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I. 

P R E F A C E 

The impo~tance of an efficient financial system in the 

developement process of an economy is well recognised. 

characteristics, obJectives to be achi~ved and modus operandi of 

financial systems vary larg~ly depending on the broad economfc 

setting in N1'1ich i l; The Indian ·financial system 

essentially functions in an unique economic system, often 

to as a u mixed econolliy". Het'e it is largely dominated by 

the Government-who con~iders it to be an effective tool for planned 

economic developement of the cour..try. This characteristic - uf 

the the financial sjstem inspired a hast of researchers to conduct 

extensive studies in this area. A few of them are both interest iraq 

and thought provoking and can hardly escape the attention of 

serious researchers. 

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

structure of private corporate sector in favou~ of- Government 

controlled financial institutions dre~ considerable attentiofl of 

all the keen.observers of the capital market a~d inspired a number 

of researchers to review the present role of institutions i1'1 the 

.\'.. private corporate sector. Unt-ortunately_~ by and large,these studies 

are not very deep p rootedf la~k vigour and objectivity. 

The present study adopts a different approach to resolve 

the debate on role of institutions in the private corporate secto~. 

The study maintains the stand that the rise in institutional ~quit~ 

hdlding in the private ~orporate sector per se has little rei~vance 

unless it has any developmental implications. This stwdy ·thus 

att@mpts to shaw efficiency consequences of increased investment of 

public fihancial institutions in the risk capital of corporations. 

(i) 



~J··· 
-~·'. 

Based on the findings the empirical analysis .• the role 

institutions in the private corporate sector has been 

accordingly~ 

The brief outline of the study is as folloNs;-

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

·financial systems and the present condition of the Indian financial 

system • N~xt, the chapter examines in details 

course of the years, financial institutions 

volumes of shares in the private corporate sector, 

acquired 

This 

the 

!.arg2 
·.\ 

chapter 

ends Nith the question as to Nhether the institutions can 

participate in corporate management directly by ~' i rtue of their 

large shareholdings. 

(iiJ Chapter tNo deals generally with the methodology of the study 

Nhich encompassses description of the sample, the variables,and the 

time period of the st1.JI.iy. Several liypotheses that are nece:.;;::..=:ary f"c·t' 

the stud~ are draNn here; these hypotheses are based on manaqer·ial 

theories of the firm. 

(iii) Chapter three uses both parametric and 

ststistical tests to conduct the study on an univariate basis. 

(ivJ Chapters four and five are based on multivariate· techniques. 

The former uses multiple regression analysis and the latter' uses 

multiple discriminant analysis to test the effect of institutiona.i' 

hoI ding on corporate f i r1 an cia 1 be h a vi out, ' 

(v) Finally_. c:hapter, sf)( on -9mpiric.al findings 

con~lude th~ study an0 state the pclicy implications. This cl1a.ote ...... 

also includes a di~course on the ; .... (.1] e of nom:.·nee and 

e "f f i c i en '= y in private sector 

en) 



•.l 
Each chaptet· is T'u.rthe,~ •1ivided into several 

discuss issues in their proper perspectives. 

It is Not·thi>.<hlle to state here .• that .• though the 

of the study Nas co~szdercd to be quite Nide yet it Na~ -re 1 t 

paucity of means might hinder t~e ends. During the course t.. i'i f.·· 

study problems •Ji• a r t./1 •: om p u t a t i on a 1 I ) t. I) ~ l /" 

infrastructural facilities and of a data bank .• Ner·e 

frequently encountered. up. HoNever, in spite of these limit(;!tion:: 

attempts have been made to obtain reliable and valid result:,:: 

the analyses in all the cases.In order to facilitate readability .. 

and in order to ir .. formation overloading_~ details b'le 

analyses, for example, list of discriminant score etc have not been 

appended Nith the tr?atise. 

Finally, a Nork l1ke thi5 in a bt·oad area 

involv~ng a multidisciplinary approach is bound to suffer from a 

large number of lapses. No one lS more conscious of them than 

myself. The reader Nill, I trust, treat them Nith a 

indulgence and bear Nith the short-comings. I shall consider myself 

amply honoured if this treatise stimulates delibe~ati6ns and l.ead 

\(_. to more prolific re:,::earch in this area. 

th 
28 June 1991 DHAR 

DEPARTMENT OF COMMERCE 

NORTH BENGAL UNIVERSITY. 

