________________ means__________.._..Beviatien ___________________
Xl 1.0z 4.5 0,23
X2 0.60 4.33 0.14
13 11.82 12.486 0.92
XA 1.48 '21.56 0.07
X5 6.41 23.15 0. 28
X6 6.50 8.75 0.74
X7 48.5%2 30.93 1.56

) XB 6.G66 38.87 0.17

- L 17.53 53.49 0.33

The above +tables clearly demonstrate that for the
aggregate dats, the distance between the two groups is not
significant. The value of / d/s /7 for most of the variables is less

than 0.5 showing that there may be a 40-45% chance of

misclagsification. Though the /7 d/s / statistic holds good far

sémples of uneqgual sires, yet it may be peinted and hers, that,

since the sample of F.1.0.firms are double in number when compared

to the 0.0. sample, #therefore some minor distortions may hav

Q

crept in. Samples nearly of equal size would posibly have improved
results. However the picture shows some improvement when the

industry-wise analysis is undertaken. Here many variables have

0

/ d/s 7/ wvalue of more than 0.7 indicating a probabilities of only
35% of misclassification. Special mention may be made to the

valuation ratios, debt-eguity ratios where the average probabiiity

of misclassification 1&g 30-35%. For the Chemical industry. the
(: variable X?(for both the periods) has only a 20% c¢chance of
misclazsification. In genecal this test <does not show large
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sta£i5t1031 difference batween two‘groups of firms. In other words
behaviour of firms do not show significant variation with rises in
institutional hofding.

The tests in the previgus section however showed us some
significant differences’ in pe{formance variables. Anaother
alternative to test the hypotheses may be taking recourszs to
non-parametric tests. The findings of the parametric tests and
non-parametric tests may be considered together to arive at valid

conclusions.

3.7. Non-Parametric Statistical Analysis

3.7(a) Rationals

The underlying assumptions of parametric tes? statistics
that have been rezlied so long may be stated as follows :- (i)
populations must have a normal distribution (ii) population must be
homoscedastic (iii) variables involved must have been measured in
at least an interval scale etc.-The;e conditions are not ordi&arily
tested, they are generally assumed to hold good. The meaningfdlness
of the results of a parametric test depends in the validity of

these assumptions.

[N

A non-parametric test on the other hand does not spéc fy

conditions abiout the parameters of the population from which Lthe
sample was drawn, Obviously, thére are a few assumptions of most
nonparametric statistical tests i.e. the obsegrvations are

independent and that +the variable wunder study ‘have undeclying

continuity. However theze assumptions are fewer and weaker that

t+
=
pe
n
18}
[

ssaociated with parametric tests. Moreover non-parametric

tests do not reguire measurement so strong as that required for the

[fu)
(9]



parametric tests; most testes apply to data in an ordinal scasie =nd

also in some case to & nominal scale,
In this study in case of non-parametric tests, data have

hean changed fram scores to ranks. uch methods may draw criticisms

i}

that 'they do not use all the information in the sample', or that
‘they throw away information'. To find.a reply to this obijection,
it would be worthwhile to answer this guestion : of the methods
availablé, parametr{c and non—pa}ametric. which ~uses the
information in the cample most appropriately ? The answer to this
question depends on the level of measurement achieved in the
research and on the researcher's knowledge of the population. If
the measurement is somewhat weak in an interval scal e, then
parametric tests might genérate misleading information which may be
more damaging than- throwing away information."Moreover, the
assumptions which might be made to justify the use of paramstric
tests usua]iy rest on conjecture and hope, for knowledge about
population parameters are invariably lacking. Finally for some
population distributions a non-parametric ‘statistical test is
clearly supefior to 'a parametric test". .. [(Whitney, 19483J., I+ is
also necessary to mention here that if sample sizes are as cmall as
n=6 as in the case qf Chemical industry, [below 25% firm for this
studyl the use of non-parametric teéts is the best recourse.

(b)) The Mern-Whitney o Test |

This test is used fto test whether two independent groups

[y

have been drawn from the same population. This is one of thes most
powerful non-parametric tests, and 1t is a most useful alternative

to the parametric 't' test when the assumptions of the 't' test

are sought to be avolded.



In this =s=tudy, we have‘samples from two populations -
(A) where institutional holding is equal to or greater than Z5%
(B) where institutiacnal holding is smaller than 25% .
’ The null hypothesis is that A and B have . the same

distribution. The alternative hypothesis, H

1,.against which we test

HO, is that A stochsstically differs from B, a non-directional

hypothesis,

For the purpoce of computation of 'U', for féirly iarge

values of n, and n, (n, = no. of observation in group 1 and n, = no

1 1

Lo

. of observations in group Z) first, it is necessary to assign rank 1

" to the lowest score in the combined (n1 + n,) group of scores, and

AW

then proceed so in ascending order.

. Then,

-
1§

[\SINEY
[

or, eqguivalently,

For very large samples (nland n,» 20), as n, and "n,
~increases the samples the sampling distribution of U rapidly
approaches the normal distribution. Thus the test statistic U

requires a '2Z' transformation in the following manner.

((nl)(nz)(nl+n2+l)}/12
The results of the Mann-Whitney 'U' test for the whaoale

sample and for the three different industries are given below :-
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Results_of Mann-Whitney U Test-An_Intergroup Compariso

n

Vari- Whole Sample

able nl=33,n2=67

Textiles
nlT=14,n2T=17

Test Statistic U

Engineering
nlE=8, n2E=17

- . Bt et e v o e bt e o T m o e T =t e —= — rr oo i e . A A = o e e e e e e e i e e e e e e e

ni denotes number of firms in

the -‘others group.

?-,nz denctes number of firmse n the 'F.I.O.°

séctions 3.3

and

3.5. For the whole

group.

Interesting of course is the fact, that these results hav

samplie, differences

2

‘a-close resemblance with the results of the 't' test carried out in

in

debt-equity ratio and valuation ratio are significant at 10% level.

For the Textile industry significant differences are observed for

and 4 variables

respectively.

;How significant differences for the chemical industry.

Befor

non-parametric

2

+

con

=

st

menting

=]

confirm

3

Growth and debt egquity ratino also

specifically on whether the results of

the results

nf

the parametric

tests

it

e - Syrs___ 3yrs_______ Syrs____.3.yrs_____ S_yrs___ 3 yrs___ 5 yrs___ _3yrs___
\J§Tf 0.71 0.65 86.50 79.00 51.00 48. 00 11.00 24.00
) X2 0.89 0.88 85.00 75(d) 40.00 63.00 26,00 25.00
X3 1.61 1.59 50(b) 66 (c) 2,00 79.00 24.QQ B(b)
.X4 1.57 1.60 80.3(c) 75(d) 55.00 62.00 24,00 20.00
'35 1.22 1.13 77.50 79.00 53.50 45,00 21.00 25,00
3X8 0.52 0.45 101.00 104,00 60.00 45, 00 25.00 23.00
X7 1.65(d) 1.7(d) 34.00 102,00 49,00 52.00 10.00(c) ZE(b)
. Xg 0.88 0.94 101.00 85.00 66.00 56.00 26.00 25.00
¥g 1.77(d)  1.72(d) 75(d)  75(d) 60.00 65.00  24.00 27.00
<  significant at 1% levsl (b Significant  at 2% level - <& Significant  at
: level (d) significant at 10% level. .




.«ﬁ‘ .is necessary to carry out other relevant non-parametric tests

Vike

the Wald-Wolfowitz Runsg test and the Kruskall-Wallis test.

(c) The Wald-Woljfowilsz Runs

This test is applicable when we wish to test the null

hypothesis that two independent samples have been drawn from the

same population against the alternative hypothesis that twe groups

differ in any respect whatsoever. That is, this test can reject HO

if two populations differ in central tendency, variability,

skewness, or in other way.
To apply the test to data from two independent samples of

size n, and n, we rank ny + n, scores in order of increasing size.

This means, we cast the scores of all subjects in both groups into

one order. Then we determine the number of runs in this ordered

series. A run (R) is defined as any sequence of scores from the

same group (either group A or B).

For large samples (n1 and n;, both » 20), the sampling

)

distribution approaches normality. Thus the test statistic R

requires '2' transformation. This is done by the following formula.

4

B -
nln2 '
A i e
ZrgnglEngn =0y T Ng!
(n1+n2)“ (nl 4 n2 - 1)

The results of this test for the whole sample an for the

three different industries ars shown in the table below.




Takle 3.7(h)

Results of Wald-Wolfowitz Runs Test-An Intergroup Compariszon

Vari- Whole Sample Test Statistic R .
able _n1=33,n2=67_ el
2_Statistic Textiles Engineering Chemicals
niT=14,n2T=17  nlE=8,n2E=17 ni¢=6, n2¢=9
5y e —m__.2_¥Is_ 3yrs_______ Syfrs___8_yrs____._ S yrs___38_yrs___S_yrs__.__3yrs_
;; Ky 0.51  0.65 17 13 13 8 8 9
R P 0.73  0.69 17 13 10 13 11 9
€r<;.x3 0.99 1.32 12 10(a) 11 11 11 4(a)
o X, 0.83 0.70 10{a)r 15 11 .9 3 8
Ly 0.55  0.57 13 14 13 12 10 7
Xg 0.42 '0.53 21 17 8 12 9 9
x7 1.82(b) 1.75(b) 10(a) 10(a) 14 13 4(a) 4(a)
Xg . 0.71 0.77 15 11 13 1z 9 11
Xg 1.67(b) 1.71(b) = 10(a) 9(a) 14 13 5 10
@  significant at 5% level.  (»  significant at 0% level n  dsnotes  num

with
out

pﬁol
sign

in t

test
/. stat
the

20.

_of firms in -‘others’ group and n  denotes number of firms in “F.I.O0’group

The results of the above analysis are quite in consonance
the resufts of Ythe ‘Mann—Whitﬁey' test and 'ft-test' carried
earlier. Significant differences are noticed in valuation’ratio
the debt¥equity ratio. Specially for the debt egquity ration, fthe
e sample and two industries show differences that are
ificant . However 'assst growﬁh‘ shows significant differences
wn cases only.
Though this test confirms the results of the =esarlier
s, little is known about its power-efficiency. Smith [ 1353 |
es that empirical evidences indicates that. power-efficiency of
Wald-Wolfowitz test ig about 75 per cent for 'sample sizes near

Congidering this aspect, to ensure fufthef reliability 1in
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results, would be bhetter to carry out the 'Kruskal Wallig!
: éna1ysis.The Kruskal-Wallis test has a power-efficiency of 95.5 par
6ent [ Andrews 1954 3 when compared with the most powerful

“.parametric test, the F.test

(d) The Fruskal-Wallis ANOVA &y Rarnks

e o et e s e e = . t —r e b e e ot et o Mmoo e e o —

As mentioned in the previous discussion, this particular

test is highly efficient and witl be used in this part of the study

s

“to try and re-inforce the findings of the earlier sections. The

K-W-Anova by ranks is an extremely useful ftest for deciding whether
g independent samples are drawn from different populations.

Sample values almost invariably differ somewhat, and the guestion

is whether the differences among the samples signify genuine
population differences or whether they represent merely chance

variations. This technigue tests the null hypothesis that 'K

samples come from the same population.

In the computation of K-W test esach of the n observations
are replaced by ranks and all the scores from all the samples
combined are ranked in a single seriesi Then the sum of fthe ranks in
:?/ gach sample is found. The statistic 'H' used in'the K-¥ test is

found by the following formula

K .
_ 12 2 N ,
Ho= --3%---- Y R/ ng ) -3(N+1) where, K=number of samples
N(N+1) ) ] :
=1
N = total number of cases Rj = sum of ranks in jth sample.
H is distributed as Chi square with degree of freedom = K - 1
In this analysis K = 2, because there are only two groups. The

shown below

o

<
n
—y
w
)
[
o

results of the K-V zna
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4. : Table 3.7(c)

Results_of the Kruskai-Wallis Test-An_lntergroup_Comparison

Vari- Test Statistic H
Bbhles e e mm o o e e oo
Whole Sample Textiles Engineering Chemicals
n1=33,n2=67 n1T=14,n2T=17 n1E=8, n2E=17 n1C=6, n2C==¢
SR §_yrs_ 3yrs_______ Syrs__ 3. yrs_____ 5 yrs__ 3. yrs__ 5. yrs_ __ 3yrs___
% 0.55 0.61 0.65 1.2 0.98 1.36 0.55  0.13
0.75 0.862 0.76 1.71 0.48 0.07 0.01 0. 086
1.02 1.12 5.76(b) 2.90 0.54 0.41 0.12 S.02{c)
1.64 0,83 3.871c) 1.71 0.57 0.12 0.13  0.68&
0.56  0.93 1.43  2.35 0.23 1.86 0.50  ©.13
0.03 0.12 0.01 0.01 0.06 1.79 0.05 0.22
2.75(d)  3.04(d) 1.23 1.02 0.84 0.87 4.010c) 5.01(c)
0.04  0.46 0.03 0.76 0.01 0.49 0.01 0.0
2.84(d) 2.72(c) 4.07(c) 3.89(c) 0.22 0.03 0.12 0.01
Not@:- (b) Significant at 2%, (¢) Significent at 5%, (d) Significant at fo%_

The above table shows that for the variables debt-eguity
- ratio and wvaluatien ratio for the whole sample, the nuil
5
:h§pothesis is rejected at 10% level. This actually confirms the
results obtained by the earliear parametric and nonparametric
tests. The results obtained for the industrywise analysis however

do not give wus any strong evidence that the samples were drawn

from different populations. Howsver, for a few variables, like

valuation ratio, and” growth ratios in case of Textiles and
debt-equity ratio and arowth ratio in case of Chemicals significant
differences are observed. Detailed Jdiscussions on such behavioural

wd}fferenoes are not carried out here, because these non-paramebtric

tests were carried out to complemnt the results of the parametric
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It is to be mentioned here, that the non-parametric tests
used in this section are not free from criticism. Conversion of

interval scale data into ordinal scale data may have subdued some

information, thus reducing the credibility of such tests. Howaver,
if the findings of the parametric and non-parametric tests are
considered simultaneously better inferences regarding the

hypotheses under consideration may be drawn.

3.8. Conclustons

The empirical studies conducfed in this chapter have
mainly revolved round the following issues :- Whether it is
poeaible to differentiate of discriminate between the two groups of
firms (i) institutional holding higher than 25% (ii) institutional
holding lower than 25% on the basis of various financial variables,

A first glance at the relative characteristics gave the
evidence that most of the performance variables of the financial
institution owned firme were lower than that of the ‘'other' firms.
The financial institution owned firms are virtually government
owuned firms., These firms are managed by individual or groups on

behalf of the government. 1t 1s apparently felt that managers

failed to efficiently manage the resources entrusted to them by Lhe

government.
However, differences In performance are in some cases nof

statistical significant. Consistent statistical differences

ny
=
o

observed in case of valuation ratio and debt-equity ratioc mainly
However, influence of institutional holding on firm performance
cannot in proper csense be measured if the variables are considered

one at a time. Univariate analysis can identify only in a
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restricted sense the difference hetween financial behaviour of
F.!1.0. and 0.0, firms.

Specific inferences regarding institutional holding and
its relationship with corporate financial behaviour can only be
drawn when effect of all interactive variablés are considered
together. The is?ues that need to be examined in this context are -
what variables other than ownership type affect the performance of

the firm ? Whether the cumulative effect of all variables

considered together can discriminate between the two ¢groups of

firms ? Do financial behaviour of firms improve with rise in equity

holding 7

A detailed cross-examination of these issues would be

_dealt with in the next chapter.




NOTES ¢ CHAPTER THREE D

1. [If the samples are wunegual in sizes, as is seen in the present

‘case, the statistic d/s can however still be used as a measure of

degree of overlap befween the groups. Fof a detailed discussion s

ee
Ajit Singh, Takeover, Cambridge 1871, pp. B3-69.
2. Kruskal & Wallis ( 1952 ) found for small significance levels

(10% or less) th

g

true level of significance is smaller than the
stated level of significance associated with the Chi-sgouare
distribution, This idicates that the Chi-sgquare approximation

furnishes a conservative test in many if not most situations.
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CHAPTER FOUR

D el e L e T S

INSTITUTIONAL HOLDING - ITS EFFECT ON CORFORATE PEEFORMANCE
MULTIVARIATE ANALYSIS : - STAGE 1

I s B Y S — ——— - S - G - Gwy G D = VS Wy Sy B> R T Gt M S ey W Y S W S e e AR M S MRQ mmp M M GhP WS R M G A e G S = — = s o

In the previous chapter, differences of financial
characteristics between 'financial. institution owned' and firms
‘owned by others' were highlighted, using both parametric =and
non-parametric univariate statistical technigues, Significant
differences in. performance were found in some cases However, s5uch
univariaste analysis had the limitation of noﬁ taking into
consideration the cumulative effects of all the Variablés on the
overall performance of the firm.

The present chapter is designed in a manner, so that
refined statistical techniques give wus an insight into actusal
performance of the firm considering several variables together. 1In
other words univariate analysis will be replaced by multivariate
analysis to i%vestigéte the effects of institutional holding on
corporate performance.

Precisely, some of the 1ssues which will be vigorously
investigated in this chapter is as follows :-

{1) What 1is the actual cause-effect relationship betweén
inétitutional equity holding and pecrformance of firms., Or, in other
words, does corpofaée performance improve or worsen with rise in
equity holding 7

kii) To what extent gan differences Iin performance variables:
be explained by ths degree of .equity ownership by‘ institutidns

together with other related financial variables ?
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Examination of these issues will be helpful for a better
understanding of the effeat of nature of ownership on the

efficlency of the filrms, Application of wvariocus mulitivaria

,_,,
)

techniques is a right step in this direction and the findings baced

on such sophisticated analysis will pose the path for oz

HE

satisfactory solution of the policy issues of the present study.
The order of discussions of Chapter IV will be as follows:-

ig

n

1. For illustrative purposes, simple correlation analy
between institutional holding and different performance variable

will be carried out.

Z, Then, after discussing methodological issues of multip!

m

regression analysis and rationale of selection of variables, the
results of the multiple regression analysie will be presented and
interpreted accordingly.

3. Summary of +the findinges of all these exercises will be

given at th end of the chapter.

The primary objective of correlation analysis is to
measure the stfength of degree of linear associafion between two
variables. The sign and fractional number of the correlation
co-efficient 'r' (which lies in the range +1 to -1) indicates the
direction and magnitude of the relationship between two variables x
and‘y. |

Table 4.2 precents thé gsimple correlation co-efficient
between different performance criteria used in the study such asz
profit, g¢growth, wvaluaticn ratio, leverage etc. and insttutional

holding as independent variable. This analysis is mainly pressented

109




-
=

for illustrative purposes and will be used as the first
initiate further discussions. These results may be considered alung
with the findings bazsed on cother multivariate analyses carried gut

in the latter sections. The hypothesis that is to be tested here is

that there is either a negative or positive relationship between

institutional holding and different variables (H r # 0), against

1
the null hypothesis that there is no relationship between them (H

]

= 0l.

Tables 4.2

Simple Correlation-Co-efficients between Financial Institution

Holding and Financial variables.

e mcmmcemmmmemeeee____-_18) Whole Sample (N_=_100) ______________.
Variables S_year _ayerages_ _________ 3_year avers
e ememmmmmmmmmmmme e Dt valuwe __r_________%
Pretax profitablity (%1} -0.935  0.9258 -0.2536 2.
. Posttax profitablity(Xx2) -0.0786 ©0.7783 -0.1479 1.
"Growth rate of asset(X3) -0.2433 2.4833b -0.2689 2
Growth rate of sales(%4) +0.2016 2.0375° +0.2326 2
Retention ratin (%5) ~0.2623  2.6889° ~0.0736 0.
Return on net worth (X6) +0.0375 0.68685 +0.1275 1.
Debt-Equity ratio (7)) +O.3541 3.7483°% +0,3226 3.
Ligquidity ratio (48) -0.2228  2.2059° -0.1935 1.
Valuation ratio (%9) 0.3648 B.B?SBQ -0.2345 2

al
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e tBb) Textile lndustry (N_=_31) . . ______
Variables §_yesr sverages__________ 3_vear sveinges |
Bt valye 0. v value
Pretax profitablity (X1) -0.0990  0.5385 ~0.0535  .2910
Posttax profitablity(X2) ~0.0962  0.5204 ~0.0452 - 0.0438
Growth rate of asset(X3) -0.3064  -1.7333% _0.3123 1.7703%
Growth rate of sales(X4) ~0.3589  2.0713° ~0.3094 - 1.7521°
Retention ratio (£5) ~0.3010  1.6998° -0.221%  1.2255
Return on net worth (X&) ~0.0435  0.2349 -0.1669  ©0.9115
Debt-Equity ratio  (X7) ~0.3025  1.7091% +0.1473°  0.8987
Liquidity ratio (%81 +0.0952  0.5149 ~0.0772  5.4199
Valuation ratin (191 -0,.3593 2,0733° -Q.3748 2.1770°

Qariables

L value

._éretax profitablity (%1)
+Posttax profitablity(K2)
'Gnowﬁh rate of asset(i3l)
Growth rate of sales(%4)

- Retention ratio

(X5)

Return on net worth (45)

Debt-Equity ratio (7))

‘Liguidity ratio (48
- Valuation -ratio (X9)

+0,

+0.