(iii) 
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.If' 
.( .. CHAPTER ONE 

... FINANCIAL INSTITUTIONS 

AND 

PRIVATE CORPORATE SECTOR IN INDIA 

1. 1 Intr-odu.c t. ion 

Over the past several years, a plethora of empirical 

s t u d i e s h a v e d o c \.1m-en t e d t h a t s a v i n g s , i n v e s t men t and g r 0\..r t h o f an 

economy are highly correlated. ln fact, savings deter·mine thE' ride 

,'• 

at which p:rod\.lctive capacity_, and hence, income can grow. On an 

average, the more rapidly growing developing colJntries have had 

higher savings and investment rates than the slower growing 

countries. [See appendix-ta.ble 1J However, empirical studies a.lso 

.revealed that the vita.! factor influencing income Levels, there 

by savings a.nd investment is, how prodlJctively sa.vi·ngs ha.ve been 

used, even more than how m1Jch was saved. This is refLected in the 

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

countries have been more correlated with the productivity of 

investment than with the ra.te of investment. 1 The extent of 

~ efficient tise of investible resolJrces makes the biggest difference 

between rich and .poor 
. 2 

nat1ons. The f ina.ncia.l systems contriblJtion 

to growth lies precisely in it's ability to increase effeci~~cy. 

While attempting to develop a. comprehensive definition 

of f ina.ncia.l system, a.uthors ha.ve duly emphasised its role .., .-o . .:> a. 

keeper of efficiency. Such as, "the capita.! market of a. modern 

economy has tw_o basic economic functions, first, the allocation of a 

periods curr·ent savings among users and uses or the supply of 

financing for the periods' i n v 1-::is t men t ; s e con d , the transfer of 

1 



existing assets, tangible ancl intangible, among individual groups, 

kunits, sectors and countriese. [Goldsmith, 1965]. Thus apart f:rom 

financing· projects the market has a role as transfer house that 

permits portfolio adjustment. from inefficient units to efficient 

units. Robinson and Wrigl"Jtsman's c:..lso maintai~the same tune, "the 

two functions of financial markets ar·e to provide a I ink .between 

savings and investment for the. creation of ne\v wealth and permit 

portfolio adjustment in the composition of existing wealth." 
· .. ·• if 
.JRobinson & Wrightsman, 1974]. In an unequivocal term, here also the 

author s em ph as i s e d the i m p a· r t a n c e o f a 1 1 o c a t i v e f u n c t i on a f t h e 

>"~f.-inancial system. Capital ·markets continually transfer resources 

~irom inefficient or unprofitable units to units which are efficient 

or profitable. By this ~recess, flnancic:d system assures best 

· .. Po s s i b 1 e use of cap i t a l r e 5 our c e 5 of the com m u n i t y and keeps a 

oonstant pressure on the users of funds to increase efficiency. 

Such a we! l planned financial system can serve as a tool i rl 

implementing developmental .strategies and their synergestic effects 

are a s(n qua non for a welfare state. 

1. 2 Devel.oprru:?nt of Financial. System~ : 

Trend of Finan.cint; of Indian Industries 

------ a Brief Review. 

The close nexus between a wei !-developed financial system 

and economic growth was realised in India. only a.fter independence. 

It was felt., that a. fina.ncial system overwhelmingly domina.ted by 

the Government could only ensure pla.nned ec•:)nomic gr.::>wth of our 

country and then the Reser"Je Bank of India was nationalised in 

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

~ p r i v a t >? 1 y ow ned f i nan c i .3 l i n t_ e r me d .i a. r i e s t o pub l i c c o n t r o l . I n t h e 
' ' 

. .., 

.:... 



year 1956, State Bank of India was formed by taking over Imperial 

Bank of India and the Life Insurance Cor·poration came into being 

formed by national ising 245 private insurance Companies. Unit Trust 

of India came into existence in the year 1964 under the UTI Ac:.t 

19 6 3 and h i 5 tory w i t n e s s e cl "'· n ·:· + her I and mark e v en t i n 19 6 9 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 natio.nal isation of four general insurance companies and 
.. ·. 

their amalgamation into a single organisation. 

,..,: 
.·. During this period, there was a simultaneous growth of a 

··r. plethora of developmF.!nt banks as the backbone of the Indian 

financial system. The objective of incorporating these development 

·.· ·~ · · ·· bank 5 was not on l y t o !=(~, v i de I on g t e r m f i· nan c e to i n d us t r i e s b u t 

also to act as active agents for promoting socio-economic 

·.·;.Jr' ' 

devei rJpment. The osl;lbl ishmt:•nt o f z1 c h a i n of c1 e v e I o p men t h ;Hdc ~; 

started with the setting up of the lFCl in 1948. Later in 1951 

the Governmen-t;. of India enacted the State Financial Corpor·ation 

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 \..ras set up in the year 1955. 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 institutions, for providing finance to industries and for 

promoting developmental activities in backward areas and for 

looking after sick industries.• Special attention was given to 



rehabi I itation of industries when the Industrial 

Reconstruction Bank of India (formerly IRCil was established in 

1971. 

Thus in our country, the whole financial system is mainly 

dominated by thE- Go•.;~">"O.iN>tainL Haweve'r, 3.part from these Government 

controlled financial institutions, ·stack exchanges have been 

re-inforcing the financial system since the last century. After the 

setting up of the first stock exchange in 1887
3 

15 stock exchanges 

hase been gradually instituted to date, to meet the growing needs 

of users. In addition to this, internal resources which include 

~-- retained profits a.nd deprecia.tion funds were also used to fina.nce 

Indian industries 

With these preliminary discussions on the Indian 

financial system, we shall study in the next section the trend of 

:,r financing of Indian industries. This would show the relative 

·importance of different sources financing and the role they can 

·,··. 
·<; 

~lay to achive the objectives of the financial system.· 

··''· ,.·.1. 2 (a). 

The priva.te corporate sector derives its f 1.mds from 

~:interned sources such as depreciation funds a.nd retained profits 

and, also from external sources vide the issue of shares and 

debentures, deposits from pub! ic and assistance from financial 

institutions and commercial banks. The trend of corporate ~inancing 

which has been envisaged by the Rangarajan committee
4 

reveals very 

interesting information. 

4 
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FINANCING OF TARGETED INVESTMENT 
OF PRIVATE CORPORATE SECTOR 

Deprctn fund 
31.6% 

F. I. Fund.."> 
24.6% 

PERIOD 1982 TO t 984-85 

Profit retnd 
18.1% 

Capt.Mrkt 
9.5% 

Com. Banks 
·15.3% 



The diagram clearly reveals that private corporate 

sector's rei ieance on the financial system is only about half of 

their total investment requir·ernents. Internal sour·ces viz. 

·depreciation funds and unapportioned profits supply the other vital 

half. (See appendix table II Among the external sources the 

financial institutions together with the commercial banks shoulder 

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 seems 

quite large, however it is not something to be happy or complacent 

about. Depreciation funds which account for about 64 per cent of 

internal sources are constantly used for replacement of worn out 

equipment and cannot be used for dilation and growth of the 

business. It is only j6% of the internal sources i.e., retained 

profits which help the companies in this respect. 

A study of the financing pattern of corporate sector 

reveals that the gross fixed assets are mainly financed from 

internal sources and external sources consequently are being used 

for financing current assets oniy. [See appendix Table I I I J. ft 

would be erroneous to match individual sources \Jith uses of funds on 

1 the basis of aggregate data only. However. if only the retained 

profit. is considered \.rhich is in all practical sense the actual 

funds that are available fo the expansion of the business then th~:> 

averagl!' ratio be t lv '· · •" n u n cl i ,; I r i t.. u t t.> d p r (I I i l s '-"' n cl t i x t? d a~,: s ro t •_; 

expansion averages to above 30% The importance of internal 

5 



i.ndustr·_ir.tlly di()V(i'lopcod .:(1\.lnlr!.-··;. Cnrdon Donz•lcl::;on'G ~;tucly b:••5c•.l ''" 

U . S . 1 n d u s t r i e s s h o ~o.• ~: l h a t. { i 1 · 1 n ~; I ''' l' g e I y c e I y o n s e l f - f i n a n •:: ;::, a n u 

raise a small por-tion of their· investible funds from the 

mai'kf:'t.. (Don;:~ldson G, I rl Ci 1 l • i n i:l no l II t· r· :~ l Ill j v I 

covering a period of more than fifty years indicated that in 

American industries, the amount of gross internal savings exceeded 

that of external st•urces of funds. [Kuznets. s. 1961]. 