+0,

L0086
.01z

L1423

0, 0362

. 0503
0B33
0667
. 0455
1462

0.0288
0.0576
0.6894
0.1738
L2414
4237
. 3202
.2181
.7087

o O 0

(@)

________ 3_ysar _sverages
r t value
-0.1484 D.7116
-0.0744 D,3567
+0.0182 0.0875%
+0.1208 0.5786
-0.2634 1.2837
-0.1305 0.8257
+0.2339. 1.1537
-0.2069 1.0144
+0.0885 0.42380
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= Chamical Industry (N

(k1) .7

. Pretax profitablity

-0.1151 0.4177 -0.1755 0.6501%
Posttax profitablity(¥2) +0.20208 1.0965 +0.2082 0.7713
" Growth rate of asset(X3) +0,3943 1.5469 +0.3885 1.5665
FEGrowth rate of sales(¥4) +0.0439 0. 1586 +0.0362 0.1303
‘Retention ratio  (X5) +0. 2815 1.0579 +0.2348  0.87105
‘Return on net worth (X6) +0.3001  .1.1338 +0.4043 1.5%40

debt-Equity ratio  (X7) +0.3781  1.4726 +0.4825  1.9862°
Liguidity ratio ($3) -0.0769  0.2773 -0.0887 0.3199
‘Valuation ratino (X9) ~0.4289  1.7120 ~0.4539  1.2371%
ay  Significant at 1% lavel (o S.'i.gr.'\f.i.ca.nt. 2% leveal (=) Significant at
Generally, it becomes an ardﬁous task ~to substantiate or
géneralise any opinion on the basis of zero order correlation
ahalysis. But the information that flows in from such analysis
- may in no case be considered as trivial. Some of the results
Qayéilable from the above tables are énalysed beiow Hied
; (a) In general, the whole sample as well as the Textile and
1:Tfngineering indusftry shows that a rise in equity holding is te some
“iaxtent associated with a decline in performance of firms. This
fesult is in congruity with the results obtained in Chapter
ITl, where 'F.I1.0.' firms show inferior performances than

'0.0.' firms with respect to most of the variables.

(b) For thevwhole sampl e, it is observed that significant
"relationship exists between {inancial institutienal holding and
performance of firms in 12 ot of 18 cases. Among these

’F 12 cases, growth rate nf sales @ and debt-equity ratio show
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positive significgntlmeiatiaﬁship with ingtiéutionél holding
The other significant re!ationships are.hdwevér, negatigeu

It is interesting enough, thai'growfh evéluated in term
of two variabies Show:contrastigg.feeults. In other words growth
rates of assets fall and growth fate of sales rise with the riss in
iﬁstitutional equity holding. It seems financial institution owned
firms prefer é:lbwér'retention ratin, thus resulting in lower funds
for asset growth. On the other hand, in line wifth Baumols Séle;
Maximising Hypothesis (1867), ménagers controlling *'F.L1.0.° ffrmf
seekA.to aéhieye higher growth rates, Lower - profitability, !oﬁer
growth rate of assets of EIO. might have influenced their valuation
ratio. This is to some extent evident from the fact that negative
relationship between financial institutional holding and valuation
ratio are significant at 1% level and 2% level respectively for the
5 year and 3 yeér periods. No attempt is being made in this section
to discuss the exact nature of relationships between all the
variables. Effect of institufional holding on several wvariahles
together will be examined in the latter sections.

(c¢) In the industrywise analysis, Chemical Industry shows a
completely different picture when combared to .the other ftwo
industries. It should be cautioned here, that findings relating to
'Textiles' and 'Engineering Industries be considered with some
reservation. Textile firms incldde, cotton, synthetic. silk, wonlen

and alsn jute t

M

xtiles. Though all these industries can be grouped
under the broad heading - 'Textiles', yet industry structurs and
characteristics for all these industries are different asnd might
lead to a possible source of bias in the findinés. The same logic

applies to Enzineering Industry which includes 'General
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Engineering’', "Elechiriosl equipm&nts; and .’Met51 :ga%}éys ‘and
structures’

(d) For the textile indusﬁry, most ofn the berf@rmance
variables are ﬁegativaly dorrélated w%th"institupionaf holding.
Even growth rate of sales and'debt equity yatio. which had prneitive
resul te for the total sample, showé significant negative
relationships., QOut ofi thé }8' caseas. Lestgd, 8 cases demonstrate

significant negative relationship; This points out that in a2 way

‘corporate inefficiency in this industry rigses with institutional

holding.

{e) No signifiéant relationship between holding and performnce
can be observed f;om the resulte in the Engineering Industry. The
results for the two periodé show, that though the assOciétion
between holding and performance'is smgll, yet 1in general, it is
négative. These result are again in conformity with those obtained
in Chapter 1[1]l. The exception here is the valuation ratio (Xgh
which unlike the nther industries show a positive relationship.

{f) As mentioned earlier in Chemical industry relationship

between holding and performance is positive in most of the case

ul

It is in econtrast to the results of

s}

ther ftwo industries. In

(o]
Q
~t

the 18 cases tested, this is a n

O

gative relationship. Valuation

ratio when correiated with holding shows the highest negative

o

correlation coefficients and is significaﬁt for the 3 year period
at 10% level. ‘Debtﬁégquity ratio (X7) has positive correlation
co-efficients; and in!Sqe case 1t is Significént at 10%. This is a
sign of increas= of riskines of the firms with rise in

institutional hol!ding. On an a regate, results obtained for this
2 gg g

industry are mixed and show some deviation from the resultis of the

[
[y
iul
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other industries. In this case with a lower profitability fi

gure
and higher grouth figura. the behaviour of F.M.O. firms do give us
a slight hint as behaviour like managément controlled firms.

Above analysis though reveals some information, yeft it is
based on the assumpfion that institutional ownership is the only
factor that influences the performance variables selcted for the
study. Apart from equity holding, it is natural that a numhber of
other variables relating to market structﬁre, size of the firms,
concentration etec. also may affect the performance of the firms.
Again the interactive effects of the different variables taken in
this study cannot iIn any «case be ignored. Therefore proper
statistical techniques that can really find out the effect of
institutional ownership on firm performance considering all related

variables must be wused. Thus in the next part of the analysis

Multiple Regression Analysis has been used.

4.3. Multiple Regression Analys

" Multiple regression analysis deals with the estimation of

the conditional mean of a random wvariable, Y, from several X
variables, rather than from 3 single X, Statisticians have
formulated seversl different mathematical models for this

technique. These models differ from one another primarity in the
assumption about the wvariables they include. The basic eguation

relating these variables may be writften as;

This equation states that the Y value for the ithg individusl is a

[
—
an



function of P + 1 constants, the 3 , the wvaluyes for the 1ith

3

individual on P independent variables, the Xp and an error ef

This equation can be expressed in matrix from

Y T X [T+ @ ...c0isssese.s.-Where

y 1 % | S 1 2 (" )
Y=ur:13 g o= 0 bt P g e =gt o= o0:°0
L sz Lt nt fnzc xnp J LehJ UXPJ

In the equation ﬁo ;....Sp are the regression eo-efficients Lo be

estimated and y is th dependent variable and Xil""'xip are the
indepandent variablas.

For the present analysis regression approach has been
adopted because of it's clear éommonsense interpretation, wide use
and scope of difect application to the problems under
consideration. With the help of this approach it would be possible
to detect the actual influence of institutional ownership avar f&rm
performance.

The other parameters connected with multiple }egression
have also to be introduced. Under the assumption of multivariate
'

normal distribution of variables y, x the multiple

S
1

correlation co-efficient (R} represents Lthe max imum linear
correlation bstween y and a3 linear combination of «x
that maximise R, are the elements of the vector of regression

co-efficient in multivarizte normal distribution. The values of R

lies in the range of D to +1, wunlike the cases of bivariate product

A

moment correlation co-efficient where -1 r £ 1. Fufthermore, when
some %'s are correlated positively and some negatively, with y, it

is not appropriszte to consider directionality in expresﬂnﬁ the
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relationship between v and = linear‘combination of Xs.
| The abovg property implies that the square of "R (the
multiple co-efficient Df determination) expresses the proportion of
the total Y variznce accounted for by the linear relationship
between Y and Xs. The higher R2. the greater the percenfage of the
variatioﬁ of Y explsined by the regression plane.

To test the significance of R2. generally the F statistic
is used. If the null hypothesis HD : R = 0 is ftrue, the ratio of
the mean square for regression to the mean sguare for error hasz the

F distribution with P and n-p-1 degrees of freedom. Thus the vslu=

of the fest statistic.

(n-p-1JR"
F = --~--- 577"
P{1-R7}
where
n = number of observations
p = number of independent variables

may be compared with the critical value F

n

to test the

i-d:p,n-p-1,

null hypotheéis at the o« level that the population multiple

correlation eguals zero.

To test the serizal independence of the error terms, the

Durbin-Watson statistic (D.W.,) is wused : this test 1is specially
applicable to small samples.
It is measured by,
d =2 (1-p ) where g = -2--4--37%
2
e

j—1
[f there is no autocorrelation g = € and d = Z. However, the wvalue
of D.W. msay lie betwesen 0 and o depending wupon the nature of

autocorrelation.



4,3b)Selection of & Discussion on Variables for Multip]eAﬁégression
As stated earlier, apart from. institutional. bolding. E]
number of other variables méinly relating to market struqture'ﬁnd
size also influence the performance of the_firh;:After barefuf
consideration, the variables that have some effeci,voh ‘diffe:ent
performance indicators are selected andvdiécussed-bélow.'

(i) Profitability :-

fid

Explanatory variables of pfofitabifiﬁy mainly relat to
market structure, concentration ratios, barriegrs to entry and
size. High concentration ratios, barriesrs to entry are genesrally
expectéd to-haug association with highef profitability becausé thgy
allow control over . market prices. Large market shares give firms
the dual advantage of schare based product differentiation and
inéréased bargaining power by éperating in oligopolistic groups and
thus, consequently yield 'highA profitability. Empirica] studies
showing relationship between these variables and profitability are
contradictory, Therefore the magnitude and direcion of the
association that might exist between the variables is still not
explicitly known. A Erief review of some of the studies in this
context woﬁld be now appropriate.

L.W.Veiss (1963) after studying US manufacturing indﬁstry
19&9—58, found that average after~tax profits as a percentage of
shareholders' equity was strongly and positively correlated with
concentration. K.D.George (1971). studied the relationship between
prafits, concentration and barriers for slow and fast growing
companies. Major findings of the study were - high concentration
and barriers to entry and importan% variables explaining the

variation in the level of profitability between industries. There
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is a significant relationship between profitability and growih, and
the relationship between concentration, barriers and profitability
also holds within groups ofé industries clasified according to
growth rates. Kamerschen (1968$. Collins & Freston {(1866), provided
evidence supporting the thesis that the relationship between
concentration and prcfiﬁability is linear. Again empirical works by
Bain (1851), Mann (1866), Schwartzman (1359), demonstrated that
barriers to entry and concentration ratios apparently exert
independent and»signifiéant ingluences on rates of return.

In contrast to these positive results Stigler (1263)
found no relationship . between profitability and four firm
coﬁcentration ratio in U.S. manufacturing industrie; for the years
1947 to 54. Katrak's (1980) study in the Indian context als«
revealed the lower profitability was associated with high
concentration. He argued that highly cancentrated industries were
gsubject to high degree of antimonopoly regulation and thus showed
lower profitability. However Sawhney and Sawhney {1973) found é

direct relationship between profit rate and concentration in

1]

large number of Indian industries. Again inconclusive results in
this respect were reported by the study of Gupta (1868).
However, the major difficulty in computing concentration

ratios 1is that firms, and particularly large firms do not it

S

neatly into a particular i;dustry. Using a three digit
classification involves including many firms much af whose
activities lie autside those industries ta which they are
classified, while a 2 digit clascification includes a wide variety
of market types in terms of botn structure and demand growth.

In this study, an alternative approach is considered to
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combat this problem, Companies have been identified as MRTF and
Non-MRTP Companies as a proxy to measure their market power. Dummy
variables O and 1 have besn used respectively to identify thece

firms. In the Indian context, we believe, the approach is not only

‘less disputable but will also relieve us from making any gross

approximations for measuring market power of the companies.

Again, whether size of the firm has any influence on
profitability is open to question. There are several studies tHat
have examined the probable relationship betwesn profitability and

size. Samuels and ESmyth (1968) examined & sample of 186 UK

g

companies and found that profit rates and size of firms were
inversely related. The results of Singh and Whittington's (14968)
study was based on more extensive data and a larger number of
tests. They used two measures of profitability, pre-tax rzate of
return on net assets and post-tax rate of return on equity assets.
The author found that, in general, the degree of dispersion of
profitability decreases with the size of the firm, which is fn
consonance with the results of Samuels & Smyth. They detectsd a
slight tendency for profitability to rise with size, but since the
differences on average profitability between class sizes were on
the whole statistically significant, they concluded that there is
no systematic relatiaonship between average profitability and size.
However, in contrast to these studies Hall & Weiss (1967) found
that size does tend to result in high profit rates. Though, there
are contradictions, yet one common feature for all the studies were
- size was measured either on the basis of net assets employsd or

sales.

(n the bacis «f Downie (19568) - Penrose (1959) - Marris
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- (1964) approach, ons could logically expect that there exists
dual relationship between growth and profitability. On thé gne'hand
profits are necessary fbr grdwth'and hence the moreée profitable Ehe
firm, the more rapid the maximum possible rate of growth : on the
other hand, growth eats into profits and hence faster the rate of
growth the less profitable +the firm. Thus growth depends an
profitability 'and profitability depends on growth. References to
empirical studies will be made later in the discussions that.
follow.

Other than this yariable there is of coursce, the
percentage of equity holding by financial institutions that are
expected to affect firm profitability. In the simple correlation
analysis, Lf‘ler'c? existed In gencral some negative relationship. This
section will reveal! what 1is the actual relationship of these

variable together with the other variable stated above.

Ky = By ¥ BB v Bph v 338 v kg v Bk, + BghR

where ¥, = pre-tax profitabitity
E = percentage of equity holding by financial

institutions

A = assets in the Eéginning_year

S = sales in the beginning year

X3 = Growth rate of assets

X, = growth rate of sales

MR = dummy variab]g indicating MRTF company

The explantory variables for post-tax profitability shoud remain
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same as those of pre-tax profitability. However, there is the need

to include one wmore uariable. because this wvariable heips in
reducing  the shoolute amount  of  taxes. This variable i the
debt-equity ratio, or the leverage of the firm, Various theories
regarding JBverage have been advanced by researchers Jikes David
Durand (1859), and Modigliani and Miller (1958). Without going into
the detalls of these theories it can be said debt-capital acts as é

tax shield and thus debt-equity ratio has and effect on post-tax

profitability. For example let there be two firms having exactly

equal amount of capital 'C' and subject to the same tax rate 'T'.
Now let the capital structure of the first firm be comprised of
only equity capital and for the second firm let there be 50% debt
and 50% equity capital Symbolically for Firm 1 [ C = E '+ E = 2E ]
'and for Fifm 20 ¢C =D+ E ] where 'E' means equity and 'D' debt,
[f ‘ﬁ"be the rate of return on capital and 'l' by debt interest

‘rate (conditions R » [}, then :-

2ER (1-T)

Post tax profits of Firm 1

Post tax profits of Firm 2 RE + D(R-1) (1-T)
This a very simplified model and does not include variables !like
the cost of capital, provision for depreciation etc., but it is

gsufficient to show that post-tax profits of - the 2nd Firm is higher

than that of the first firm. This is because of the factor DI, or

the Debt-interest.

Thus from the =above discussion the regression eqguatio

3

taking post tax profitability (X_.) as the dependent variabie cai b

o e
) formed.
X2 RN + plE + ”ZA + pBS + U4X3 + H5X4 + HSMR oA,
i‘ The variables have thé usual meanings as before and K is the

5
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debt-equity ratio,
(ii) Growth ":-

Growth of firms as stéted in the discussion on managerial
theories does not solely depend on the type of control, but on
several other .factors like size, profitability and investment
opportunities. These factors differ greatly accross firms and
industries. However, previous rese;rchers have assumed that firms
within the same industry have similar investment opportunities,
This assumption will be applied in the present analysis alsa.

Marris (19640, Raumol (1958) and Radice (1971) in their
studies were mainly Iinterested ﬁo show the -impact of control on

the growth of the fifm. Findings of these empirical studi

1]
0}

are
completely in line with the mangerial theories of the firm that
emphasises manager's attempts to ﬁéximise firm growth subjiect to
some minimum performancé criteria. Altérnatively studies by Elliot
{1972), Kamerschen (1968) and:Kania'& Mckean (1976) in this respect
have mostly remaiﬁed inconclusive.

A systematic relationship bgtween the rate of growth and
size of firms might take the form of an association between average

rate of growth and size class or between the extent of dipersion of

" growth rates and size class.l Empirical studies in this respect do

give some conclusive results. Samuels (19865) after examining a
sample of 400 firms in U.K. (period 1850-51 to 1958-60) found that

larger firme were growing at a significantly faster rate than

smaller firms., He also found that the degree of variability of

growth within a given size class did not differ between larger and
smaller firms. Single and Whittington (1968) conclude that their

study does not support the existence of a systematic relationship

U
8]
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Ibéfween average growth rates and size of the firm, altough they
Tn;te a tendency for the laréest firms to grow faster. On the other
h;ﬁd, firms above a certain minimum size.were fognd to have a lower
&affance of gfdwth rates and maore upiform rate? of groﬁth, than
“sﬁa{ler firms. This part of the conclusion-conflicts with Samuel's
f_studyuz Again a well known study of'_fhE"United States prdﬁides
support for the Cambridge Study's cOnCidsion. Hymer and Pashigian
f11962)’found that average growth ratés did_hot.differ for firms pf
! fudifferent sizes but there was a Systematjc'tendéncy for variance of
_growth the decrease with size.

1t wés mentioned in earlier discussions that there exists
Fjé dual relationship between growth and profitability, i.e. growth
~j-depends on profitability and profitability depends on growth. In
- empirical studies{ according to Eatwell (1871), "when we examine
f;ﬁe contemporous long run average growth-profitability records of =a
{éfoss—section’of corporationé, we sﬁould expect to find a scalter
engehdered_by the simultaneous operation of the two relationships

w:d;scussed above, which in simple linear form, may be fdfmulated-a;

G a4 ﬁp + &

P : oy o+ SG + u
.Howeyer, testing of comprehensive models embodying these two
.relationships'in which growfh‘andlprofitability are s@mu}tanepuiy
determined has_sﬁ.far“not'pPDQEd pﬁsible. Singh and Whittington

(1968) explicitly diéclaim having attempted to do so. Théy did

however examine the relation-ship between the two variables on the

‘assumption that profitability explains growth. They tried on

(- several regression models .and found that a simple linear

. . 4

relationship bhetween the two variables on. the asSumption‘ that



profitability explains growth. They tried on several regression
models and found fthat a simple linear eguation relating growth to
profitability was most appropriate, Post-tax returns on eguity

ts

bl

" provided a better ‘explanation' of growth than pre-tax net ass
“. return. On average, profitabilify was found to 'explain®' about 50%
of the variation in growth rates between firms, a 1% point increase

in post-tax eqguity return being associsted with a 0.7% point

increase in growth rate., From the above results it is evident that
”ga strong positive relationship exists - between growth and
.profitability.

Another important, variable which should be included

.éxpféin asset growth |is 'retentidn ratio (XS)' It is knowh
-+internally generated funds are one of the most.important sqg‘cgdﬂ“

“financing capital investment. Consequently, the determination

f&mportance for the firm's future growth prospects. The éssumption
f.éf linsar relationship between growth and retention ratio was used
;Ey .Gorddn (1962), in his ljividend model, where he stated that
"‘g = b',. Here 'g' eymbodies growth rate, 'b' the refention ratio
'énd*'r' the rate of return on eqguity.

Thus, taking into consideration the variables discussed

formed.

o= 34 ﬁls + ﬁzA + HBE + B4K2 + ﬁsxs

Again, for explaining sales growth, instead of including

¥ , inclusion »of the dummy variable aﬂoounting‘for market power
s .

should be proper. Thus the equation can be written as :-

" the refention policies of a firm will be a decision of considerable:



~ K, = O, % (35 ¢ A ¢ [FgE % R, ¢ [MR

(iii) Retention

The dividend decision of a firm is influenced rnot anly by

quantifiable factor such as rates of return or cost of capital as

Gordon (1862) © and Walter (13963) suggest, but also by gther

subjective wvariables ‘like (i) managements' attitude aﬁd}3iii)

Current dividend pay-out practices in competitive firms,éﬂ

owev

previous digcusgsions on growth of firms, indicate .that, interﬁal
financing or retention of profits is a primary factor in asset
acquisitions. Again Walter (1963) and Gordon (1302) infer that for
a growth firm, (i.2. where rate of return is greater than the =2ost

. . . . . 4 .
of capitall), the optimum retention ratioc is 100%. According fo

"them, as stated before 'g = br', and if under any circumstancs we
assume that the growth rates are predetermined then b = g/r, i.e,

retention becomes a function of growth. and returns. However in
contradiction to this, Modigliani and Miller (1961) suggzest that
under cbndition of pertect capital marksts and absence of Ltaxes
divided policy of a firm {5 irrelevant.