Among the external sources the nominal role of the stock 

market also clearly emerges from the above study. The seventies 

...: , witnessed a scene wher·e only about 4 to 5 per cent of the fixed 

assets formation was financed by new issues. [See appendix Table 

IIIJ. This was due· to several causes like uncertainties of new 

issues, high transaction costs, random speculation and lack of good 

infrastructure. However, the position improved considerably from 

the early part of the eightees when new issues were able to provide 

about 13% of the financial f'esources of the cor·porate sector. This 

sudden improvement was due to various promotional a,nd other· 

mea,sures taken by the government during the period.
5 

Under such conditions the government control led financial 

institutions had to supplement the ca.pita.l market for providing 

industrial finance. The magnitude of assistance sanctioned by the 

financial institutions vary from year to year depending on capital 

market conditions. r.t would be worthwhile to mention here tha.t in 

the 50s an early 60s the bulk of resources, apart from internal 

savings came from the capita.l market which remained quite active. 

Since the middle of sixties the ca.pita.l market wa.s ra.ther subdued 

+ and the corporate sector had to place. heavy rel ia.nce on the funds 
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of financial institutions. f'.::~st trends reveal that 35 to 40 per 

. 6 
t cent of new investm?nts including inventories in the private 

sector had been financed by diff.::•rent govenment control led 

financial institutions. 

Tremendous support rendered to the corporate sector by a! I 

Indian financial institutions can be.exonerated from the fact that 

the r e had be e n a n a v e r a g e a n n. u a I g r o \oJ t h r a t e o f s an c t i on s o f o ,, e r 

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 34260 

per cent in only 23 years.(See appendix table IV J Out of this 

total the major portion was channel ised to the private corpor·ate 

sector. Recent trends show that about 75% of the funds \>Jere 

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 J 

Thus, from the above discussions the following important 

points come to the I irnel ight. 

( i) Importance of internal sources of financing for the 

growth of the private corporate sector. 

( i i ) In general, insignificant role of he stock market. 

( i i i ) Tremendous importance of government controlled financial 

i n s t i t u t i on s a s sup p I i e r s of f u n d s f or the growth of fh e 

private corporate sector. 

Very often, while evaluating the effectiveness of any 

financial system, its capacity to supply funds is overemphasised 

while undermining its role as a watch dog of efficiency. Thus oneof 

the basic ingredients of an efficient financial system gets out of 

7 



our s i g h t . T h i s i s c I e a r· f r om t h e t e n d e n c y to g au g e 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 

s up p I i e d to the i n d us t r i e s . T h i s a p p r o a c h i g n o r e s the r o I e o f t.h e 

"" f i n a·c i a 1 s y s t e m a s t h e " g a u r d i a n o f e f f i c i e n c y " C B a u m o I 1 9 6 5 a n d 

it's developmental imp! ications. In absence of an active stock 

market,financial institutions as major suppliers of funds has a 

definite role to play in this respect. 

Efficient mar-ket Cillocation, or direct participation in 

Ill AA II M ~ t! IIIIJ r 1 l tl , .... \. \~ 1.1 .~• v ;1 i · I '·' b I o 

institutions to ensure efficient utilisation of resources. 

Efficient market allocation of resources can be made by financial 

institutions through channel ising funds to the efficient units only 

and denying inefficient units of financial resources. However,· U~iz 

~a~~y~· t h i s r e q u i r e s a c on s tan t r e - shu f f I i n g o f r e s o u r c e s f r om 

inefficient to efficient units. If for any reason this 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 objectives 7 that the gove.rnment tries to pursue 

~.1 through finiancial institutions and also the existing condition of 

~ 

l 

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 critical analysis of the 

volume of equity holding of the private corporate sector by 

financial institutions. 

T h i s f a c to r· i s i m p o r tan t , be c au s e i t i s by v i r t u e o f 

this eq~ity holding that finanbial institutions can become members 

8 



of boards and control and guide the corporations to ensure sound 

economic development. 

/r 
'fY 

1.3 £qul.t.y Hotdin.e of FUtanci:al. Instituti.orcs 

and 

The discussion in the previous section provides only an 

aggregate picture of the assistance granted to the corporate sector 

by the financial institutions. The ma.j or components of this 

assistance however are (i) rupee loans (ii) foreign currency loans 

and ( i i i ) underwriting and direct subscription of corpora.te 
'i 

~I 
securities. Among the above three components the major portion of 

assistance is in the form of rupee loa.ns, accounting for mor•? than 

~~v~nt:y-flvl? pg1· cPrJt.r::;,:J':' App•':!ndlx 'J';:•hl•.~ VIJ UnderwrltiJl;: :Jnd 

the amount has decreased to about fifteen per cent of the total 

assistance in the eightees, (Jet it serves as a vital mode of 

assistance to the cor~orate sector. The underwriting operations of 

the financial institutions are consistent with their theoretical 

concept of developmental a.gencies. They have several times been 

~; t k .- affected by the depress ions a.nd booms ·in the capi .a.l mar et, but 

have a.lways kept up their efforts to support new issues a.t times 

when other underwriters ha.ve .:Hsappointed the market. Other tha.n 

this qua.ntitative 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 implicit guarantee 

reg a r d i n g t he sound ness of an i s s u e . " [ Khan '· 1 9 8 3 ) . 



..... 
l 

What has been the impact of. such underwriting 

activities of the financial institutions? Recent studies show that 

all other categories of underwriters and direct subscribers have 

been outstripped by the financial institutions and that they have 

been contrieved in to a. 

Appendix Table VII J. 

near elephantine 
8 

structure. [ A l so see 

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 equi.ty 

shareholding by the financial institutions. A steady rate of 

incr·ease has been observed for the equity holdings of financia.l 

institutions acdompanied by a dec! ine in the holdings of the 

individual. The following analysis will high! ight the changes . 

10 
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Table 1.3!al 

Trend in Ownership Pattern of Equity Shares of 

---------~£!~~~~-§~9!9E_09~P~0l!~------------­
!Percentage of paid up value of equityl 

Category of 1959 1965 1978 1982 

owners 

Individuals 51.82 46.78 36.96 43.79 

Financial 

Institutions 6.64 18.82 27.37 29.39 

Govt.& Semi Govt 

Bodies 0.00 1. 30 1. 39 0.44 

Joint Stock 

Companies 39.46 31.69 32.85 23.89 

Trusts & Chari-

table Ins t. 1. 15 1. 29 1. 26 0. 64 

Others 0.93 o. 12 0. 17 ·1. 85 

1986 

41.93 

23. 9:. 

0.22 

32.26 

0.33 

1. 31 ---------------------------------------------------------------
I9~el ____________ ~QQ ________ !QQ ________ !QQ _______ !QQ _______ !QQ_ 

Not~a i.) F1.na.nci.al i.nsti.tuti.ona i.nclude 

IDB I,ICICI,IFCI, UTI,LICI,OICl,lR 'Ill ,Pub 1. i.e Sector commerci.a.l banks 

a.nd .other ba.nks and a.lso Slate Level Fi.na.nci.al Insti.tuti.ons. 

i.i.> For d,;,ta.i.led bl·,;,a.k up of holdi.ng by fi. no.nci.a.l i.nsti.tu.ti.ons 

. Appendix Ta.bl,;, VII. 

SOURCE ·- Compi.led from ti.> RBI B•-1\.l.~ti.n, February 1983, P. 91 o.nd 

<i.i.> IDBI Report on 'Ovnershi.p Pa.tt,;,n of Sha.r"'s 

Debenlu1•es of Corropa.ni.es' ,19B9,P. 7. 