Again, since dividends are paid out of after tax prefits,

therefore, it is but natural to infer that the retenticn rate 1is

also influenced by it.\However, any regression involving post-tax
profitabiliiy as Explaﬁatory Qariable ot retention ratio, (which
also contains  the same a5 numberator) may Dontéin spurinous
correlation sinee the identiczl variable post-tax profits appears
on both side of the =aouation.

he above stated variable also draws in

[

The incliusion of
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Debt~equity ratio

=  debt-equlity ratio.

. initusreez mfter-taw profits and hence indirectily

ig. From anocther angle, if a firm can draw
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the caplital! market, suppose in form of deb

-would have to depend less or internal finance, i.e. an increase In

debt-equity may be accompanied with a decrease in retention ratio.

Payment of dividends, also may depend on the availabil

of cash or other similar, ]iquid assets, 1t can be inferred that

‘would decrease the pay-out ratio or

lower liquidity of a firm
ratio. Though such

conversely would increacse the retention

straightforward relationships can be difficult to prove, yet
inclusion of liquidity ratio as an explanatory variable of

retention ratio would in no case be improper.

"Lastly, it would be intérésting to know how institutidnal

holding, together with these variables, expiains the variahifity in

retention ratio. This would bring out wheter financial ihé&iﬁutimns
prefer to have current dividends from companieé in which they hold

‘equities, or they prefer to wait for future capital gains.

On, the basis of the above discussions, the repression

equation taking retention

formed.

b4 + 5 X

* sha

. = 3 +-(31E‘+ (?KZ + ’%BXB (?4 5

13 o

- where the variables have their usual meanings

(iv) Return on Net Worth

This ratio me

127

ratio as the dependent variable can be

asures, .the rate of return on equity



investment. Ia msny of the ealier studies, éarnings tO'vequity
eguity haes boed uvsed Lo measure erficiency of the firm instead of
.profit rate. Obviousiy, return on net worth has a direct relation
. with profit rate, because the former variable is only.aAparﬁﬁmf
post tax profits. Therefore the variables thai' could -Jgﬁ!éin
post-tax profitability .can easily explain return on net w;rlhEJ
Special mention here may be made to leverage or debt-equ;ty ratio

again. It is upon this factar that the returns on net worth swings

up. This can be understood from the following equation.

EAIT . D :
Earnings on Equity = ----- = r(i-t) + ~---(e-i) (1-t)
E E

where EAIT = Earnings after lnterést &% Tax, E = Net Worth

‘v rate of return, D = debt capital, 1 = rate of debt interest and

:flt rax rate.

This simple iinear relationship shows us that earnfngs on equify
_ increase with increase in leverage.

Thus from the above discussion the foliowing regression

equation taking 'return on net worth' as the dependent variable can

:7_be formulated

Rg = Bp ¥ (45 * Gk v BE + 8,X5 + gy

(the variable have their wusual meanings)
(v) Leverage
The effect of leverage on post-tax profitability,
retention policies and return on net worth have alfeacy been
discussed. Basically, this variable is one of the most important
factors that effect major trinancial decisions of corporate biodiwa.
It is known that posf—tax profitability is affected by

D/E ratio, but wheter the copnverse 1s also true remains to be

explored. However, assuming that a firm wishes to maintain a stable

128



}éPS, throughout a certain period, then it has to monitor the D/E
;?bﬁstantly with the help of EBIT-EPS analysis technique. This is
f%ore‘relevant_in gituations of fluctuating returns gnd changing tax
- rates. Theréédre, under these conditions, post-tax profitability
:;an explain variation; in D/E ratio.
“ Two other important factors governing D/E ratio are :-
A_(i) the growth and stability of sales, and (ii) liquidity of =a
c?mpéhy. A firm, with stable or increasing sales;.accompanied by a
ggiohjcash turnover ratio can employ a high degree of leverage,
ﬁgqause it's debt-sgervicing capacity will also be high. On the
.Biher side, 1if the firm's sales are unstable, and if in such
'iéftuations the debt collecting period is also large, then obviously
i;ﬁﬁ will affect the liquidity ratio. In such situations firms will
| ﬁ?eféf ﬁo _ﬁave lower leverages - on aéqount of their lower
"§Bt¥servicing capacity.
Again, the availability of funds, épecifica]]y
1 1debt—capital, is likely to be influenced by the size of the
_-company,' (either measured in ferms of sales or assets bothl,
}Cenerally, small companies have lower creditibility and therefore
 qan raise loans at higher interest rates and less convenient terms,.
ﬁeselcompanies must therefore depend more on share capital and
‘.}etaiﬁed earnings for financing their projects. Bigger companies,
on the othe: hand, have the ihnate power to draw in more loans

either through liaisons with the financial institutions or from the

. 5
capital markets by promising lucrative facilities, Study reports™ oan

Indian capital markeft show fhat new and small firms depend on

' equity, but established firms depend on debt capital. Bne of the



reasons for this is, large firms have the fear of diluting thei

L
3 equities base.

Lastly,. in line with these variables, financial
institutional equity holding may also havevsome effect on D/E ratic
of firms.lMultiple Regression Analysis will help bfing out how much
{nstitutional holding can affect variation in D/E ratio.

From the above discussions, the regréssion equation
taking.E/E ratio as the dependent variable can be formed

"x7 = ho‘+ (15 % Boh v Bk v Bl + Bglg + ﬁBXA ML
NP

tvi) Liguidity

Liquidity as a financial variable has two dimensions
(i) the time necessary to convert an asset into money; and (ii) the
©. degree of certainity associated with the conversion ratio, or price
. realised from‘ the asset. 1In absence of liquidity the firm can

S . . 6 . . .
. become technically incsolvent™, and creditors can step in to realiss

the value instantanecusly by liguidating the firm,

7

n
i

eSsSary

I
1.

Thus in order to avoid such condition, it is ne
that the firm should have a stable or growing sales accompanied by

small debt-collection periods. Low sales and high debt-collection

periods usually fail to replenicsh the stock of liquid rescurces.
Higher debt in the capital structure also has an effect
on liquidity, because debt interest -paid in cash drains the cash

reserves of a company.

Again, the iquidity position bf a comapany may be

jeopardized by executing irrational dividend policies. Higher
pay-out ratio has always an adverse effect on liguidity. Brittain
(196€) found that for & zample of forty “large firms over tha

N

1820~-60 period, retention was positively related to corporate



-

liquidity.

Other than these variables, it would be interesting:tu
find whether - ins£itutional equity holding has any effazct on
ligquidity.

Thus the regression equation that can be formed is :-

X, = ﬁo + Bla + 3

E +
8 .

2 X + 3% + 3. X

3%, 4ts 5% 7

(vii) Valuation Ratio

At this stage it is worth mentioning that there are so
many factors that might influence the value of shares that it is
difficult to quantify or enumsrate all of them, Valuation ratio ean
be thought of as the price of common stock normalised across
companies in terms of asset per common share. With this in mind the
subsequent discussion concerning the relationship betwsen the
valuation ratioc and other explanatory variables are made. The
actual value that ultimately emerges in the stock market despends

3

largely on the efficiency of the market in terms of its azbility to

value shares properly. Empirical studies have been conducted to

find out relationchips between valuation ratio and other ratios
like profitabiiity, growth and retention. Some of these are briefed
below.

According to Marris (1864), the market value of a firm's
existing shares will depend upon the expected profitability of the
projects to be undertaken. 1f the stock “market =2xpescts  the
profitability of investment to be high enough, then price of
existing shares will stay the same or will fise. If, on the other
hand, the expected profitability is below that needed to sustain

earnings on existing shares, the price of these shares will fall.



This latter phenomeneon is known as 'dilution'.
Again Lintner (1971) developed a model of

competitive stock markeft in which th

@

current market wvalwus 2of a
firm's eguity is & function of the current dividend, the ex#ected
growth rate, the wvarisnce of the growth rafe and the rate of
increase of the variance of growth rate with time. Thus, along with
growth raté, the retention policy of & firm has importeant bearing
on the valuation ratio.

Radice (1971) developed a simple model inéorporat?ng the
relationship between valuation ratioc and growth rate, where he

showed that, first valuation rate increases with growth rate, but

then gradually falls as the growth rate increases. This is shown in

the following diagram.

Here JB,JO and J represent the

2 1
- . . 3 )

managerial indeafference curves.
2
“ The growth-valuation function
A7
c underlying the ‘vajuation curve'
.8 .
+= e -
g specifies the nature of
T
>

relationship between valuation

ratio and rate of growth. Radice

Growth Rate (1971) expressed the growth

valuation function as :-

where Dlg) is a general dividend function in which current

-

- . - . - - ¢ — .
dividend first rises and then falls as g increases. Since D

0

eventually falls and Y increases, » may have a maximum (¥ max) with

respect to 'g' a3

g

iven in the figure.



. With these Jdiscussions, on profitability, grow.h and

etention, it is &lzn feltlt that . the variable 'return on net

be included in the repression eqguation, becau

3
0

it is expected,

like protfitability, @ higher return onn net worth may have a

positive effect on market value.

Other than thése; ingtitutional holding may also be zbie

to explain variations in wvaluation ratio. In simple correlation

analysis, it was found that these two were inversely related.

Thus, the repression egquation can be formed as

ve

Rg = By * BIE + BK, + Bakg v B8, v B ¥+ 30

272 3 5

S SRS
In the above discussions and formulation of regression

equations, different variables in various logical combinations h

W
<
D

been wused. Though the number of ‘explanatory variables for the

dependent variables are not always exhaustive, yet it is felt that

keeping into view the scope nf the study, these combinations will

suffice. The obicctive of this analysis is to bring out the =ffect

agf institutional holding on warious financial variables; inciusion

of a large number of explanatory variables would have unnecessarily

complicated matters.

3 .
o j W



TABLES - 4.3

. RESULTS OF MULTIPLEQREGRESSION ANALYSIS

N=18

- ( PERIOD 5 YEARS )
CAY__Prectax profitability as dependent variable
S A - E MR %3 X4 R F DLW,
Industry --=--=---------"-"-"-“---"~-~“" "~~~ e~ A
_FPartial Correlalion co-efflcients and t wvalwues (R7)
Text-  0.116., =-0.053 -0.141 0.132 0,143 0.286 0.526 1.531 1.624
iles ( 0.566) (0.260) (D.B9E) (0.652)(0.708) (1.462) (0.277)
N=31
Engine 0.242 -0.233 -0.06% 0.042 0.117 0.145 0.359 0.447 1.582
ering (1.052) (1.017) (0.292) (0,177)(0.493) (0.622) (0.129)
N=02%
Chemi -0.256 0.229 -0.118 0.286 -0.202  0.199 0.412 0.272 '1.813
cals (0.758) (0.668) (0.051) (0.148) (0.582) (0.576) (0.169)
N=15 ‘ :
CBY__Post-tax profitability as_dependent variable
s A E X3 X4 MR X7 R F. D.u.
Industry ----------------"-"-"-"“-"-“"—“"“-“—“~ e — -~ 5
Partial Correlation co—efficients and t values {R™)
Tex?( D.127 -0.070 -D.066 ©0.212 ©0.264 -0.012 -0.D76 0.518 1.203 1.721
iles (0.616) (0.337) (0.319)(1,043) (1.311)(0.058)(0.365)(0.268)
N=31
Engine -0.262 0.305 -0.059 0.451° 0.312 0.461° -0.251 0.843 5.952° =.012
ering (1.112) (1.318)(0.245)(2.082) (1.347) (2.141)01.067)(0.711)
N=25
Chemi  0.2685 -0.141 -0.132 0,228 -0D,112 0.332 -0.149 0.511 0.354 1.887
cals (0.726) (0.377) (0.038) (0.618) (0.029)(0.229) (0,299)(0.261)




~

(C) Growth rate of Assets as deEﬂhdent variable

. S K Gt Y GRS A T S o M S W way ¢ R e wH et e e e P e G e  Bae - - - -

_ S A E X2 X5 R = DLW,
[Indusfry --=---=--—---=- -~ - - m o s - s o m—— o -
_Partial Correlation co—efficlients and t values (RT
Text- -0.220  0.283 -0.418°  0.368° 0.321 0.619 2.109° 1.882
iles (1.129) (1.477) (2.256) (1.977) (1.696) (0.383)
N=31
"Engine  -0.232 0.205 -0.079 0.413 0.293 0.469 1.G71 1.542
ering (1.041) (0.913) (0.347) (1.978)  (1.335%) (0.220)
N=25 : ‘
= - - _ B
- Chemi  -0.515  0.45% 0.360 0.138 D.294 0.641 1.255 1,877
cals (1.804) (1.531) 11.187) (0.417)  (0.924) (0.411)
N=15
CD> Growth rate of Sales as dependent variable
S A E X2 MR R F Db
Industry —=—=—--—-- o mmm e e e e e - - 5
_Partial Correlation co-efficients and t waluss (R7)
Tt -0.676>  0.834% -0.465° 0.320° 0.108 0.784 7.993% 2,010
iles (4.593) (4.097) (2.575) (1.742) (0.545) (0.616)
S N=31
Engine -0.628% 0.613% -0.118 n.364% 0D.119 0.676 2.194° 1.98%
ering (3.518) (3.3841 (0.508) (1.751) (0.520) (0.457)
N=25
Chemi -0.665° 0.56G6° -0.001 0.122 0.075 0.585 0.936 1.587
cals (2.519) (1.939)  (0.001) (H.369) (0.225) (0.342)
N=15

Sk

-
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o



Cheni 0,358 -0,107 D,150 0 0,160
cals (1.0891)(0.303) (0.429) (0,458) (0,066 (O.421) (0.273)

N=15

B E X2 %3 X7 T R F o.u.
Indusfry ~~=-~-=-~--m o e e e e e
Partial Correlation co-efficients and t values (RD)
Text- -0,380° -0.140 0©.325° 0,035 -0.007 0.433 1.155 1.375
ileg (2.052) (0.706) (1,717) (0.173) (0.035) (0.187)
N=31
‘Engine -0.094 0.0068 0.162 -0.053 -0.083 0.201 0.160 Z2.682
ering (D.,041) (0.024) (0.714) (D.231) (0. 405) (0.040)
N=2 '
—_—
Chemi 0.277 0.119 -0.178 -0.089 -0.316 ] 0.443 0.439 468
cals (0.867) (0.362) (0,535) (0.268) (1.002) (O.1986)
N=15
CF) _Return_on_net_worth as_dependent variable
S A E X3 X4 X7 DLW,
Industry -----------------------"-"—----~ intatedie ettt ddidis
_Partial Correlation co-efficients and t values (R”)
Text- -0.085 0,035 -0.259 0.345° D.021 -D.BBB? 0.723 4.377% 2.203
’ﬁ]es (0.417) (0,.169) (1.317) (1.802) (0.010) (0.405%) (0.523)
N=31
Engine 0.278 -0.228 0.173 0.437°  0.431 ~0.482° 0.652 2.225° 1.899
ering (1.285)(0.885) {(0.746)1(2.062) {0,482} (2,333 (0.425)
H=25 '
0.023 -0Q.147 0.573 0,852 2.786%

toa
[y}
&



e G ot Ao e e Gt 4D e e e Lt o it o e o Ly A s T o t A" S o - A

S A E Xz X3 %4 %8 R F D.W.
3 T R L= . '
_Partial Correlation co-efficients and t wvalues (R)
Text- =-0.158 0,097 -0.3G647.0.165 0.024 0.113 -0.144 0.36% 0.%04 1,446
iles (0.766) (0.486)(1,.832)(0.802)(0.116)(0,545) (0.69898) (0,284)
. N=31
Engine ©0.246 0.201..0.042 -0.414° 0.151 0.247 -0.008 0.533 0.966 1.535
Neding  (1.044)(0.8471(0.1721(1.877)(0.629)1(1.053) (0.032) (0.284)
N=25
Chemi -0.062 0.337 0.304 -0.227 0.104 -0.378 -0.349 0.704 0.935 1.911
cals  (0.164) (0.945)(0.245)(0.617)(0.2763(1.078) (0.986) (0.496)
N215
CH) Ligquidity ratlo as dependent varlable
S E %4 15 %7 R F D.W
Industry -----=-=---=----------o oo e oo m o m o m oo .
~ _Partial Correlation co-efficlents and t valwues (R_)
Text- 0.348° 0.279 0.404° 0.153 -0. 246 0.514 1.797 1.612
iles (1.855) (1.451) 2,207) (0.773) (1.269) (0.264)
RESC
Engine D.018 -D.566 -0.722 0.017 -0.045 0.123 0.088 0.877
ering (0.079)  (D.2477 {(0.338) (0.074) (0.196) (0.015)
N=25
.Chemi -0.244 -0. 032 0.547° -0.034 -0.230 0.642 1.2681 1.742
_cals (0.754)  (0.102)  (1,959) (0. 120) (0.709) (0. 412)
N=15

[
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E 72 13 %4 1= %e R F D.W.
INdustry ———--rm e m s s e e e e e e e m e m - >
_Partial Correlation co—efficients and t values (R}
Text 20.401° 0.483°% -0.231 0.301 -0.213 -0.511% 0.778 .m0 2,113
iles (2.098) (2.701) (1.433)(1.547) (1.071) (2.909) (0Q.605)
N=31
—=Engine -0.058 0.177 -0.381° 0.466° -0.179 0.297 0.504 1.02% 1.9860
ering (0.253) (0.762) (1.748)(2,115) (0.773) (1.321) (0,254)
N=25 :
Chemi -0.584" 0D.315% -0.539% -0.084 -0.553° 0.133 0.827 2.885° 2,00
cals (1.902) (0D.937) (1.809)(0Q,238) (1.875) (0.381) (D.6R4)
N=15

w
i



MULTIPLE REGRESSTION ANALYSIS

. C 3 - Year Period b

_Partial Correlaticon co-efficients and t walues (R

Text- 0.050 -0.238 -0.160 0.065 0.593% 0.056 0.721 4.32217 1.976

Q.

Ciles  (0.247) (0.117) (0.793)(0.321)(3.610) (0.273) (0.519)
~R=31
" Engine 0.125 -0.108 -0.159%9 0.100 0.194  0.044 0.320 0.343 1.311
_ering (0.533) (0.459) (0.682)(0.427)(0.837) (0.186) (0.103)

N=25 -
 Chemi -0.316 -0.409  0.408 0.384 0.338 0.022 0.705 1.381 1.961
ccals  (0.940)  (1.267) (1263) (1.176)(1.008) (0.0B3) (0,497)

N=15

CKJ _Post-tax profitabillty as dependent variable

. S A E X3 K4 MR X7 R F D.y

Industry --------=~---=--------- oo m e

_Partial Correlation co-effictents and t values (RE)

Text- -0.003 -0.042 -0.060 O.SOZb 0.089 -0.208 -0.247 0.648B 2,382 1.77
iles (0.016) (0.204)(0.2901(2,784)(0.429)(1.020) (1,224) (0.420)
N=31

Engine 0.187 -0.144 -0.066 0.284 0.018 €.130 0.170 0.487 D.6879 1.545:
ering (0.785)(0.600)(0.274)(1.083)(0.075)(0.,542) (0.712) (0.218) i
N=25

b Chemi 0.2
cals (0,7
N=15

5 0.385 0.107 0.022 -0.057 0.660 0,771 1.852
04)(1,102)0(0.2868)(0.059) (0.151) (0,4386)




CL)__Growth rate of assets as_dependent variable
, B A E Xz X5 R F D, W
Industry ---------------"-"-~----—~-“"“"“ -~
_Partial Correlation co-efficients and t values (R7)

Text- -0.185  0.247 0.376° n0.5417 0.22 0.653 3.719% 1.720
iles (0.918)  (1.273) (1.987) (3.217) (1.176) (0.426)
N=31
JEfgine -0.091 0.081 0.006 0.369° 0.069 0.377 0.628 2,223
ering (0.399) (0.355) (0.025) (1.731) (0.298) (0.142)
 N=25
~0.382  0.294 283 0.451 0.295 0.588 0.953 1.878
(1.278) (0,925) (0.283) (1.516) (0.929) (0.348)
(D Growth rate of sales as _dependent variable
B s A E Xz ME R E D.u
S Industry -~ -m-ss-—---ooo oo mee e — o m o
\ _Partial Correlation co-efficients and t values (RD7)
X ) )
Text- -0.358° 0.398° -0.3852° 0.269 0.205% 0.584 2.803° 1.700
iles (1.912) (2.168) (1.840) (1.399) (1.045) (0.341)
N=31
‘Engine -0.521°  0.5338° -0.252 0.327 0.080 0.600 2.143° 1,821
ering (2.663) (2.780) (1.13%) (0.353) (1.509) (0.363)
N=25
Chemi -0.572° 0,528° -0.07%1 -0.132 0.267 0.6B6 1.8508 1,322
cals (2.093) (1.866) (0.214) {0.401) (0.829) (0.471)
_N=15
b
140



_N) _Retention ratioc as _dependent variable _
E X2 %3 X7 K3 B R F DLW
Industry -~----=-=--=-=----------~“--~o-memr e it o
Partial Correlation co-efficients and t valyes (R
Text- =~ -0.255  -0.322 0.084 -0.028  -0.185°° T 0.388 0.883 1.478
iles (1.249) {1.709) (0.422) (D.148) (0.839) (D.151) :
. N=31 : : f
Engine -0.295 . -0.049 0.098 ° 0.339 -04157 © 0.426  0.841 1.551
ering (1.344) {(0.215) (0.432) (1.569) -(0.696) S(0.181)
N=25 ' : o
Chemi 0‘023 2.416 2.251 0.182 -0.104 0.523 0.6879 1.621
cals {0.069) (1.372) (0.7279) (0Q.555) - (0D.314) (D.2731
N=15 : : :
€0)_Return_on_net-worth as_dependent variable_
S A E X3 14 L7 R F D.W
_FPartial Correlation co-efficilents and t valuss (Ri)
Text~ ;0.131 0.081 -0.277 0.278 ©0.113 -0.253 0.491 1.273 1.602 !
;iles (1.223) (0,997)1(0.378)(0.256)(0.827) (0.439) (0,241 o
N=31 :
Engine . 0.277 -0.228 -0.089% 0.006 0.146  0.103 0.406  0.594 1.398
ering (1.223) (0.996) (0O.3771(0.026)1(0,.627) (0O.439) (0.165)
N=25 N
Chemi 0.487 ~0.,427 0O.466 0,002 0O.18% 0,458 0.772 .88z 2,522
cals (1.577) (1.235)01,.490)00,008){(0,545). (1,457 {D.596)
FN=15 ‘
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CE2__DeblrEquity ratic as depgndent variable
S A E 42 43 14 X8 F D.W
fndustfry --------------- - e o
_Partial Correlation co-efficients and t walwues (R7)
Text- =-0.099 0.0980 0.209 0.2280 -0.188 0.2%4 -0,354 0.488 1.027 1.565
iles (D.482)(0D.434)(0,.1391(1.400)(0.927)(1.473)(1.818) (0.238)
N=31

0.623 1.538 1.878

Engine -0.132 0,159 0.062 -0, 22¢ O.543b-0 362  -0.347
ering (0.548)(0.664)(0.254)(0.972)(2.669)(1.550)(1.565) (0.388)
N=25
N .
Chemi ©0.187 0.284 0.%58 -0.176 0.163 -0.038 -0.129 0.681 0.885 1.899
cals (0.5081(0.075)(1.779)(0.474)(0.437)1(0.095)(0,343) (0.4864)
N=1%
€@ Liquidity ratio as dependent variable
. s E %4 X5 X7 R F D.Y
Industry ---~--~-~----m - e m e s m s m s — e m - >
_Partial Correlation co-efficlents and t walwues (R7)
Text- 0.313 -0.01% 0.425b 0.056 -0.329 0.560 2.284C'1.57S
“(iles {1.6847) (O.077) 12,3249 (0D.281) (1.589) (0.314)
N=31
Engine -0.262 -0,288 -0.061 Q.225 -0.297 0.461 1.023. 1.588
ering (1.181) (1.315}) (0.268) (1.007) (1.324) (0.213} \
N=25
Chemi -0.3586 -0.106 0,217 ~0.3211 ~0. 143 0.647 1.299 1.697
cals (1.141) (0Q.966) (0.670) (0.932) (0.434) (0.419)
N=1E&
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CK) Valuation ratio_as dependent variable

. E 2 %3 54 XS X6 R F D. W
Industry ---=-----------~--- -~ -
_Partial Correlation co-effictents and t values (RY)

Text-  -0.438°  0.446° -0.208 0.331° -0.372° -0.187 0.713 4.148” 1.973
iles (2.334) (2.438) (1.039) (1.717)(1.965) (0.931) (0.508)

N=31

Engine 0.323 0.773% -0.287 0.591% -0.453° 0.552° 0.870 9.352% 2.123

ering (1.445) (5.17%) (1.274)(3.103) (2.185) (2.808) (0.757)

N=158

Chemi —0.622b 0.119 0.042 0.086 -0.294 0.184 0.5489 0.57%
cals {2.009) {0.341)(0,119)(0.244) (0.871) (0.46%3) (0.301)
H=i15 .

b
58]
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4.3(c) EResults of HMHultiple Eagression Analysis it

On the basis of the regression eguations formed in ths

immediately preceeding discussion, multiple regression analysi

N

--results have been presented in table 4.3. For the purpose o

B

fﬂfaci]itating readibility and better comprehension, both multipl

i

correlation co-efficient (R) and co-efficient of determinatian
'“*1R2), along with F wvalues have been presented in the tables.

'Naturally, results presented in table 4.3 will be of much more
’i”importance than those in table 4.2,

At £he outset, iﬁ must be restated that this analysis has
been qarried out for the three industries only and not for the
whole sample. This was done to bring out.the industry effect on
dependent variables. The following tentative conclusions are drawn
based on the results.

(1) First of all, the results given in zero-order correlation
analysis (Table 4.2), are more ar less confirmed in this section.
\“&he negative relationship betwen institutional holding and
different performance variables are prevalent in general, except
for chemical industry where relationships exist in positive
direction. However the magnitude of relationships between
institutional holding and other variaﬁles, as jrevealed by simple
correlation co-efficients and again by partial correlation
co-efficients show csome variatian. This is considered to be normsal,

because in multivarizte analvsisz the extent of relationships may

even be drastically altered. The discussions that will now be made



(2} The relationship between iastitutionzal holding

and pre-tax
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profitablility, though negative, is not in a0y case
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significant. The results do not suggest whether 1insttituticonal
nolding can af fect pre-tax profitability of firms. This
generalication applies to all three industries considered in thé
s tudy Regarding the dummy wvariable (MR), which 1is used as an

alternative tool of concentration ratiao, though positive relation

has been found, yet it 1is not statistically significant.This ‘of

course contradicts  the results of Weiss{(1863), George(l1871),
Bzin(1951), Mann{l1966) etc. Again, size in general was not found
o exert any significant influences on pre-tax pfofitability.Size

.measured in  terme of assets was found to have a negative

—

‘relationship, may be however small, with pre-tax profitability.
This somewhat is similar to the results of Sammuels and Smyth

(19G68). The same recult were obtained for the relationship between

<

W

les and .profitability, except for chemical industry where the
relationship was in the reverse directian for both the> yeafs.
Confirming the Dowmie (19858) - Penrose (19853) - Marris (1964)
‘appraach, growth rate of corporations, both in ﬁerms of sales and
ssset are positively related with pre-tax profitability. The

is are better and for

w(esults, in this case, for the 3 year an

)]

aly

1y

the Textile industry. The relationship is positive and significant.
at 1% level. Finally, the independent variables in their linear'

relationghip, could not explanin s=ignificantly the variance in

pre-tax profitability. The exceptional case was of Textile industry

w

)

for the 3 year period where R” had a value of 0.7206 and was
significant at 1% level.

{3) Rise in institutional equity holding could not improve the

-
=
(&4




i\performance of firms measured Iin terms of post-tax profitability.

This Jis evident from the results of the partial-correlation

i

co~efficients which show negative sign in all cases, except for Uhe
Chemical industry (3 year period). Though these values are not
high, or statistically significant, yet they point cut that rice in
institutionsal equity holding lead to decl ine in post-tax

profitability, however nominally it may be. Relationship between

" post-tax profitability and MR is the same as in the case of pre-tax

-

profitability, and feor the Engineering industry, the value of

N

partial correlation co-=fficient is as high as 0.46 & significant

w

7_5%lleve1. The relationship between post-tax profitability and size

measured in terms of both cets and sales also show similar .

m
[44]

-results to that of the immediately previous analysis., Even growth

rafe, measured by both X3 and Xa show positive relationship with

~ post-tax profitability. However, the positive relationship with

asset growth, is more closer and is significant at 5% level in case

.10f textile industry (3 year period) and a 10% level for Engineering

'industry (& year period)., Strange enough 1is the fact, that the

1;§§rtial correlation co-efficient chowing relationship between
'débt~equity ratio and post-tax profitability is negative in all
‘cases. This implies, that to some extent, higher debt results in

“lower profitability. The muitiple correlation co-efficient (R),

which shows the relationship between the linear combination of the
independent variables and the dependent variable is significant at
1% level for Engineering (% vear period) and at 10% for Textiles .

{3 year period). Foar the others, post-tax profitability was nauot

>€4gnificantly explained by the indapendent variables,

(4) Growth rate of asszets, show very interesting results for




the different industries, becsause they move in no definite pattern.
For the textile industry, there is a aesgative relationship betwaen
institutional holding and asset growth rate for both the periods

examined. For the 5 year period, the wvalue of the partial

0

correlation co-efficient is (-) 0,418, which is significant at 10%
ievel and for the three year period it is (-) 0.37 which is also’
csignificant at 10% level. Thus for this particular industry, rise

in.institutional shareholding leads to a slow down in growth rate.

For the Engineering Industry nothing definite can be said becausef;ﬂff

the values of the partial correlation co-efficients are very small
dgjd moves in the c¢pposite direction for the two period. For the
Chemical industry, the results show that there is a positive
relationship between the two varlables, though they are not very
significant. A point of interest that shoud ‘be mentioned here is
tﬁat the results agree very closely to that of the simple
correlation analysig, and alsco to that of the tests carried out in

Chapter 11. 1t was stated befcre that 'owner contreolled firms'

would aim for lower growth rates and 'managemsnt controlled firms'

would aim for highér growth rates. But the contradictory results
obtained in the cases of 'Textite' and 'Chemical' industry leaves
'ﬁne'in a state of dilemma and one finds it difficult to state
whether financial institution owned firms behave like 'owner' or
‘management‘contrqllgd firms, and also what is the real objectivé.
of. such ficrms. "
Among the other gxplanatory variables growth rate, assets
have & positive, though not significant relationship. This agrees
Qith the recsults of Samuel (1965) and Singh and Whittington (1968),

that larger firmes  tend to grow faster. However, this is*
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:ontradicﬁed by the fact that sales show a neg latiaoanship
ith ssset growth rate. Again In line with Singh & Whittington's
:tuaﬁé\ post tax profitability has a :positive relationship with
sset growth., This positive relationship is significant at 10%
evel (% year period) and 1% level (3 year period) for textiles and
0% level (3 yvear period) for Engineering. Hexi, corresponding to

he theory aof Gordon (1862), retention ratic h

o

s shown a positive
elationship with growth., Finally, the textile industry shows for
oth the periods, that along with institutional holding, the other
ariables can explain the wvariation in asset growth rate at 5%
evel.

e
{5) The independent variables relating to sales growth rate
"esultéd in significant R2 values for the Textile Industry (1%
e2vel - 5 year; 5% 1e§el - 3 year) and Engineering Industry (5%
evel - 5 year; 10% level - 3 year). Considering this, the results
an bz sald to be better than that of growth measured by assets.
‘he results point out that sales growth of corporations depend
juite largely on the combined effects of institutional holding,
Jrofitabilit}, size of the firm, market power etc. .
First, referring to institutional holding, it can be seen
:Iear??(from the table that the relationship is negative in all the
~asec. Far the textile industry, this negative relationship Iis
significant at 5% level for both the periods under considgration.
It ie gquite c¢lear, considering boeth the measures of growth,
that, higher institutional holding does in no _way'contribute
to growth, but higher institutional holding retards growth rate.
The point that is most interesting is that salés growth
is negat?vely and significantly related to sales for all the three

N
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industries for both the time periode tested. What can one coanciude

L
g
i (]

from this ? It me from thiz recsult that firms which have |arge
sales already do nct have the incentive to increase the tate at
which they can captuce markets. This, in the Indian context may be

perfectly be-fitting specially when the anti-monopoly regula btionsx

“are taken into account. Furthermore, after reaching the optimum

sales level, increase of market share may result in diseconomies of
ecale. This may consequently bring in lower profits for the tirms.
However, &a very contrasting picture appears when we find that
assets have a positive and significant relationship with salaos
growth rate. This again applies for all the three industries, for
both. the time periods tested. Again profitability and the dummy

variable MR, both are positively related to sales growth. The

_positive relation between post-tax profitability and sales-growth

is significant at 10% for both Textile & Engineering Industry. The
results in this respect agree with that of asset growth rate.

(GS Retenticon ratio's relationship with institutional holding
is found to be negative for Textile & Engineering Industry for both
the "periods tested. Faor the testile industry, this negative
relationship is significant at 10% level far the 5 yesar period. It
can be inferred from these results +that financial institutions.
prefer current dividends and a, higher pay-out ratio. It was f{ound

out in the previous analyses, institutional holding was negatively

09

related to growth. Since retained profits are necessary for growthth,
therefore for 'financial institution owned' firms lower growth
rates would necessarily regulire lower retained profits. Thusz the

results Iin this section ceem gerfectly in line.

The relaticnship between asset growth rate and retainad
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is found to be positive In al! the oczsesz and in the o

m

ge af
zxtile industry (&% year period) it is found to bhe significant at

level. This confirms the inferences of Walter (1963) & Gordon

i2Y, that growth of a2 firm influesnces it's retention policy.

rding the relationship of post-tax profitability, far the

2yt ile  dIndustry at is found that

e
-

ie negatively related,
pointing out that higher profitakility results in lower retentiqn
ralivs. But for the other two industries the results show positive
association. Conclusive statéments about post-tax profitability and
éiso debt-equity ratio canncot be made because of irregularities'iq
~egul ts., .In general, however, principles bf corporation finance
uphatld debt: as a tax shield, and thus rise in D/E schould have
raised the post-tax profitabilities). However, for the liquidity
ratio, negative, though not significant, relationships have been
found. This re~-affirms our hypothesis that  higher liquidity

facilitates firms in formulating lower retentian policies.

Lastly, in on case was the R value was found to be large
or significant. This means +that the linear combination of +the
independent variables could not sufficiently explain the vafiationS"ﬁ’
in growth rate.
R , . : - . Cey o )
{7) The effect of institutional holding on Return on Net Worth
cannot very clearly be stated from the results obtained in the

anuwiysis. The partial correlation co-efficient is negative in three

ages, and positive in the other thre=e cas

13}
M
[£3]

. But none of these
results are sfatistically significant.

Sales exert a negative influence on Return no Net Worth
oniy in case of Textile Industry and a positive effect in case of

Lngineering and Chemicals incdustry. The exactly opposite effect is

) -
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se of Assets. The results also show that growth rzt

measured {n termsz of both =asset growth rate, or sales grawth ate

-

have a positive =ffect on retufn on net world. This phenomenon is
possibly due tao the inheren£ bnature of the return on ne=t warth
ratio; The numerator contains the elements equity dividend and
retained earnings, and the denominator contains net assetis
assets are contemplated to grow, retained earningé rice, thus

increasing the numerator and in effect raising the return on net

worth., On the other hand, if there is an increase in net assets, or

effectively in the denominator, return on net worth will fal! The

partial correlation co-efficient relating to growth rate of asset

W

is sgignificant at 10% for the Textile & Engineering Industry for
the 5 years period.

1t was discussed before that debt-equity ratic act

Ul
u
w
)]

tax shield, and Jowers the taxes to be paid. But the results
obtained in this part is completely contradictory to our statement.
Debt-equity ratio has a negétive effect on Return on\Net Worth in
all the cases examined. For the 5 year period, this negative
relationship is significant at 1% level for the Textile Industry
and % level‘for the Engineering industry. the reason for thisg may
be that higher debt, draws out large amounts from the post-tax
prifits, and in effect iowerg the amount of retained profits lower
retention affecting the numberator, makes the return on net worht
fall,

significant for the 5 year p=riod

m
=
g

Finally, RT wvalues
only, at 1% for Textile iIndustry and 10% for the Enginesrin

Industry.
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other performance variables, institutiona
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holding had a positive cérrelation with debt-equity ratio of f1i
For the chemical industry, in the 3 year period, the value was g
high as 0.5%6. This leads us Lo believe that with the rise in gttty
holding by the institutions. the long term debts of the firm

increases. This phenomencon is normal, because firms with

[_Ll

high institutional holding will try to avoid further conc

)

nitration
of equity shéres in the hands of +the institutions. For this
purposa,'capital requirements of these firms are met usuzally by
issue of debt. An exceptional result is, however, noticed for the
Textile Industry (& year period) where the negative relationship is
significant at 10% levei.

Irregular correlation co-efficients obtaned for the
variables sales and sales growth, do not lead wus towards any
conclusive thoughts. However posiiive. correlation co-efficisnts
relating Assets to D/E ratio,'help us to re-inforce the argument

that larger firms find it easier to mobilise rescources through

- - - ! . -
external borrowings Again asset growth and leverage are positively

related showing that growing companies mobilise more funds through

debt. It was argued before that less liquid firms would employ dsbt

.capital in order to maintain its debt-servicing capacity. The

~results obtained in this portion show &a negative relationchip

between liquidity and leverage. For the textile industry, thiz
negative relationship ig =zignificant at 10% level. Though spscific
resons for this cannot eacily be identified, yvet it 2an be

dontemplated that le2se liguid firms, employ debts in order tao

"enhance its liquidity.

Howesver, in no case, could the linear combination of the

independaznt wvariablez result in significant wvalues of R. "Even
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, for the Chemical industry R wvalues of .704 (5 year)fand

(3 year) seem large enough to suggest high degree of
,ifaééociation between debt-equity ratio and the . independent

. variables.

(9) Higher financial institutional holding requifes that the

“f?}m be less liquid; at least, this stems out from the resul ts
ﬂdgfaihed in the analysis. Negative partial correlation
figofefficients, except in fhe case of Textiles (5 year), have been
héﬁﬁ%ﬁlned for all the iIndustries. A possible explanation to this is

"“highér institutional holding brings with it the implicit guarantee

;gﬁtzterm loans or short term loans will always be available on
é@éigéhcy/vthus firms can keep their liquid assets a£'a somewhat
fléw level.

. We had -presumed that higher sales and sales growth
caﬁ£;ibute to liquidity, significant positive results (at 10%) for
saléé in Textile industry and for sales growth also in Textile

iﬁﬁqstry (5% level . for 5 year and 3 .year) and Chemical industry

[iQ%»level fof 5 years) bear wérradty to our statement. Except for
‘”€§:§Chemical-indus£ry, higher retentian, leads to higher liquidity,
-théggh in very small proportibns : this is quite apﬁarent'from the
$§it§ obtaned. Again, as before negative relationship has been
‘3,¢B££€nea between D/E ratio and liquidity.

Q;_ Finally, none of the R valueé were significant to suggest
d;fiﬁfte conclusions.

‘ (10) Financial Institutional equity holding is not very
whéficial when the valuation ratio of a firm is considered. Very

dignificant results (Textile-significant at 10% for 5 year period

and at 5% for 3 year period; Chemicals - significant at 10% for 5



year period, and 5% for 3 year period) showing negative

relationship between these two variable, bear complete testimbny to

'~ the above statement. OUOnly, the Engineering industry has shown a
‘positive relationship for the 3 year period, But, in generail, the

results agree with those obtained in simple correlation analysis

- and the statistical tests conducted iﬁ Chapter 111, . and
féonclusively point out that rise in equity holding lowers valuation
;;étio. Since valuation ratio is resultant of (market value/book
éélue), therefore, it is a méttér of considerable research whether
~£ﬁé,numérator ar the dencgminator fall, then which one falls atja
fgsigr rate ? The previous results, showing lower profitabilify and
Hibwer growth rate, may have resulted in lower book values for
iffnanciai Institution owned firms. Again, financial institution
éﬁned firms, for some reason might not have won great confidence in
é£ock markets and thus may have commanded lower market values of
“éhéres. These issues remain open for further research.

| Secondly, we had earlier discussied that higher post-tax
profiﬁability would have a benefical effaet 5n the valuation ratio.
éignificant and positive results have been obtained for Textiles
(6% level - 5 year period and also 3 year period) and Engineering

(1% level - 3 year period). The other results in this respect are

also positive, The results complgtely agree with those aobtained by
Marrigs (1564). However viesws Gf.Lintner {1971) and Radice (1971)
stand contradicted when negative relatioﬁships evol;e between
valuation and asset growth and also valuation and retention ratio.
Negative results ohtained in case Qf textile indugtry.for return on
5V net worth lead us to believe that higher returns have in adverse

effect on valuation. But this result is contradicted by significant
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R positive values in case of Englneering Industy (3 year period].

Lastly, very high and significant values of R have been

abtalned in case of all the industries (Textiles - 1% level - 5
year and also 3 year; Engineering -~ 1% level - 3 year; Chemical -
10% level - 5 year) showing that the independent variables are

cﬁosely related to valuation ratio.