It is clea.r tha.t the equity shareholding of corpor.;ote 

bodies by the financial institutions during th·~ late fifties was 

very nominal and the individuals and joint stock companies were the 

primary shareholders. But, within a. period of only six years, ,'3 

noticable change was obseved. The percentage of equity shareholding 

by financial institutions increased three folds to 19% of the 

total. Simultaneously, th>:? shares of individuals decreased by.:more 

11 



than 5%. The process ot transfer ot shares from the pockets ot the 

individuals to the bags of the financial institut'ions became a 

regular feature thereafter. The rate of decrease of share ownership 

was of course much s I c1wer hlf' iridiv idual s as compared to the hi :;h 

t f th f h h . f t h f . . I · t · t t · 9 ra e o grow o s .3r,?owners 1p o . e 1nanc1a · 1ns .1 .u ~lon;~. 

There was a sudden breed-: in the pattern of cha.nge in 1986 when 

there was a. marginal fa. I I in the shareownership of the 

institutions. It 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 e><tent from 

equity financing of industries. 

During this period intercorporate holdings or equity 

holdings by joint stock companies were observed to be above 30% 

throughout the period e><cept 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 

share~olding. 

Table 1.3(bl 

_______ g~0~£~b_!p __ !:~!!-~!:0_~f-~g~~!-l:_~b~£~-~f_?§q~~£P~£~!-i~!:?~-----
~~~~gQ£i~§_Qf_9~0~£§ ~g~i~l-~~Pi~~l~ 
1. Resident promoters 21 

2. Foreign Collaborators 17 

3. Non-resident Indians 3 

4. Financial Institutions 23 

5. Public 36 

100 

<SOURCE TH£ ECONOMIC TIMES. J.6TH OCTOBER, J.Y8Y, P. VI.) 

12 



! 

The table clearly shows that among the five categories of 

owners, excepting "public", who are mainly scattr,?red and 

disorganinsed, financial i II ~; 1. i 1. IJ t i 0 II :!1 appeared as 

organised shareholding group. Further, studies conducted by 

Industrial Developement Bank of India and Economic Times show 

almost indentical percentage of equity holding by financial 

institutions. The study also shows that the top 50 c::ompanies with 

highet market capitalisation had an equity participation of 25% by 

financial institutions against 16.6% by residential promoters. The 

study group further reveals that th~ financial institutions have 

emerged as the single largest group of sha.reholders in as ma.ny as 

61 Companies out of the 250 corporate giants. 10 

Aft~r such aggregative analysis, it becomes necessary to 

Undertake a cross sectional analysis to ascertain industrywise 

equity holding a.nd thereby capacity to control firms by 

institutions. The amount of equity ownership in most industries do 

not deviate sign if i ca.n tl y from the average. However large 

shareholdings by financial institutions are observed in electricity 

generation (56.69%), pa.per and paper products (40.52) and metal 

products <27.4%). Abnorma.l l y low· shareholdings are noticed in .Jute 

textiles {3. 74), other textiles ( 13.07 a.nd hotels and restaura.nts 

(2.37). The major portion of sha.res of hotels and textiles <more 

than 60%) are owned by the joint stock companies. It seems that the 

financial institutions empha.s is e more on capital intensive 

industries. However, in genera.!, the institutions appear as major 

shareholders in nearly most of the industries. [See Appendix Table 

I X 
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Another fa:ct. which mc;y be of sorne 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 following table. 

This phenomenon may be due to the fact that individual sharehold~r~ 

are generally risk aversers in nature and do not venture for 

investments about which they are more or less ignorant. In such 

situations, it falls upon t.,he financial institutions to back up~:;_~ew 

issues. These 'gap-filling activities' of the institutions 

a possible cause of rise of their equit~ holding. 

Table 1.3(c) ------------ . ... . 

~;~ ~!~~~ ~;~;:! ~: :: ~::: ~: =~: =;~; ggm~~~~;~;; i:~~iS:~r~~~j(\ 
Year 1965 ----------

g~i~!:i~g New 

Individuals 47.25 26.34 

F. I. 17.87 24.88 

Note ·- The reversal of trend \.n 

stock market i.n the ei.ghteee 

SOURCE ·- Compi.led from <i.> RBI Bulleti.n 

<i. i.> IDBI 

Yea.r 1978 ---------
g~_!~!i!:lg New 

37.60 32.86 

24.82 42.60 