4.4 Conclusien

‘The results obtained from multiple regression analysis
"o point out clearly in case of all the performance variables, except
 debt—equity ratid; higher institutional holding has adverse
: pffects; This makes.it.very difficult for us to match the behaviour
?f financial institution owned firms with ‘'management controlled’
'gf_'owner controlled firms'. To facilitate better comprehension,

the hypotheses regarding the financial behaviour of the firms are

. re-stated here.

‘?F + Profitabllity of Owner Controlled (0.C.) firms will be > than
that of management controlled (M.C.) firm

H; : Growth rate of assets of Q.C. firm will be < that of M.C.
firm

i"‘H t Growth rate of sales of 0.C. firm will be < that of M.C. firm

H, : Retentiaon of 0.C. firm will be < that of M.C. firm

4
‘H5 :'Return on nétworth of 0.C., firm wil? be » that of M.C. firm
H6 : D/E ratio of 0.C. firm will be » that of M.C. firm
H7 : Liquidity ratio of 0.C. %jrm ¢ that of M.C. firm
?v H8 : Valuation ratio of 0.C, firm will be » that of M.C. firm



rinwévér the ‘findiﬁgs from the simple correlatiqn analysis and
. lefiple regregSian analyﬁié, presént a picture which i; in many
Zf&éééé différent from the above hypothesis. 'The relation between
A;?in§£itutional holding and various peformance variables in general,
f ia§‘revea1ed by these teéts are briefly stat;d below :-

(i)A Institutional holding and pre-tax profitabilities are

:{ negatively related, or in other words, firms with  higher

institutional .holding " F.1.0 firms have lower pre-tax

~profitabilities

(i?)_ Simi]arly,. hnsbtax profitébility is also negatively
A}#félated‘wifh institutional holding. These two findings are in line
nl.with hypdfhe;is 1.

¥ (iii? ln;titutional_.holding and groch rate of. assets are

<ﬁ'gatiéely related in -most of the cases. This do;s not confirm
hybbthesis 2, ih the sense that firms with lower institutional
Zhﬁfding (0.0.) Have higﬁer growth rates

o {iv) In the simple correlation analysis, in most caseé growth
;ate.of sales is positively relatéd to institutional holding, but

n multiple repression analysis, the results are all negative. In

fall-logical sense, we place greater reliance on the‘latter resul ts.

“{v) As revealed by simple correlation- analysis, Retention
_éiio moves in! the opposite difection to institﬁtional holding,
i:e. disconfirming the hypothesi; 4, financial institution owned
firms have lower retzntion ratics. However results of multiple
- regression analysis confirms the hypothesis, by =showing positive

partial correlation co-efficients.

(vi) Mixed results have been obtained for return on net worth

in both the tests, and definite conclusion about its relation with
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constitutional equity holding connot be drawn.

{vii) Debt-Equity ratio rises with rise in institutional
holdiﬁg and shows +that F.l.0. firms uée .higher debt than 0.0,
firms. This is no manner a good sign, because debt increases the

riskiness of the firm.

(viii) Liquidity ratio is in most caseé\ negatively related

with institutional holding disconfirming the hypothesis that F.I1.0.
firms have higher liquidity.
{ix) Again valuation ratio, is negatively related to

institutional holding. This is in line with hypothesis 8, where

§hQ.C. firms were presumed to have hoghe valuation ratios.

| Therefore since firms with high _instifutional holding
géve lower _profitabi}ity,v lower return on net worth and lower
U§§1uation ratio, +herefore -in this respect they behave liké
;@anagement controlled firms'. But again these firms have lower
igfé@th rates in term of assets and sales, & lowef retention ratio,
ATEerefcre, in this respect they behave like owner-controlled firms.
jn general, what is evident is higher institution holding leads to
 ;nefficiency of firﬁs.

To investigate further into the behavioural
characteristics of “financia]_owned firms" and 'other's and bring
out their distinguishing points\ it would now be proper to carfy
out =n exercise ip Discfiminant Analysis taking all the vériables

together.
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_NOTES ¢ _CHAPTER FOUR ) _
1) Broadly speaking ,;the absence of either ftype of relationship
'ié required .if the "Léw of Phoportionate Eftfect", or "Gibrat's Law*
is to hold gond. Thi$ law states that the probability of = firm
-growing at a given ?}ate is independent of it's initial size.
’However résearchers h%ve found that the law does not hold,
2) The major reason fgr the conflict between the results of Samuels

(1865) and Singh & Q}ittington (1968) was due to the fact that

-
v

Samuel's study was bésed on firms from all .industries ftogether,
L

: whereas . the latter %authors used industry yise analysis. (4
" industries wviz. - no; electrical engineering ,.clothing food and
ftobbaco). ’

r3f'Hymer and Pashigiaé, whose study was not confined to continuing

gmpanies, stated thét, had it been so confined, their recults

Qqﬁld'have been esseniially the same.

T

Le. debt or new equ;&y is not issued , (ii) The internal rate of

-Teturn of the firm (rj and the cost of .capital (k) of the;firm are
~constant (iii) Corpé?ate taxes do not exist etc. Under thece
.EOnditions they state%that:-
(a) Gptimﬁm reten%ion ratio. is 100% when r > k.
(b) Optimum refen%ion ratic is 0% when r ¢ K.
(c) There 1is nof optimum ratioco when r = k., i.e. there is
irrelevance of dividend policy in this case.
5) “Existfng companies prefer to issue debentures or preference

shares mainly for investment institutions. Even when eguity issues

9%
[w1)



are made by them they are mosgtly in the form od right issues. The
reluctance to issue eqguity shares to the general public by existing

management is largely due to the fear of dilution of capital,

'apprehensions about the ﬁrobable loss of control over the dompany."

(Patel committee report-. vol. 1, pg. 27)
8) "Technical inémlvency" ocours whenever a fifm is unable toc meet
it's current obligationse, [t differs from "insolvency" in a legal
sense , which is defined as the point at which the assets of the

firm are less than it's liabilities, and as a result ,> it has

negative net worth. (See James. E. Walter "Determinatiaon of

Technjcal Insolvency", Journal of Business , 30, (January 1857).

7) According to ‘Radice (1871) , dividend policy 1is positively
related to rate of profit which is directly related to the rate of

growth , but inveresely related to it at high rates of growth.
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Results of Multiple Regression Analysis.in the preceding
chapter distinctly showed considerable influence of institutianal
holding on a number of financial variables, It inspired wus to
pursue further tests ﬁased on other multivariate techniques. The
thrust of the precent chapter centres round the issue -whether it
is possible to discriminate between financial institution owned
firms and others on the basis of all the financial variables, or an
amalgam of different related variables. There is an oppurtunity to
doubt the relevance of the present chaptef in the context of it's
feliance on multivariate techniqges that was also applied in the
last chapter. There are at least three arguments in favour of the
present analysis, First, if these two approachés produce the same
result , 1t will obvidusly strengthen reliability of the findings
of the study and will increase acceptability of the conclusions
based on the findings. Secondly, instead of correlating
institutional holding with different performance variablés oer s&
attemts will he made to discfiminate between fthe two groups of
firms mentioned in the study; This wil!l help to understand whethef
economic behaviour of the institution owned firm as a group differs
from that of others. [t is visualised to be an attempf in a new
direction. Finally, univariate analysis of chapter three showed

=]

L

that there are significant differences between the groups in csa



of many variables. However, results of univariate Distance analysis
showed that none of the variables was a good discriminator on i{4's
own. Reliability of the findings of univariate Distance analysis

may be opsn to seriocus questions , Dbecause it was bassd  on

-restvicted assumptions which does not hold good in Lthe preseat

context. Multiple Discriminant Analysis carried out in»this'present
section is . free from such assumptions and would produce wmore
reliable. results. Further the present analysis is carried out with

the hope . that, even if none of ~the wvariablaes was -3 good

discriminator individusally, {(as was found in univariate Distance

=

analysis) the whele set of variables taken fog§+hpr mayvaéb 2ve  a
high degree of discrimination.

' Thé crder of discuésions'of the present chapter will be
as follows:i-

In section (5.2) methodological hqtes on Multiple Discriminant
Analysis (MDA) will be discussed

,Section: t5.3) will show hew the different combinatians of
variables have been selected fdr the purposé of the stUdy;

_Séctions {(5.4) & (5.5) mainly will be wused to preéent and
analyse the results of the analysis.

Finally, the lasf_sgction (5.6) will sum up the findings and
draw concfuségné. &

2 MMLhodolOQLcal Notes on ’ulttole Discriminant 4naZ¥5L3;

When the' set of variables involved are independent of

S0 WO

lTi

one another , measurement of degree of discrimination betw
groups becomegs simple. On the basis of the discrimination achisvad
by these wvariables indwsmndﬁn ly, degree of discriminaticn which

could be achieved by considering all the variables together,

0
™
o
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gasily measured. ln torms ot the concept used in chapter three, Lhe
extent of discrimanation depends on the distance between the twn
groups. If all the variables were independent of each other . the

square of the combined distance betwwen the groups would simply

gqual the sum of thelsquares nf the individual distances.

Thus,

ce s s e e e (1)

where Dp is the combined distance between the two groups on
the. basis of 'p' variables taken together and [ di/ si] is the
distance between the groups on the basis of the | varisble
1
alone.
When variableé like profitébility, growth, leverage,
liquidity, valuation ratio etc. are being considered , one must be

aware of the relationships and dependence that exist between

them. {detailed discussions o¢n this aspect was made in chapter

four) For such dependent variables , there exists no simple

relation (as in equation i) between the combined distance and thé
individual distances. In these circumstances a sophisticated
analysis is required which takes into account the interrelationship
Eetween the variables, It <hould bhe noted that, in generail, the
felafive discriminating powers of the variables considered on ther$
owﬁ have no obvious relatidship at all with the relative
discriminating power of the same variable in the multivariate
context. However, %n view of the inter- relationship between the
variables, it is anly in the multivariate context that a proper

assesment of the relative discriminatory powers of the individual

variables can bhe made.

._4
()]
i



Discriminant analysis methods attempts to answer twao
basic questions :- First, can the two groups be distiguished on the
basis of the set of X measures on which the data are available? In,
other words , can it be shown that the groups differ significantly
in terms of their means on a linear combination of ¥ variables ¥ If
the answer to this auestion is yes, then it makes sense to answer
the second, wviz. how <chall a particular individual firm be
classified in terms of group membership ?

MDA involves deriving the linear coﬁbination of the
independent varisbles that will discriminate best between the «
oriori defiﬁed ErouUps. In this study the a pricri groups are
F.1.0. firms (Companiés having institutional holding ahove 25% )
and 0.0. firms (firﬁs having holding - below 25%) . The
discrimination between fthe groups 1is achieved by the statistical
decision rule of maximising the between group variance relative to
the within group variance. |

Theldiscriminant fUnctiqn takes the form :

2 = W, X, + W_¥ L S Y O

171 2"z 33 pp
where,
2 = the discriminanf score,
W = the discriminant weights,

X = the independent variables.
As the groups involved. in the study are two the expression
¢an be written as;
7 = A # ! - s . v
fil ul‘ill i wzxjgl L prlpl
to représent the value i Z for the ith individual in group 1.

( here I = 1,2, ......... ni.

Similarly for group 2, the equation can be written as:



= + : ce e . T T i
2“2 Uixiiz NZXiEZ oo prlpg {iv)

t

The values of the W's in the discriminant equation are chosen so as
to maximise the separar£ion Eetween the two groups.
On the basis of these general principles , different

linear models have besn developed by three authors, viz.
(ai Fisher (1836), (b) Hotelling {(1831) and (c) Mabhalnobis {(13836).
The brief contents of each of the models are described below.
(A) Fisher’s disriminant analysis :-

In Fisher's discriminant ‘analysis, separation between
groups is expressed in terms of the discriminant function for the

© two groups. [f the group means are described as ,

n n
1 1
. . + e . )
- . z11 2 (ulxlll ‘ uf_‘xl.’_’l upxlpl
5 o L - =1
1
"y "4
= ]
lell + nggl S . .prpl | (Vv
and,
n ]
2 2
+
) DT 2 W ¥ Ughon % e X oo
) = L=1 - L=1
T2
n, n,
= W X, o+ WoR T e e W X e (Vi)
1tz 2t ze pp2
Now, if di = ;{1 - ;iT denotes the difference hetween group
means on variable Xi and it D = 51 - Eﬁ . then ,
= d + ‘ S o tvii}
D Nlll wijl Updp . vid

is the guantity that must be maximised.
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D is again =a random variable and it's wvalue is

w

influenced by the variability of Zil -and 217 within two

grouﬁs. Accordingly, Fisher proposed that the criterion for maximum

separation be the maximum of the ratio,

)
F

: D=/

w

= A

ul

W

in which SSw is the within group sum of squares of the variablz 2

defined in eguation (ii}, =and X is called the discriminant

criterion.

:IB)VHQL&lling’s TS and generalised analysls of varlance.,

Hotalling showed how the univariate 't' test of the null

n

hypothesis HO:;J1 = u. could be generalised to the multivariate
case, i.e. fthe case in which the null hypothesis is Ho:u1 = Mo oo
where Hy and H; are the vectors of population means on several

variasbles, % R
1 s}

[§%)

For testing the hypothesis he used = statistic * T° .,

[i]]

This statistic is closely related to Fisher's procedure and his

statistic " D ", This is given by the eguation

b

T~ = ——— ( n, + N, = 2 ) D oo tviid)

where n, and n, represent the number of observations in groups 1
.and 2 respectively.
(C) Mahalnobis'® generalised distance analysis.

The Mahalnohis Dﬁ ﬁethod can also be used to test the
difference between groups. The procedures proposed by Fisher And

Mahalnobis , probably based on the earlier work of Hotelling are

esssentially equivalent. This can be seen from the equations below:
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ﬁ = (n1+ n2 e 1 (ix) 2, and also,
2 _ (n, + ny) -
T e e ) 2
( nlnu)
For the purpose of the study ,out of the three models this
ﬂparticular mode] is chaosen. This 1s solely on the basis of

~.computational facilities available to the reasearcher at present.

[

To test the significance of Dg', the F statistic wil! be
used. This F will have a distribution with F, and F, degrees of

freedom . ( F1= P and F2 =n, +n, -p -1 1.

The valug of F is given by the formula ;

Uhile conducting MDA , two bhasic assumptions aré made :
(i) Multivariate normality of the disrtibutions of the variables
uéed to characterise the group members.
{ii) Equal dispersion ( variance - co-variance ) matrices across
the groups.
Uith these basic assumptions , the overéll significance

Lyt)

of the discriminamt functions have besn testsd by computing D&.

‘. . . ~
and by testing the null hypothesis that D; = 0O , where DM refers

to the multivariate distance between the two populations. I[f the

1

9!
ot
i1
[w )

null hypothesis is not reie at an accepted level of
probability, it means that the groups cannot be distiguished on the

basis of their multiple characteristiscs., [f on the other hand, the

nul!l hypothesis is rejected at an accepted level of probability ,
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Lt suggests thol therw are rwel Jitferepnows boatwesn groups and that
the computed linear discriminant function discriminates between the

groups in an optimal way.

Turning fto the variables wused for MDA , although there
are many possible combinations of fthe variables X1 to K9, which can
be used, only a few may be meaningful in the cbntext of the issues
of the study. Clubbing of variables into different groups ino test
their joint discriminating powers deserves wutmost care to avoid
possible bias. In the simplest form if we select all the variables,
the.controversies over the issue of selection of varisbles can be
avoided. But any combination that falls short of 9 varisbles should
be supported by strong reason to aveid all possible confusions.

For the purpose of the present study, selection and
clubbing of variables are guided by the foliowing principles. Uide'
use of vafiables used in earlier studies »of similar nature,
statistical relevance of variasbles of the variables as .reavealed in
the precesding chapters of this study anq the interrelationship
among the variabies are the +three points that influenced our
decisions while clubbing the variablegs. Say, for example, the
smallest méaningful sugset would consist of only two wvariables
ignoring the others, and the best choise is obviously profifability

) \
and growth., These ftwo variabies are the most important measures of

efficiency and hav been widely used in the earlier studies.

]

Further, throughout the study it was found that wvalustion ratio

e}

hanges significantly with the change in instiftutional holding. So,

valuation ratio along with three closely related variables, X2

o, and X6 were loyically grouped together. Another combination of
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variables which was considered to ° be ecomically meaningful
consisted of profitabilit? (both ¥1 and X2}, growth rate (X3 & %4,
and liguidity (¥8), gearing(¥7), and retention (¥%). Thus this set
would consist of seven variables. [t is worthwhile to note that
significant statistical relationships were found between . these
variables in the last chapter. After deep contemplation, finally,
five sets Bf variables were'selected for the analysis.

The sets are as follows:-

(i) ¥1 To %9 ......... verrecasrassaseas9 Variables

(1i) %1, %2, %3, %4, %5, %7, ¥8........7 Variables.

(iii) X2, ¥3, X5, X7, ¥8 ... .¢iccesve.v..5 Variables,
((iv) X2, ¥4, ¥6, %49 ...... ... B Ua:iables.
(V) %2, KBiiiiineennannn. e 2 Variables.
5.4 Findings and Interpretation of Resulls.

Eollowing the pattern of chapter four, the analysis has
been done separately for each industry and for each of the two time
perinds 1581-85 énd.1981—83. fn the tables, the first two coloumns
indicaée industrfes énd time periods and the fifth coloumn gives
the vafue of Dﬁ. The sixth coloumn gives the variance ratio based
on Dﬁ which has been shown to have a F distribution with F1 and Fz
"degrees of freedom. F1 is given in coloumn 3 ; and in coloumn four,
in order to indicate the numger of F.1.0 and 0.0. firms in each set
of data nyy Ny and (p+1) are shown separetely, Finally, coloumn 72

gives the critical F values for F1 and F_, degrees of freedom at a

10% level of significance,.
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Table 5.4

Distance betwesn F. 1.0, & 0.0, firms: Multivariate Analysis

nj
Mahalnobis D; for 8 variables (11,X2,%3,%X4,%5,%6,87,%8,3%9)

Industry Period F, F, Dﬁ F based F :‘<o.1oa
YyRars on D 2
Textiles 5 8 14+17-10=21  3.306  1.876  1.95
3 9 14+17-10=21  3.344 2,068° 1.95
Engineering 5 9 8+17-10=15  2.414  0.952 2.09 |
3 9 B8+17-10=15 1.535  0.605 2.09
Chemicals 5 9 6+ 9-10=5 B.181 1.256 : 3.32 f
| 3 9 6+ 9-10=5 4.578  0.704 3.32 |

- e e e - e e e e e e e e o A e e e e e v e EN e e e e e e e S AR e e e e e e e o e e e e e e e - e o - e .

Mahalnobis Dﬁ for 7 variables (¥1,%¥2,X3,%4,%X5,X7,%8,)

F .

lndustry Period F, F De F based . F _'(0.10)
YyRe3rs - on D 2

Textiles s s lati7-s-23  3.008  2.817° 1. 99 |

| 3 7 14+17-8=23 2.788 2.425° 1.99 |

Engineering S 7 8;17-8=17 1.988 0.940 2.10 ;

3 7 B+17-B=17 1.533 - 0.72% 2.10 f

|

Chemicals 5 7 6+ 9-8=7 7.971 2.207 2.78 !
3 7 B+ 9-8=7 4,452 1,233 .78



7
Mahalnobis Da for 5 variables (X2,%¥3,%5,%7,%X8)

Industry Period F F D F based F *(0.10)
1 2 M F
years on D 2
Textiles 5 5 14+17-6=25 1.998 2.645° 2.009
3 5 14+417-6=25 2.751 3.642% 2.09
Engineering & 5 8+17-6=19 1.086 0.9876 2.18
3 5 8+17-6=19 1.491 - 1.339 2.18
Chemicals 5 5 B+ 9-6=9 7.564 3.771° 2.61
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 _1ndustry Period F, F 'Dﬁ F based F _‘(0.10)

yBars on D 2

Textiles 5 4 14+17-5=26  2.842  4.548%% 2,17
3 4 14+17-5=26 1.998 2.645° 2,17
Engineering 5 4 Br17-5220  0.B854 0.767 2.25
3 4 B+17-5520 1.402 0.805 2,25
Chemicals 5 L4 6+ 9-5=10  7.274 5.036% 2.61
3 4 6+ 9-5=10  4.236 2.933° 2.61
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Mahalnobis Di for 2 variables (%2 & %3)

e e e e o s v e e ® P e e e e o e e e e et e o e e m o s v e = . e A= m o= m e e e o e — - —

flndustry Period F1 F2 Dﬁ F based F :1(0.10)
: ‘ yepars on D 2
Textiles 5 > 14+17-3=28  1.280 = 4.597°% 2.50 .
3 2 14+17-3=28  1.035 3.836° 2.50
‘Enginesring & 2 8+17-3=22  0.508 1.316 2.25
3 2 B+17-3=22  1.402 0.805 2.25
 Chemicals 5 2 B +9-3=12  5.549 9.219% 2.81
| 3 2 6 +9-3=12 1.986 3,270° 2.81

Notes: atl denotes aignificance at 1% level, a at 2. %% level,

L oat 3% level and c at 10% level.

The conclusion which emerges overwhelmingly from the
tables is that the null hypothesfs is rejected almonst everytime for
the Textile and Chemical industries. For the Engineering industry,

the null hypothesis is never rejected. In 15 out of the 30 cases

examined, results are significant at 1% level in 3 casés , 2% level
in 2 03595, 5% level in % cases and 10% level in 5 cases. These
regults strongly suggest that (it 1is possible, on the basis of
mu}tiple characteristics of the firms. and taking into account the

inter-relationships between the various characteristics, to rej

@
0
o+

the hypothesis thaft the two groups belong to the same population.in
specific sense real differences in financial characteristics exist

between the ftwo groups.

-
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However, before such conclusions can wholly be

accepted, there are certain points to be pondered over. It may be
recalled from chapter thrée, that wunivariate distance analysis

resul ted iﬁ 30% to 35% misclassification between firms, and none of
the wvariables could individually discriminate between the firms.
However, when all the multiple characteristics of the firms are
considered together , we find that the distance between the firms
ére significant. This apparent inconsistency between the resulis of

the wunivariate analysis and multivariate analysis is not an

kuncommon occurence; it arises from the fact that inclusion or
@ §xclusion of the variables in and from the analys{s always changes
'ithe distance between groups. A compgrison éf the results of table
" (a) and (b) with those of (c), (d) and (e) would make the point
élear. It is clear that exclusion of variables ¥1, X2 and ¥6, that
" contributed very little additional distance, have resulted in
QT gtat;stica1ly signifiéant values of Dﬁ . Emphatically it can be
‘féaid that combinations of preofitability , growth, leverage and

valuation ratios have heen successfully able to discriminate

vgbetwaen the two groups. These results are in a high degree of

1]

consonance with the results of the tests applied in chapter thre
 §urther, the combinztion of ¥2 and X3 , 1i.e., profifability and

.growth , as contemplated , have discriminated the firms of the

\

Textile industry =and Chemiecal industry at 1% level for the fiwve
o year period. Noticably, the largest extent of diserimination was
achieved in the case of Textile industry. 0Out of the 10 cases

examined for Lthis industry, 9 results were found to be significant

at laast at 10% [evel.
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The co-efficients of computed discriminant functions
along with the figures for the probability of misclassification

entailed by the use of these functions in discriminating between

the groups of firms, provide further information heipful for

" improved decision making.

(a) Diseriminant Co-2fficients:

Linear discriminamt functions were calculated far each
set of data for which distance statistics were reported in section
".5;4. The co-efficients of computed ]inear discriminant functions
'gfve an indication of thé relative discriminating powers of the
individual variablés in a multibariqte context. As an
illustration, coresponding to part (a) of table 5.4 , the linear
discriminant functions for the six sets of data in the three
industries are given in tables 5.5 (a)- and (b). This table gives
" the vector qf the discriminant scores of the function:-

zig= ulxigl + wzxigz + .f.,.......ubxigp
Corresponding to each W , table 5.5 gives alsg the correspdnding
scaled vector US which has been.obtained from W by multiplying each
element of the latter by the sguare root of the correspondingv
diagonal element of the pooled matrix.3 This procedure standarises
the discriminant co—effigggnts and the elements of W_ thus reflect

o

the relativie contribution to the discriminant made by each:

yariable.



Table 5.5
Discriminant Co-efficient (W) and scaled

(i) & year period

discriminant

con-e2fficient

(1

Variables Textiles Engineering
W W W W

X1 0.12 5.22 0.05 5.61
X2 0.06 4,81 -0.02 -3.20
X3 0.67 B7.11 0.37 18.91
%4 0.71 83.22 -0.33 -22.53
%5 ©0.29 11.62 0.15 9,22
%6 0.11 13.77 -0.20 -11.77
X7 0.51 62.44 0.39 25,33
%8 -0.34 -31.22 0.08 £.32
%9 0.86 134.20 0,42 37.30

Variables Textiles Engineering
1% W W |t

s s
X1 0.04 2.74 0.13 2.11
X2 0.11 G5.73 0.07 1.03
13 0.60 62.20 0.20 6.01
X4 0.72 73.01 -0.02 -0.78%
15 0.41 47.51 <0.18 -3.67
X6 -0.01 -1.61 =0, 27 -6.77
X7 0.30 21.33 0.49 27.80
< ' 0.31 29.34 0.31  33.60
X9 0,84 94,40 0.22 31.50
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The following important points emerge from the
information contained in table 5.5
{i}) The relative discriminatary powers of the variables in a
multivariate context are often quite different from those observed
on a univariate basis. In spite of these, variables X3 and X4
(relating to growth ) , %7 (leverage) and X2 (valuation ratio)

emerged as the most important discriminators. Prbfitability were in

no case able to act as a good discriminator as it was in the case

of multivariate analysis;

(iis The comﬁuted vectors W and US for the various sets of data
.:»éhow the relative discriminatory powers .of the variables differ
;considerab]y between industries and time beridds. However , for
ma{most all fhe industries X3, X4, and X9 were found to be the Lhest
ﬂiscriminators.

5.5 (b)_Probability_of Misclassification

| Tables 5.4 {(a) to (e) showed that out of 30 sets of
. data, there are 15 sets of data for which Dﬁ is significantly
fdfffmrant from O ot 1% to 10% levels, These means that for these
sets of data there are real differences between the F;Y.D firms and
0.0 firms and the computed discriminant functions best discriminate
between them. The queétion. howavev,’stlll remains: how goond are
the discfiminant functions, f.e., what is the extent of
discrimination achieved by thém.

A simple way af answering this question is to obtain
the theoretical probability of misclassification from the table
given in section 3.6, which relates distance to the probability of
misclassification. However; the accuracy of this answer depends

among other things on the following conditions: (i) that there is

s
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1

.25

[

?j no sampling error of Dﬁ and (ii) that the data ©posses

"multivariate normal . distribution and +the identical dispersion

matrices in both groups. Nevertheless, it is to be pointed out that

2
the computed values of Da in tables 5.4 {(a) to (e} , even when they

are significantly different from zero, are not very large to reject

kgll probabilities of  misclassification. Thus, there is the

necessity to compute the extent of misclassification by avaiding
- . these assumptions.
A second and more direct way of sblving the problem of
,fﬁiScfassification is to -compute the empirical probabilities éf
hmisclassification with the help of the computed discriminant
 functi0ns. In our analysis we have adopted +this method. The
:é;ocedure adopted was as follows : In each of £he set of data for

M

‘‘were classified into F.1.0 and 0.0. firms on the basis of their

:»"“‘ N < .
_which DY was found to be significant at 1% to 10% level the firms

; :discriminant scores( 2 values) . These values were calculated for
“. each firm by using the relevant discriminant function. The decision
.rule (mean value of each variable for the relevant group ) for
allécating firms to the two groups was intended to minimise the
probability of misclagsification. The results of these calculations
for the three indust;ies for 5 and3 year periods are given below.
The linear discriminant function was based on (i) 8 variables (ii)

7 wvariables, (iii) 5 wariables (iv) 4 variables. and (v)

variables.
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Table 5.5 Cb)
Probabxlxty of Miscla fLPatan of Firms (3 industries tozether) !

________ 5_¥E3C oo ____.B_year___ _ . _______
___Total_ _Correct__lIneorrect ____ IQS@L--CQ{E@CE__EQCQEEect____i
F.1.0 firms 43 28 15 ’ 43 “30 12
D.D.firms 28 19 9 28 183 10
Total ) 71 47 24 71 48 23
% of Misclassification. 33.8% 32.4%

e

(i) 7 variable function

e e e e e e e e e e e e e e h e e o e e o e e e m = e e e e e e e e = T e e - em e e e e e

e 2_¥BAr_ - L

---Total  Correect _[ocorrect ____ Total _Gorrect  locorrect |

CF.1.0 firms 43 33 10 43 33 ' 10 ‘
0.0.firms 28 23 5 28 20 G ’
Total 71 50 15 71 53 18 |
% of Misclassification. 21.1% 25.4% :

(1) 5% variable function

________ S_¥BET oo ._B¥®RRT_ ...
___Total _Correct _Incorreckt ____ Total _Correct _Incorrect
G FL 1.0 firms 43 34 g 43 33 10
S, 0.0.firms 28 2z £ 28 24 4
3'g3 ‘Total 71 51 15 71 57 14
 ?: % of Misclassification. 21.1% 19, 7%
R



(i} 4 wvariable function

________ S yesr_ o _____.3. ¥ear__ __ o ____._
__.Total_ _Correect Incorrect ___ Total _Correct Incorrect
F.!.0 firms 43 35 8 43 35 &}
0.0.firms 28 23 . 5 28 22 g
Total 71 58 13 71 57 14
©%_of Misclagsification. ___18.30% __________________19:7% ______________
1) 2 wariable function ] "
________ S_yesr_ o _____.3.year______ o ____._
__.Total Correct_ _Incorrect_____ Total _Correct _lncorrect
F.I1.D firms 43 34 ] 43 33 14
" 0.0.firms 28 20 3 43 23 5
Total 71 54 17 71 56 - 15
% of Misclassification. 23, 3% 21. 1%

The results above amply demonstrate that 18% fto 34% of
the firms were misclassified in general for the short and long run
periods.Further; there is a tendency for the probability of
misclassification to decrease with %the reduction in fthe number of

variables. Though , it is not the number of variables , but the

relationship between the vaniableswhich atter much, yet the
minimum degree of misclassification is noticed in the thres

variable case. Although this information represents a definite
‘improvement over the error of misclassification expected on random
classification (50%), it indicates some degree of overlap betweanm

the characteristics wof F.![.0. and 0.0 firms. Possibilit ies of

por
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‘ misclassification are also low in case of functions where 7 =and 5

variables are included. The fact there are low possibilities of

misclassification also flows out from the information in the 2

<

variable case.

Thus |, it ie felt that the results of the Multiple
'Disqriminant Analysis have considerably helped us in corroborating
the fact that differences da actually exist in the financial
i.fﬁehaviour of the two groups of firms.

5.6 Conclusions.

To sum up the contents and findings of this chapter the
following points are listed down :-

'(i), The objective of statistical énalysis ‘conducted in the
gfé;ent chapter was to confirm or ratify +the findings of the
;ariier chapters.

V(ii) Thé resul ts generally show that it is possible to
digcriminate between institution owned firms and the others on the
basis of sbme variables.

{iii) Analysis of the results df this 'section shows that
- discrimination between.the th groups firms 1s possible , but, no

explicit conclusion can be drawn as to whether F,1.0., firms perform

better or worse than the 0.0.firms. However results of the
preceedinguchapters show that F.1.0. firms have inferior records
for some variables ; generally these variables are found to be the
best diSGriminators.between the two groups of;firms, Thus from this

angle 1t can b

m
m
]

tated thét performance of the 0,0, _firms are
better than the other group.
b (iv) Lastly, & general conclusion , that the institution owned

firme are relatively inefficient can be drawn based on the (indings
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of the total empirical study. Though the findings of the study do
not fully confirm managerial theories of firms , in the Indian
context; vet resuits of come of the variables show that the
phenomenon of managerial exploitation of owners cannot be totally

ruled out.
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_NOTES_CCHAPTER_FIVE) _

1. This basic discussion has been made by Ajit Singh in his book
i‘lTake overs -  Their Rel=svance to the Stock Matkef and the theory
of the Firm. "; Cambridge (1971) . Readers who are interestasd in
“[ﬁefails may refer to the article by W.G.Cochran (1864); " DOn the
;wgerformance nof the linear discriminant function®; Bulletin of the

ainternational Statistics fnstitute, Book 2, reprinted in

Technometrics - May 1964,

2. For details of the relationship between Fisher's , Hatel!ing‘s

and Mahalnobis' Multiple: Discriminant Analysis models refer to:-

R.H. Lindeman . F.F.Merénda and R.2. Gold - "Introduction to
! ”;Bivariate and Multivariate Analysis, (pp 171-183).3; Scott, Foresman

and Company , London, 1980.

- 2
3. The pooled matrix 'S' is given by S= S1 + ST where a typical
element S1 in Sl is defined as
N P9
1 -
L - - - -
R 2 Ripp™ Kip ) Gypg = Kyg ) eees (p=1...k, g=1....k)
_ o o
and similarly the typical element S;q in 57 is defined as
2 N2 - -
. 8< = z (% .o~ X0 ) (%.. - %, ) .u...tp=l...k, g=1....k)
" Tpg : iZ2p Zp i2q 24 P » 4
i=1
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CHAPTER SIX

CONCLUSIONS AND POLICY IMPLICATIONS

The overwhelming importance of an efficient finmancial
system for the development of any economy formed the basis of our

entry into the study. Deliberations on the characteristics o

-+

financial system highlighted the fact that by definition, efficient
use of resources fTor economic development are ensured by a potaent
*‘financial system. In this context, while tracing the impact of
_Indian financial system on its economy, three basic trends vuere
.Eidentified, (1) increasing reliance of corporations on funds. of
;ifinancial institutions and internal savings (1i) low dependence on
" stock market funds  and lawtly (114i) rise in  equity holding af
prbate corporate sector firms by government controlled financial

institutions.

In fact gradual rise 1in institutional investment
alaong with +their growing impartance in the corporate power
“structure, inspired us to review the gquestion of role of financial

cinstitutions in the private corparate sectar. Our objective was to

develop a set of guidelines for institutions that would enable them
to inculcate element of efficieqcy in private corporate sector.

The tzsk, as was Yeit, was arducus, specially in  the
sed

PERY
a1

context of piebald characiteristics of the philosophy of mi

economy Tollowed in India. It was prudently comprehended, that, any

dictum, if not based on robust objective criteria would unnecessarily
%- drag wus into an ideological debate.  Thus, the criteria of

efficiency was treztsd as = basic foundation of our study to examine

-
o



on an objective basis, th

m

rale of institutions in  the privates
corporate sector, both =25 an investor and development agency.
Specifically, ths study was posed to delve into the Tfact whether

corporate efficiency in any way was related with insitutional

;ﬁ‘  equity holding?Alternatively, the study was an atfempt fto measure
.efficiency consequeces of rise in institutional holding in the private
carparate sector. Based on the findings of the empirical analvsis
an attémpt was made to solve the basic policy issue of the present
study. Thus discgssions on the relevance of the present study was
the subject matter of first chapter.
Forvthe purpose of empirical analysis, a totél number of
hundred firms were sampled from a cross-section of industries.
These firms had varying degrees of institutional equity ownership.

To facilitate comparative analysis, total sample firms were divided

into twa Qrmups following the provisions of Securities Exchange
(Regulation) Act. These two groups of firms were identified as
"Institution owned" firms and "others". After a careful scrutiny of
aﬁf various theories of the firm nine financial ratios were selected to

discriminate betwen these two groups of firms. Time period of the

study was 1981 to 1985 with a subperiod of _1981—83. Secand
chapter mainly dealt with these methodological issues.

Various non-—parametric and parametric wnivariate tests
were used to find out the.‘gifferences in performance between
financial Institution owrned and others owned firm;. These tests, in
general, ravealed that F.I.0. firms were outperformed by 0.0. firms
in many cases. Specially, statistically significant differences

a,, meﬁe found in <ase of variables like profitability, graw?h,

avarage and valuation ratic. Thus, the third chapter, where we
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iﬁitiated empirical analysis, provided us the first impression that
'"fthe firms with higher institutional holding were performing
"relatively inefficiently.

The following chapter, in a multivariate - coritent,

fdiéclosed through correlation ahd regression  analysis, that
":inegative relationship existed between iﬁsfitutioﬁél. hqlding and’
‘ performance variables in general, m?th the exception of debt equity
ratio which had significant stitive' Pelafionships. This

corroborated the findinmngs of the third chapter that rise in

- institutional holding led to corporate inefficiency and risk.

Finally, the last stage of statistical inquiry based on
‘f“Multiple Discriminant Analysis’ also revealed the ~fa¢t that the
 th groups of firms could be distinguished on the basis of all the
:‘variables or combination of related variables. This finding also
;;was in consonance with the findings of the earlier chapter.
Findings of the study have serious andl far reaching
implications. Funds of~financial institutions are in a11 practical
lséhse public money. When such money is mi5utilised,é institutions
"Cannot afford to be a mere spectator ﬁo the whole show. Empiriczal
xaﬁalysis shows the negative results of involvement of institutional
ffﬁnd on the efficiency of the firm. Underlying reasons of

‘inefficiency are discussed in the next section.

6.2 Unbridled Management : Rooils and Resulis

———— s - - =

Development of modern corporations obviously helped to
meet some of the pressing economic needs of the time, but

unfortunately also brought with it the vice of managerial

exploitation of DUNers. Growing dissatisfaction “with the

e
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functioning of the boards, both in developesd and developing

countries speaks eloguently about it. In India, contribution of

unbridled management in the inefficient use of national resources

_discipline".

is an issue in voguel. Factors contributing to the. development of

the present situation are briefly discussed below:

(i} Capital markst in India can not act as a ’‘guardian of

efficiency’ and proper ‘allocator aof scarce resources’. Under the

circumstances of heavy dependencs of corporations on  “internal

- financing’ and reliance on “funds from financial institutions’,

B

v_cDrpDrate managers have avenues open for avoidance of "stock market

a

(iiyindividual sharcowners are disarganised and widely dispersed

-.and have very 1little, it any, influence on  the corporate

management. Though technically shareholders are expected to

scrutinise the annual report of the directors and approve them by

farmal motion, in practice diffused shareholders often do not thave

" the capability to match wits with those in power and adoption of

the company ‘s accounts by the shareholders at the annual general

meeting is merely a formality and often a farce.

{iii) Corporations ars managed, in most cases, by families or
groups holding insignificant portion of equity shares. Financial
institutions, infact, the real owner of the business preter to
remain as passive spectabtors to many corporate activities. Inm other
words the phenomenon of divorce of c%&orate ouwnership from control

is not uncommon. Such features of corporate control by families



'leadvto abuse of managerial position to create family empires with

high speed and results in intense managerial exploitation of owners.

(iv}) Audit, a tool to protect the interests of shareholders, has
" become a mere formality. Auditors cons;ders the mangement and not
the shareholders as their employers. “"The blatant use of financizal
Viprinciples sanctified by professional Dpinion helps in formulation

“of accounts in a manner to suit the purpose of managers and keep

the real owners in dark". (Thanjavur, 1987).

(§1;Though the Companies Act has been amended several times - to

ot
.
B
u

;ﬁitébly streamline managerial zand other activities, yet i
,Qéen, to a large extent, deficient in doing so. Rather, it 1s felt,

‘tﬁat>"management in collusion with the Government has resorted to

-

:Qiéiating'the‘pravisians of the Act most ‘blatantly." (Thanjavur
iéé?il Serious dubitation is often cast as to whether the harnasses
'66 the processes of issue of prosepecﬁus, financial disclosure,
'iﬁgercorporate investment, managerial remuneration etc. are at all

-_fgdequate.

(vi) fAbsence of an assiduous corporate control market and fierce

. takeover battles like capitalist countries, aften permits

.
\

inefficient Indian managers to 'walk away even with the most inept
feats. Inefficiept management is rarely intimidated with possible

takeover threats form their counterparts.

Thus, Indian management being quite free from “capital
maﬁket constraints", "individual shareholders influsnce”,
"regulation of Companies ActY, "threat of takeovers" “and
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functioning with tacit support of financial institutions and
~auditors, have opportunities to show indifferent attitude ‘towards
public money. This unbridled management produces results that éan
by no means be treated as satisfactory. Some of these results
are -~
(a) Industrial sickness in India has virtually taken the shape
of a rampant plauge. Today more than 1&% of the listed companies
have been declared as sick. Az a result large volumes of funds have
been blocked and virtually wasted. World Bank experts after aoing
through the accounts of institutions.reported that no less than 35%
of the total pdrtfolio of finan;ial institutions are found to have
 5een fcontaminated‘.3 Considering the aggregate assets of the
financial institutions, eatimatea at Rs. 90,000 crores, the bad
advances of the financial institutions would by any reckoning be a
large amount. Mismanagement and diversion Df. funds “are the main
reasons contributing nearly 52.per cent of the +total causes of
sickness in .large units.4 Industry, banks, government énd
professional managers - periodically participate in
ritualistic sxercises on PeviQal of sick industry and prevention of

sickness. The fact that companies get sick, but not their managers

. or directors have been brought to light on many occasions, but the .

Companies Act and legal . codes governing the fiduciary
regponsibilities of directors have never been tested to bring to

book corporate management quilty of misfeasance.

(b} Many companies do not pay dividends to the shareholders; the
progortion of non-dividend paying companies 1is nearly 404 now.

Evern companies sfter declaving dividends fail to meet - their
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: a . . . - . .
commitments for long periods of time.” This is in gross vioclation
f@f-the statutory obligations of the company directnés, wherea they

Care - required to distribute dividends within 42 days of its

ﬁéclaration. Thus company boards very often fail to discharge thesir
duties towards suppliers of risk capital.
Ké):CorpDrate anomalias have - reached such an  extent - that

ﬂéﬁehture—halders are alsc deprived of their interest in may cases.
This_amounts not only violations of the Companies Afct, but also

discouraging the suppliers of debt capital.

d)fGOmpanies tend to emphasise such on growth of  assets rather
ghan on increaﬁing prodquction. Indian corpaorate sector has one of
tﬁe}highest cépital putput ratios among developing:'cnuntries. It
Héélbeen hypothesised'that high incremental ‘capital output ratios
gét'iiduidated by low producgivity aof investment®. {Desai, 1981) .
Thi§ in many cases is reflected in the Indian corporéte sector
iWhére scarce resources are wasted by inefficient functioning of
managers. Thanjavur observed "even the chairmaﬁ of a leading
k%inancjal institution has lamented the tendency of bié business to
;&gmeht agsets but not prodouction. What is fmportant is that there
;re' gfeater personal return§< in promotion = and not in

production".{(Thanjavur, 1987)

(e) Lastly, iﬁ is to be alleged that corporate managers in  the
private sector may have lost sight of the eithics of a socialistic
peconomy and a welfare state. Rather than observing the principles

of "of the people, by the people and for the people", they have

bt
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. gultivated practices to wmegt their own fanciful ends. The theory

+ and practica of manzgement has fziled to resolutely address itsel¥ :

to the dilemma betuween the law of capital accumulation and

imperatives of constitutional legitimacy. This has éignélled the

arosion of the constitutional estate  of the demacratic e

o

- soverelign republic of Indial. : -

Just a few points have been raicsed here only to bring Lo

-light the ineffectiveness of corporate managements in general. To

‘substantiate the phenomenon several other examples may be cited.

“However inefficiency of the board Sgétem are not the unigue feature
of India alone.“Ih_indugtrially developed countries like U.S.A. and
U.K. the functioning of the board 1is under severe criticism at

présent. It is oftemn been felt that declining thrust and

productivity in these two countries is to some extent fraceable to
mismanaged boards.6

In modern corporations, ineffieiency of board to anm extent
stems from separation of ownership from management, Corporations
of both developed and developing countries suffer from this evil.
However, there are some wnique Teatures of India as mentioned
earlier that Céntributed much  for thes emergence of wunbridled

- management responsible for inefficient use of résources. This
Si;uatiqn is by no means comparable with the scenario of developed
countries.

A possible remedy +to  these preoblems could be active
participation in the corporate management by the financial
institutions. This aspect was also highlighted in  chapter one of
this stody where it was pointed out that financial institutions by

virtue of their large sharzholding could discipline sexisting

s
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"management and act as ‘guardians of efficiency’. Such action on the

"part of the institutions can be supported on two,basié grounds.

(i} For all practicsl purposes, institutions with their largs
~equity holding can be treated as the real Dmner7 of the corporate
. sector. In other words, government has become the real owner of the
private sector corporations and the theoretical distinction between
. 'pub1ic and private sector has virtuslly disappeared. As the ‘reaf

“Powner, it has in principle the right to interfere 1into corporate

matters to discipline erring management. The issue that we like +to

cemphasise, institutions , who enjoy the privilage of selection

and dismissal of managers.cannot be deprived from their right
as owners.

/
~(ii) Results of the empirical findings further reinforces the claim

. that owner of corporate sector must behave like an owner. When

-¢}there is clear evidence, that greater the involvement of public money

‘“bmore is the inefficiency of the firm. Institution as custodians of

public money cannot remain as spectators.

Mr. N.A. Palkivala, emin#nt jurist echoed our views when he stated

?Pgblic financizl institutions had the same right as ordinary

shareholders public financial  institution wmust exercise its

voting power in public interest and also inturest of
shareholderes". Lately steps have been faken to ensure direct
. institutional participation in corporate management. During the

'last 15 years the nominee director system has bzen in cperation in

WT India. But the issue remains open, how far nominee director system

s

was effective to actieve both corporate and national goal 7

i
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&.3 Hominee Directors — Expectations and Achivemenis

(a} Definition

'Il‘ Before entering directly into critical ewvaluaion

of role of the nominee directors a few introductory words regarding

,vthése type of directorships will be in order.

The Companies Act has not defined =& nomineé director.
“ébgcifically, a nominee director is one whose appointment on  and
;%embyal from the board of directors of a company is the pferogative
kof the contrelling authority — whether it is an individual body
 ﬁqrpqr;te or any pefson.

| The Institutional nominee directors in India came 1into
bé{ng with the'establiéhment of the Industrial Finénce Corporation
LQ}“iﬁdia in 1948, which under it’'s statute retains the right to
faépéint any number of divectors on  the boards of it’'s assisted
_Eﬁncerns. Similar rights bhave also been given to some other
ih;titutians under ftheir statues. However during tﬁe early y=ars
fhé institutions did not exercise their rights mith.éreat emphzasis.
if was only .since 1971, that financizal institutions started
appointing'nominee directors on a regular basis in pursuant to
'gﬁidelines issued by the‘gavernment.

(b)) éppointment % Withdrawsl

Financial institutions impose at the time of éanctioning

\

a term loan or underwriting an issude, that it will have the right
to nominate one or horé nomidess on the board of directors of the
assisted units so long as the term 1loan or interest there on
remains Dutsfanding. The lending institution also has the right to

X remove any of it’s nomineses and appoint another in his place.



However the basic policy with regard to zappointment of
:ﬁdminee directors is as under.
(i) Finamcial institutions shall appoint nominee diretor(s? on
the Boards of all MRTP Companies.

(ii) In respect of non-MRTP companies, financial institutions
shall appoint nominee directors on a selective bhasis,
especially in cases where one or more of the following
conditions are in vouqge.

(a) Thelunit is facing some serious problem and is tending to
become sick.

(b) The institutional shareholding is more than 2&%

(c} The institutional stake by way of loans or ather
investments is Rs. 5 crores.

(ii1i) The exact number af nominee directors ﬁequired to he

appainted on the board of an assisted cécern would be
decided by the institutions after mutual coﬁﬁultutimn

with the concern.

NHile appointing the nominee directors the financial institution
emphasi%e that the board shall be broad based to represent
aQEquately the }nterést of various graups.

| Regard;ng the withdrawal procédure, nomineés.are normally

-

with drawn after a period of 3 years. However a nominee director

is generally not subject +to retirément by rotation, though in

lcertain cases the in;titutions may have it’'s nominee elected as 2
rotational director by mutuzl agreement with the assisted company.

From a critical perspective the appointment mode of the

i“; nominee by the institutions virtually appear to be quite rational

and democratic. Just bhecause thay hold large chunks of share they do



not like to show ‘big brotherly’ attitude aﬁd<impose on appointing
of a-large number of directors, The attitude of broad-basing tLhe
board possibly reflects to a large extent the democratic approawh
of institutions in corporate maﬁagement. Again, zappointment of
nominees in cases where companies are sick or where their
shareholding is more ;han 24Y% demaonstrates the rationality of the
institutions. The first shows the caretaken approach and the sacond
moves in line with the Securities Exchange (Regulation) Act.
Further to ensure that expert and gualified people are appointed on
the board, there exists provisions of disclosure of particulars of
“the nominees.

The Government expects that the noﬁinee directors thus
appointed should discharge the following dﬁties 5n behalf of their
appointing authority. ‘

(1) Ensuring payment of insfitutional dues and observance of
the loan terms.

(2) Ensuring payment of government dues, including excise and
custom dues énd other statutory dues.

(3> Eﬁsuring that there is no siphoning‘ofvfunds and abuse of
power by the promoaters.

(4) improving productive efficiency and maintaining

dynamism. A\

(3) Controlling expenditure being incurred by the company or
i
management group.
(6) Looking after financial performance of the company.
Thus, it iz expected that the nomines directors would safeguard
the interest of government, ensure efficiency af assisted

companies and control financial misdeeds of the management group:
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In thizs section, we have simply stated the procedure

of appointment and responsibilities of nominee directors. In fact,

it is more important to concentrate on the basic policy of public
financial institutions towards corporate managemént which will

ultimately decide the nature of relationship between .owner and

management of the firm.

(C) Changing Butlook of Institutioas

Depending on their experiences, public financizl
institutions on several occassions changed their outlook towards
corporate sector. Initially, they 1lured a policy that by any
standard could be deseribed as sufficiently liberal if not Fully
indifferent. Their tremendous importance in #he corporate power
structure was neither used to determine characteristics of boards
nor to control management of the cmrﬁorations. They avoided

~showing “big brotherly" attitude and seldom insistedlon inclusion

-of large number of institutional representatives on the board. On

‘the contrary, institutions were in favour of "broad basing the
board"B and ipspired inclusion of "expert and gualified" persons
‘in the board. Institutions persuaded nominees to act as “friend,

philosopher and guide" of the management .Df assisted companies.
Nominees were expected to follow the policy of non—interference in
the corporate management 'ana help fdr the development of a
"management te;m" capable to look after the interest of all
concernd. "Skills and specialised knowledge” of institutional

representiatives were considered as the dominant reason for their

inclusion in the boards.

Thus, very often necessity of inclusion of: nominea



directors on the board was justified in the fb;lowiég ‘Qa;;
"mecessity and desirability of independent Dutéidépg }6 th; >bdaﬁa
stems primarily from the fact that' in tod;ysf-éémpléxp busin955 
environment where eacﬁ Drganisafion is é part é% tﬁé tDta1 system
and has to respond to the total environment sﬁériné of anMIEdge
and skills with outsiders who do not have vested interest, would be

of immense benefit for achieving the corporate busines principles

[Bhattacharya 198%1.

]
Rl
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<

By definition, thus nominee directors are =i
Dutsiders,.nnt the repreéentatives of real owner of the business.
 They are merely responsible for imparting their “skills andg
" knowledge" assential for the zchievement of corporate‘ objectives.’
In a2 true sense, when real owners relinquish their right fo
"control business sither directly or indirectly, it results in
separation of ownership from management. Unlike industrially
developed countries, passive attitude of the dominant shareholder
of the Indian corporate sector was conducive for the divorce of
ownership from management. vaioué)y, it allowed management
largely to function free from government contr§1 and helped to
preserve separate indentity of private corporate sector. In this
process, undoubtedly it keeped fto preserve the very essence of
mixed economy.

Howewver, Indian managément was not responsive enough to
the liberal attitude of financial institutions. All the vices of
separation of ownership. from manzagement such as "extravagance,
lavish expenditure, diversion of funds" (Gupta 1288), abuse aof
power resulting in insfficiency of the firm were prevalent in

Indizn industries.
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There was a strong feeling that the -uwhole .purpose of
sétﬁing up public financial institutions were going to be defeated
by;ﬁhe présent role of the government in the corporate sector.

Sdch’instiututions were established with the hope that hence forth -

?;illbig business would be borrower from govérnment and government

déiaﬁaple to discipline them" (ThanjaQur, 1987). Tﬁis would =zlso
pgéﬁiéeﬁ the government an unique chan;e to integrats the
éé#i#ifiés of corporate sector to achievé broader~ socio—-economic
'éqg}é;of the country. Thanks to the non intérfEﬁing attitude of
tﬁéiiﬁstitutibns, all these hopes were belied and institutions
Qeﬁe;f@rced to persue aAstiffer attitude towards‘cérborate sector.
V;E?:diétinéfiy'emphasis was shifted from "advis&ry"l to ‘“watch
on "control” functions. |

,'-Bﬁidélines issued by the Induatﬁiaifnevéippmént Bank of
fﬁéia emphasizéd the role of nominee directors é; "gurdians of
bﬁblic policy". For a clear understanding of th présen% éttitude of
*ffinancial institutions we quote a3 part of the aQove guidelines.
“Tbe nominee directors on the boaras of assisfed cdmpanies are not
iiééiy td sateguard the interaests of the institutiqhs but also to
%gfve the interests of sound public policy. Since ﬁhe in#erests of
%ﬁé financial institutions, shareholders and of the company
fbésically converge, interest of institutioné will be well served

\
only when the project is implemghféd within the estimeted cost and

time schedule and ils run on sound commercial principles and within

the policy framework of the government" {IDBI guidelines 1986).
This definition specifically asserts that as trustees of public
" money, nominee directors should look after the commercial viability

of the projects. This is essentially a ‘watch dog’ function and
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suits perfectly with the theoretical concept of ~instifution as
“gurdian of efficiency". Since the characteristics of financial
institutions are conceptualised as 'developmental agencics’, it is
natural to expect much more from the nominee directors.

Incidentally the government had also emphasized the

boards "watch dog" and ‘control’ functions in view of - growing
industrial sickness even among large corporations “due to
managements 1neptitude and 1larceny with boards as helpless

spectators".[Bupta 19881 The emphasis on such functions can more
vividly be understood if government guidelines are carefully
observed. "The qominee directors should ensure that the tendencies
of the company towards extravagance, lavish expenditure and
diversion of funds are curbed. Nith a wview to achieve +this
objective, the institutions should seék constitution of 2 small
audit committee of the board of directors for the purpose of
periodical assessment of expenditure incurred by the assisted
company; in all the cases where the paid up capital of fhe company
is Rs. 5 crores or more. The institutional nominee directors will
invariably be a member of these audit sub—-committees" [As guoted in
article of Gupta 19881. It seems government has a clear
understanding of the problems arising out of separation of
ownership from manégement in Indian industries and therfore
appears to curb manzgerial expiaitation of owners. In other words,
to Government has conceived éhe idea of introducing sentinels on
the board to act 3s vigilant “watch dogs*™.

In view of the findings of the present study, it is
difficult to refute the volevance of "watch dog" functions of the

nominee even if it contradicts the basic philosophy of mixed
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economy . In &addition, repres2ntation of Fedéhation of iﬁdiah‘
Chaniber of Commerce and Industries to Narésimhaml Committeeg?
gmphasizing‘the need for maintaining sanctity-of_private  cDrpbrate
sector in the mixed economy looses its Siénificance iqvieﬁ_'é+ our
empirical findings. Thus the séobe of disputing thé recommendatimn‘
of Narasimham committee that favoured alert attiﬁqde Qf-igstitution
toward corporate sector is minimum.

| There is many a slip betmeﬁ fhe cup and fhe lip. In the
present context; one cannot afford to forget that the development
of a policy and implementation of the same in practice does not
necessarily mean thé same thing. So there is scope of study to
what extent this changed policy has been implemented in practice.
rDur experience 'shows very often Qe formulated high sounding

a-guidelines that were never executed in reality.

'(D) Expecﬁatiané and Achievements:— Meed to Bridge the gap.

The study of L.C. Gupta confirms our bhelief about the
‘bDSSibility of existence of 2 gap between expectations and
“achievements. The study observes that moét of the nominee
directors prefer the role of "“friend, philosopher and guide"

jinstead of "watch dog" and "control" functions.lo The attitude of

nominee directors can be simply explained in the way that, it is
both naive and safe to play the .role of advisor "instead of"
guardian', so 1t islhetter to follow the soothing way. A “"gaurdian’
in all essence and principle, is expected to play the dual roles
of "advisor" and “"watch dog". However this attitude of nominee

directors would have often made things unpalatable far corporate

managers and they would never converge with the idea of boards
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emphasizing on control function, simultaneously  with “advisory®

functions. Execution of advisory functions bnly céQ not under any
circumstances be said to be violations thguiaelinés, hcméveﬁ it
may be ascribed as a case of circumvention of theAmain 'ralé i.e.
"watch dog" function. |

It seems proper to mention here that, on the basis of

a few stray examples, there ares some feeble éttempts to show fthat

4the nominee directors, merely as an advisor to the board, playesd

fmanagemgnt in Indian industries.To quote an authar , “There iz no
raenying the fact that the association of institutions in .the
 @anagement of corporate bodiég has considerably facilitaled the
ﬁrocess of progressive professionalisation of carporate
'"managements. Institutions have been able ?o convince the corporate

management to appropriately re—orient their organisational

shareholders of NMatronal Rayon Curpuwﬁtiun, Kamani Engincering,
Sylvania Laxman, EID Parry-~ to. mention a few, recall with
gratitude the constructive role played by the fipancial
institutions in safegaurding their investments. While some of

these companies had been incurring heavy losses due tao

inefficient, weak or divided manggements, some others had been
reportedly bled white by unscrﬁéulmus elements. In some ofther
controversial casés like Baroda Rayon or Dharamsi Morarjee, the
finanéial institutions had maintained a more or less neutral
role“. [Mukhi, 19901.

The proponents of this view select some special cases

to prove that nominee directors simply as an  advisor also can

N
&

ﬁsignificant role 1in  the development of 2 new pattern of

structure, personnel policies and planning and control systems. The




'cgﬁvince the management to appropriately reorient Drganisatimnéi:
isﬁ;ucture, personnel policies, planning and control system of the

;éfééniéatioh in a way that may produce encouraging results. We

'h%fute this argument mainly for two reasons. First, proponents of

ﬁis argument, veéy unfortunately, manage to forget a large number

:bftﬁasés where the "advisors" were not even consulted while takiﬁg

ysb@é major policy decisions.

Certain specific examples may be cited to show how

‘controlling g}oup even after issue of different guidelines simply

{gnored institutional representatives while taking major poiicy
i?ecisions. Escorts where institutional equity holding is roughly

f53%, issued shares and debentures of Rs. 15 crore without

‘consulting even the institution before hand. Premier Automobile
w raised car prices without consulting company’s board of which K.B.
“fPunja, Chairman, I.D.B.I. was the nominese director. Mast

"interesting example is Shaw Wallace where there were at all no

;ihstitutional representatives in the board till 1985 despite 3Z
. per cent collective equity holding of L.I.C. and U.T.I. As a
‘ﬂ}_matter of fact, the controlling interest of public financial

S institutiocns is generzlly used merely to takeover of ‘sick’ wunits

or marginal units saddled with large losses. :

Dur feeling is there might be a few cases where

\
\

institutions had been able to dis;iﬁline management but probably
in most of the cases nominees decorated their seaés as silant
observers. Secondly, findings to the empirical study sufficiently
corraborate our above observations. We have found that the
yw  performance of F.I1.0. firms are lagging behind the others. If the

nomiriees had really been wvigilant the resuts would have been
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better.

What motivates nominees to act as @ an "advisor"
insteadlof "watch dogf ? What steps should be taken to turn
"passive" nominees into ”activé" and “wvigilant" =Dne5. Thanjavur
was paftially succeessful to answer first‘ question. The author
felt that manégement aught to be disciplined but nominee failed to
do that as the "cultural heritage of professional mahagers in
these institutions® being idential with corporate manager, little
could be achieved from‘ihem. Vested interests, lack of proper
acumen to go deep in to problems, inadequate provisions of
Companies Act, vwestionzble audit standérds, lack of clear
understanding about their roles are also some other reasons
leading towards indifferent attitude of nominees in the assisted
:companies. Instead of stretching further the first question, in
the next section, we propose to explain what is to be done to make
' nominees more vigilant and active. Obviously gquidelines have been
'developed in the background of “watch dog"” functions of nominees
;that are only capable to discipline existing management and ensure

implementation of public policy in the present situation.

6.4 Suyggestive Measures.

ot~ s s B/ e st ity

At the outset, we prefer to mention some relevant

points pertaining'to the discussions. of the present section .

We suggest two sets of actions:— corrective and
punitive. While corrective action denotes remedial measures,
punitive action implies removal of existing management. The

question of punitive action comes, only whan y corrective action

fzil=. HWithout active participation of real owners in. the
{
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managemant of the corporation, none of these actions can bg_fgkeng
All the sugesstions do not 'necessari1y ” d;reCt1y‘
implicate insftitutions. A more dr less comprehensiye -set‘kaf
sugesstionstinvolving institutions, auditors, CDMPaniES 'é:f. etc;,"
have been designed. These are expected to facilitatef corré;tivé
action against management. However, broadly speaking tﬁese
sugesstions relate to Nominee Directors énd. amendments of the
provisions of the Companies Act. The former is actuafly 'dépendent
on the latter because ths the legielafions are,expected:tb sérve as
the broad framework within which ghe directors are to function.
Finally, the scope of implementing many =z sugesétions
will depend upon the relevance of iﬁstitutions in the corporate
power structure. With aﬁ avérage equity holding of 26% , 1t can
reasonably be expected that a large number of companies will come
Qnder the _ambit of : institutional corrective and punitive

measures.With these few words, we mention below some corrrective

steps.

Corrective Actions:-—

(A) On Nominees and Boards:

The primary weakness of corporate boards 1in india
stems from their dummy characters. This characteristic is 2 result
of Board appointment being méihly monitored by the controlling
group of theée company. Boards thus constituted, act as watchdogs of
the interests of the controlling group instead of looking after the
interest of shareholders at large. Institutions, being the 1eal
owner of many enterprises, should urgently take steps to transform

boards  from “rubber stamp" bodies to wvery vigilant bodies.
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Anomalies of separation of ownership from control and the vices of
managerial exploitztion of owners can only be avoided if
institutions play the 1lead role in formulating the policies
regarding compositiﬁn of boards, selection of personnel etc.

All the decisions of the institutions towards
corporate boards should be guided by the philosophy sthat first
step for ensuring corporate efficiency is that an excellent bhoard
should be formed. The primary attribute of an excellent board is
that it should have on it all the proficiency, competance,
adaptability and ingenuity relevant to its work in the context of
the companies business. A board’s performance is maximised “if 1t
is heterogeneous. For, it has been observed that groups comprising
people of markedly different styles and backgrounds produce better
solutions and ideaz tham a homogeneous group." ( Mills 1985 ).
Institutions responsible for developing a vigilant board with all
the above attributes are urgently required to initiate some
actions. The steps relate ot only to the selection of their oun
representatives, but also the other members. Keeping these in mind

the institutions should take the following steps:i-

* They should select nominees in a manner so as to represent
people from different fields of specialisation.

* In addition to the academic and nrofessional quzalifications
and service experience, the peréonal attributes of fthe nominee,
such as their aptitude for work, honesty, integrity and personalitv

should be judged in the context of their potential contribution to

the board process. It should be ensured that the nominees have the

Qqualitises to make theipr presence felt on the board , rather than
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act as"” yes men" to the controlling group.

* Institutions must snsure  that automatic inclusion-lof‘ the
younger members of the controlling groups and families arélétopbéd.
Their inclusion, if necessary, must be subject to a 'strict review
of their attributes and competence.

* Institutions must ensure that the directors appointed undér 
the principle of broad basing the board, should pledge allegiance
to the general investors i1instead of the controlling group of the
company.

#*# Before inducting 2 nominee director on the board the
nominating financial institution should brief him about the state
of affairs of the company, i.e., supply him with all information
about the activities of the company, name of the directors, latest
balance sheet, pattern of shareholding by different parties etc.

*'Institutionsxghould astablish an information and feed-back
system so that the nominees are regularly briefed about the
important terms and conditions of financial assistance, changes in
them and whether the cCompany is complying with them.

* Institutions must then ensure that the directors  after

getting adequately +trained and oriented attend board meetings

"regularly. In strict legal sense, there 1is no binding wupon the

directors to attend every board meeting; ‘but Institutions should
drive home the fact to the nomihees, thét, according to Sectien
283 (1) (g) of the Eqmpanieg Act, the office of a director shall be
vacated if a dirsector absents bhimself without leave of absence from
three consecutive bhoard mestings or a3ll meetings of the board held
within three months— whichever is longer. The nbminees should be

asked to pay.strict attention to this clause , and be careful so

VO




* that the directors of the controlling gréup cannot use this “legal =

guillotene" on their necks.

#* The nominee directors must ensure that all 'relevant‘ issuey
influencing corporate performance and leiciés areJQiscuéseajon the
board meetings. They should be aware of the fgﬁt"@hat. "board

el

]

meetings can become excellent grounds fof playing lhﬁéé ~and
games under such conditions where the | anctiqnai directors
representing theventrepreneurg are a detefmined lot not fto give
correct/ clesar position to the board about the compahy’z
performance, problems, strangths and wea&nesses." fRamakrishnan
19801. Thus, naominees must be on gaurd to remave these practices.

*¥ Institutions should zsk the azssisted coﬁpanies taidespat:h to

them and the nomineess, copiass of a3ll agenda papers at least 10 davs

- in advance of the board meetinos. They should oppose the practice

ﬁlpf the company presenting suppiementary items on important matfers

on the day of the meeting.

#* MNumber of directorships that a person can hold at a time must

,? be limited , so that the he can devote sufficient time and effort

for each company’s meeting. Directors “should be prepared to commift

the time needed for the board’'s work, i.e., doing the homework

'1 ‘required for board meetings, attending meetings regularly, being

available to serve on board committees, and doing such other work

R

as may be assigned to them by the Chairman of the board.” (Gupta

1986 ).

(B) On Priorities of Functions:
Nominee Jdirectors can function more efficiently if tThe

priority of their functions are well defined. Government guidelines
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*. have listed down a long series of duties, with ocut specifying which
ones should be attended with greater care. Thus it 1is suggesied
that:-

* functions like monitoring of timely payment of institutional
lnans, government duss and taxes by coﬁporations etc, .should in no case
be the prime function of the nominess. These should left to the
appropriate bodies 1like ’ "Recovery Cells of Institutiocns"

s "Central Board of Direct Taxes" stc.

* Top priority should be given to the ‘watch dog’ functions of

the nominees. Since many proprietory types of malpractices such as

extravagant management pergusite=s, lavish bungalows, foreign car:

i

]

vast amount of entertairment allowance=z, etc.; fall outside the
ambit of audit, the nominess as ‘keepers of corporate conscienca”
should check these avenues of ‘managerial exploitation of owners’.
* In the context of growing industrial sickness, in order of
priority, the next duty of the nominees should be to clasely
monitor the progress of the assisted units. They should flash back
in time, the first signals of corporate sickness SO that

appropriate steps can bes tzaken before it is too late.

(C) On Corporate Accounting And Audit Systems:

Presently in many cases, the system of accounting and
audit, instesad of catering ta tﬁe- shareholders, have become an
effective tool of the management to suit their own desires. These
systems should be modified, so that the extra pecuniary goals of
the managers at the cost of the 1loss of +the real owners are
minimised. In fact accounting has become an  art either Lo

caxmouflage the misdeads of management or to project a particular
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‘type of image best suited for management.

Because of the vast domain of accounting and audit it

by
[
o

would not be possible to elzbarately suggest remedies in
specific clauses; however, some sugesstions are'made as examples.

# If the net worth of the company is inflated by revaluation of

assets, the additidnal depreciation on the inflated value of the

assets should be debited to the profit and loss account. Otheruise,
the shareholders will be presented with a distorted picture of the
state of affairs.

* Minimum disclosure reguirements should be ﬁodified for import
of capital goods, purchase of components from foreign principals or
family organisations etc, At present these type of transactions do
not come under the perview of the minimum disclosure reguirements
of the Companies Act and prov?des an. excaellent opportunity to
further the economié goal of managers in exclusion of the owners.

* The practice of treat{ng depreciation as a residuary entry,
iee., writing back, writing down, conversion from one rate to
another should be strictly restiricted. These: are only practiced to
satisfy managerial needs.

¥ Audit standards and practices should be suitably modified =so
that the professional auditors legally and ethically bother about
the security of funds of the investing public.

* Steps should be taken so tﬁat the nominee directors enjoy the
right of free access té a compény,s records, accounts and personnsal
to discharge their responsibilities. Institutions on behkalf of

general shareholders may alsc think in terms of sueing the auditors

i

l
ul

guilty of misconduct for damages which is 2 common place practic

in develop2d countries.
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#* Auditors should be zasked to ensure that true and fair view of

the company should actually be presented to the shareholders.
Auaitors should be debarred from presenting lengthy reports-with a2
lot of techmnical jargon in itj; this action should be taken only
when auditors attempt to satisfy their conscience or escaps
possible proceedings for professional misconduct. Reports for the
shareholders should be easily comprehensible and streamlined.

* Nominee Directors should bhe instrumental in ensuring that the
boaed gives attention to the auditor,s objections , comments and
suggestions.

* If Nomineé Directors have any doubt regarding the standard of
audit conducted by the statutory auditor, they must have the right
aof formation of the board’'s audit committee and in which the

nominee director will be rapresented.

* Tp restore confidence toc the sharsholders, institutions on

behalf of the investors may arrange for some form aof supervisory
audit by a committee shareholders who are not members of the

board.

(D) Dn Shareholders Participation in Annual Gensral Meetings:

One of the hasic characteristics of modern
.;cofparatinns “ with stock widely scattered among individuals,
investment trusts or inatitutionai investors, who faithfully vote
for incumbenty managements angd %esalutely reafusas to participats 1in

its concern"” results in "stockhnlders obeying fthe management and

not the management the stockholders." (Rostow 1939). To check this

51

, situation it is necessary that;

# Sharsholders should be vigilant and participate in corporate



proceedings. They should not leave the task of

vigilance anly

o
W

the nominees, but should co—operate with them in doing so.

* Well informed shareholders th have the habit of selling the

stocks of "not so profitable” companies, should shun the habit of

doing so and should sngage himself in  the

managerial

Y -

and the public media to create

shortcomings.

outlooks do not fall within the

Responsibilities

ambit of

debates

for remedying

for creating such

the Companies Act or

such awareness.

functions of the nominees. Rather it is the taskvof the BGovernment

* To promote interest of the general investors in the corporate

activities, Shareholde

rs’ Associations should be formed and legally

recognised. Management should be directed by law to submit reports

- to such associations

Association of companies can be used to compell

participate in

.suggested,

“in the articles.'

corporate

at regular

(Sen '970).

proccedings and

Y For failure of complying with

intervals. The

in the

Articles of

the shareholders to

AGMs. It is

the obligations of =z

fmember, the membership rights and status may be lost

'ﬁq speak and vate on behalf of 211 its members.

* Institutional representatives, who happen to

equipped personnel, o

Ay act oag

consultanta

toy  the

if so provided

% Shareholders associations should be permitted to effectively

" participate in the AGMs in a representative capacity with = right

be the best

Ghareholderas’

Association and also can also lead the association in its infancy.

(E) On

propoer

Intercorporate

Investments:

When inter caorporate

surpluses with

a vieu

Lo

investment,

diversify,

Lk ey

ara

keeping

made out of

in  mind the



interest of shareholders, noc eyesbrows can be raised. Houngr, mhen#
these investment are made with other fanciful- ﬁurp§§é57
institutions should keep a vigil on the followingAaspectsf—_

* when institutions are convinced that the purpose of
intercorporate -investment is to expand family emﬁires, with
disregard to the ethics of ‘sccialistic pattern of society'g they
-%hould stop the practice by vehement opposition in the board

# Careful assessment of financial viability of proposals of

H

st ing

i

siphoning of funds should be "undertaken, so that the inve
‘CEganisation does not turn sick. It is known that one of the major
reasons for corporate sickness is uncontrolled siphoning of funds.
Nominee diPECtOFSAShDuid be given ample opportunity to have free

access to company’s records, accounts, documents etc., so as to help
them to take judicious decisions in this respect.

# If the nominee directors have any doubt regarding
desirability or otherwise of the investment, in these cases also,
they may insisgt on forming an audit sub-committee from which the
chief executive will be excluded. Audit committee should conduct
the audit absolutely free from any influence of the company’s chief
egecutive.

# Provisions of section 372 of the Companies Act should be

enforced and properly administered so that the interests of the
shareholders are protected.
* Qmeﬁdment of Companies Act is necesary to permit

shareholders, not the board of directorsg to decide wupon their

representatives in the company where the investment 1is made. &0

long board is not properly constituted as mentioned earlier, it

will provide some leverage to the financial institutions so far



selection of company representative are concerned. It | would
obviously discourage existing management from making unmeconomic

intercorporate investment.

(F) On Ffupnctioning of the Company Law Board :

The Company lLaw Board can be instrumental to gaurd
against the management and auditor _whb fail +to discharge their
duties properly. |

The Company Law Board.;

* should be given the right to order investigation into any
affair of the corporation.

* should implore auditors to go deep into transactions +$hat
‘have a foul smell’ and disclose managerial expenses supportad by
dubious vouchers. |

# should direct the removal of auditors who fail to discharge
thele dutired, and debarr them from practice notwithetanding oy thiing

contained inrthe Chartered Accountants Act.

-~

¥ should keep 2 liason with the tax authoritiesim so  that the

shareholders are informed about 1égal' disallowance o

~h

any

“expenditure incurred by the company.

(®) Punitive Actions:-

Let us take a pause alt this juncture t4 have a fresh

look at the industrial economic scenario of our country which is
. . . 1 . .
flooded with fierce taks—-over battles at present. In an

otherwise, cosy and sedentary business environment, takeover

[11]

appears as a stomn causing 8 sense of insecurity among Indian

£J
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management. Take—over wi£5ﬁall its drawbacks is essentially an
effective device, widely used in Eﬁé capitalist countries Lo
improve efficiency of the firm.lQ Constant increase in efficiency
is the only means available to ekisting managemeni to retan
control over company amidst take over battles. In this sense,
take—over may be considered a2s a punitive action against existing
manaéement who fails to utilise resources efficiently entrusted to
them.

A take—over bid in India has different implicatiaons
than anj where =lse because of the large equity holdingvvaf
fihancial institutions. Depending on their attitude towards
existing management, they can 'frustrate of induce take;over
attempts. Who will bé in driver’s seat oaof any corparation, now
largely depénds upon the attitude of institution. A

Role of institutions defined earlier may be described
as "correétive“ steps of institutions to streamline the activifies
of ineffici;nt management. Change of management throuch direct or
indirect Support in take-over may be considered as a ‘"punitive"
tool available to the institution for replacement of existing
management who failed to Péspmnd properly against the corrective
measure of institutions. We hope this will provide a constant
threat on existing management '‘and ensure better utilisation of
public money. Narasimham Committee also endorsed identical views,—
“An essential aspect of campitition in a modern industrial scanomy

is managerial competition, which implies, among other things, take

overs and mergers. The operation of the over—all mechanism

i

governing take—overs and mergers and the discharge by the

financial iastitutions of their functions in this regard, should




be guided primarily by objectives of efficiency”. [Narasimha@
Committee Reportl

Before concluding Ldur study, Qe seek to provide
clarification on some essential points to avoid confusion .  They
are as follows:-

(1} The guidelines have beesn developed to suit the basic
economic philosophy of 2 mixed economy. It requires a proper
blending Df‘ managerizl autonomy of promoters and watch dog
'funttions of nominees, which seems to he a diffié@lt task.

(2) Some times it becomes difficult .ta make any finer
distinction ﬁetween Yhigh handed’ attitude and ‘"watch dog"
functions. While "watch dog" function is welcome, "high handed"
attitude is to be avoided. Detailed guidelines.mill minimize the
scope of using discretionary power, thereby high handed attitude
of management.

(Z) No claim is made that the aforesaid guidelines are
exhaustive. Ip fact, no such fenl§ proof guidelines are possible to
prepare. Depending on the situation nominees have to use their
skill and intelligesnce to discharge their duties.

(4) Revision of companies Act, attitude of auditors and
sharehnlders are necessary conditions for successful functicning
of aninee‘diréctors. Thus, an all out change in the outlaook of
all rconcerned are essential to promote efficiency of the
corpaorations. |

() Last]y,- favourable response of the Government 15
absolutely essential for implementation of thé true spirit of the
guidelines.

We end with a high hope that these corrective mezasures



along with the threat of punitive action will heiﬁ tq;f%§;£§;§f
efficiency in the private corporate sector. In’ futuﬁé;'i;oaéédjeé'.
on the basis of their proven efficiency will be in a éééif&dﬁ fo
raise reqgquired funds from . the stock markets. Thus  iﬁ5titution5
will be largely relieved from finan;ing cébporate sector and the
Government no more will have to act as a dumping’ grcund of sick

units.

A **%%*****************’***




NOTES ( CHAPTER SIX )

1) 'Prafesgor Baxi, Vice—-Chancellor, Delhi - University, mhilé
:Qmmenting on, Indian management practices said, "the theory éhd
o practices of manégement would assess the soverign pre-rogative of
";méhagers aﬁd owners to gain explaitative access to wunorganised
.alabour, effortlessly and without iiability cause industrial hazards,
’ intensity bollution on =snvirtonment, participate in organised

corruption, exploit the vulnerable consumers, cause industris

Uﬂvsickness, obtain immunity for professional crimes (e.g. the amensty
Aprovision for FERA-violétionS); subvert the legal - profession into
it’'s beiég the ‘hired prize fighler for unfair and unethical
business practices, purchase state officials, inflict occupational

7_disea5es and fatalities and subvert in all possible ways 'sta£e

regulatory efforts and measures. Clearly the Constitution and legal
order of Indiz enjoin that development of management sciences forbid
political power in the ménagerial classes and the owners of the
medns of productiﬁn to knowingly or intehtioﬁéily harm individuals
groups or communities. A managerial culture which 2llows this
privelege and pouwer is not merely unconstitutional but

.anti—constitutional. LBaxi 19911

2) This aspect was discussed vividly in the first chapter.

F) This word ‘contaminated’ was actually used by the observers of

the developed countries. Independent studies by the Ministry of

Finance as well as }he World Bank team comfirm that nearly 354 of

the funds advanced by financial institutions are locked up in sick

units and are the contaminted. (sourcs— The Economic Times, 17th

March 1921, Pg. 1)

4) Studies show that wmismanagement including diversion of funds,

1

b

]

5 T marketin strategy was the main reason for corpoavate

i,
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:SickneSs (in 352% cases). Next, in order of importance was market
- recession which accounted for Z3%. Labour troubles, power cuts,
“ghartages and famely planning contributed the rest 25%. (Source @

The Economic Times. 11th September 128B)

5} This is a very common allegation against company directors.
ThDggh hundreds of cases can be cited, yet for want for space' two
cases are cited here for the purpose of demonstration only.

(i) Karan Kumar Taneja (BEC/72§, Janak Puri, N.Delhi) who held shares

of Nirman Mechanical Erectors {(Ref. folio S-0581 and K-0254) did

not receive any dividend or receive the balance sheet af the
company, even a%ter dividends were declared in the AGHM.

(ii) Sudha Jain & K.ﬁ. Jain (6—-80 Ashok Vihar, Phase 1 Delhi}
‘held 115 share of Nippon Dendro (Ref. falio 80-2742). The company
declared interim dividend at the rate of 15% for which the record
date was 16.01.90. Evan after three months the shareholder had not
re:eived any dividend.

6) This aspect did not escape the attention of Harold Geneen,
forﬁer chief executive of the Intérnatinnal Telephone and Telegraph
“\l company of U.5.A. In his words “under present conditions
| Shareholdérs,whether individuals or institutipns have virtually no
way of knowing whether or not to manage their company over the
years they have grown so soft and ineffectual that most often they
are'captive of manzagement rather than effective representatives of
“the company owners." He also arguéd"..a the prime function of a
board of directors is to form continous judgements on whether or
not the chief executive and his management team are running things
properly".Present board system failed miserably in this respect
Sanesn further opined that the present system of functioning of
board, lack of strict ragulations to control the management wide
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. gap between authority and accountability are the main :reasons
contributing towards ineffective functioning of the board and they
‘decline in productivity of American industry.
[Quoted in the article by L.C. Bupta, 19881

7) This aspect was vividly discussed in the first chapter. If one
moves in line with strict legal interpretations, institutions
holding move than 25% of equity shares of a corporation can be said
to be the actual owner of the said corporation . Since the average
equity holding by Government controlled institutions is 24%, a
large number of private sector corporations can effectively said to
be owned by'tﬁe Bovernment.

'49) To make the anrd broad-based the institutions, in the case of
‘medium sized projects (4‘tD S crores) determine the composition of
the board in the following manner.

"..Represantatives éf -
(is vProthers (in case of SIDC joint ventures)—E; (ii
s Entrepreneurs—-2 (iii) Central financial institutions—3. (iv)

‘37 Public—3/ Total - 11.

In wvery large organiszations this practice is also
ifollowed, but naturally the number of directors are move. For

example in the case of Larsen & Tourbo Ltd’'s, beoard, fTinancial

‘nominee directors including the chzairman. (The chairman was Mr.

*ﬁ.D.N.BDSh, former chairman of State Bank of India). Another

-11 controlling group the Ambanis, holding 29% of the stike had 3
>z diréctGr of the board. This was the position on May 19290,
G) FICCI in their memorandum submitted to the Narasimhanm Comnmittee
practically urged the Government to Tollow two distinct policies

T

regarding takeovers. It z=tated,

as =z general rule the institutions

221

;hstitutions holding 374 of the stake af the company, had siw



‘.

should support the existing manzagement unless the latter are found

to be grossly deficient. This

would bring about 2 compromise

between the independence of @management. and the rights of the

institutions as shareholders.” C Memorandum to Narasimham

Cammittee, FICCI, New Delhi.]

10) In Dr. L.C. Bupta’'s survey (conducted in 1982), 191 npominne

directors, both officiazl and non official were covered. These

directors were requested to rank five specific ways of looking at

. the board’s role, viz:

(a) Providing expert professional advice to the chief

executive on specific matters,

(b} Acting as watchdog against managerial abuse,

(c) Acting as fTriend-— philosopher— guide to the chief.

(d) generating pressure to drive the executive management to

greater efforts and,

(e) ensuring social responsibility.

The findings of the study were that (a) and (c) were

'rénked highest by as many as &2.8% of the nominee directors; watch

dog and control functions i.e., (b)) and (d) were given rank 1 by
CNE

only 28.9% of the respondent directors.

[Source: L.C. Bupta 1988]

?ii)_Some examples of takeover cases are:— p.Cc.M., Escorts, Shauw

"Wallace, Dunlop, Standard BRattery, Tiru Tea, JInokai Tea eotc.
12) The fact that tak@aQer mechanisﬁ can be partly- effective to

discipline management controllled firms was alsa stated by Peter

Holl in the article " Control Type and Market far Corporate Control

in Large U.S. Corporations." [Tha

>"v91, XX4Y, Juna 1977.1]
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