1996 i.e due to 

Feb. 1999, op. ci.t. 

Report 1999, op. ci.t. 

; ~ ':.- '' ~ • <...! • ~-· 

Year teef.f. ··· 
- - - - - - - - 7" . '-~ 

g~i~!.!!]g . . ~~-~·:· .. 
34.12 43;~33' 
22.31 .25:l:ci~.:· .. , 

:.r.(·i-! ... 
. : >: ·, . 

;, 

Normally, a large volume of equity shares in the hands·~f 

a group or individual bestows on them potentia.! to control the 

company. Alternatively, if a company has a large equity base 

accompanied by a. widely diffused group of shareholders ·the 

possibilities ·of control over the company by any such group becbmes 

attenuated. However it is cliff icul t to establish a. relationship 

between control a.nd volume of equity holding a.nd a.lso to mention 



any specific cut- of rate in this regard. 1 n general 1 arger the 

voloume of holding, more is the possibility of getting control over 

\..L;: I T the company. Thus in order to understand the relative importance of 

-).--

each category of investor in the corporate power strLicture, it 

would be necessary to have a discussion on the distribution pattern 

of equity holdings of financial institutions and individuals. 

!OBI's study based on 575 sample companies in 1986, show 

that individuals held uptd 25% shares in 25.74% [See Appendix Table 

X J 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 50% 

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

companies. 

Though large volume of shares in majority of the 

companies were mostly under the control of individuals, the average 

concentration and size of holding· were observed to be quite low. 

' 
The ana 1 ys is shows though more than 99 per cent of the to ta 1 

accounts were held by individuals it provided only 35 per cent of 

the aggregate capital and the of the sample firms average size of 

h o 1 d i n g s was on 1 y R s . 1 , 3 0 0 • B u t f i nan c i a 1 i n s t i t u t i on s h o I cl i n g a 

ver·y nominal number of accounts (0.0007%l provided as much as 23 

per cent of the total capital, with an average size of more than 

R s • 1 0 1 a k h s • I t 2j-Q,~~W'~ f-~111 -±;ry(Ji' a::b~,:e ~-:hs-,_o;;;,..t19'~-i11 be c om e s e 'J i cl e n t 

from this ;®; that the financial institutions having concentrated 1 . .. 
volumes of equity shares possess potential controlling power. 
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1.4 Pattern of Financing : 

Chani!Se in Cor-p(n··o. te Powel'· S ti:·'u.c t ·v.re : 

y Rol.e of Financl.al. Institut.l.ons in the Pri·uat..e Corporate :Se·t.:l_,.:.,·t· 
' 

------------ 5orr..e i ss·w=-s lor- discu.ssl.on : 
---------------------------~-----------------------------------

Now, we feel that, there is the necessity to put the 

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

of present trend of financing. chc..nge in the power structure of 

corpora.tions have to be studied in the f ra.mework of i t I :3 

developmental implications. Precisely, a.n attempt is made to study 

how this cha.nge may a.ffect the efficierd. allocation of scarce 

financial resources. 

The trend of financing of Indian industries clearly 

unveils the insignificant role of the stock market as supplier of 

funds. It can be said that the most important function of the stoc~ 

market is to allocate the resources of the community to their most 

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

investment resources. another vital task which the securities 

market may normally be expected to perform is to ensure the 

profitable use of exising resour-ces. These al locative functions of 

the stock market ~-~. r e executed through pricing of cor po r· a. 1:. e 

securities. By fixing higher prices to the securities or the 

corporation with higher prospective return on investment, and lower 
r 

price to those corporate securities witr1 lower expected return on 

investments, the market can assure that the more efficRcious 

companies have inexpensive admittance to investible funds. 

However, efficient allocation of investible resources 

through stock market requires that equi I ibrium prices rule and 

relative share prices accurat.ly ref.lect the relative ear-ning 

of firms~. Baumol. 1965 J. Activiti<::•s of 
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financial institutions viz. LIC:I, GICJ and UTI have some disturbing 

effects on the efficient functioning of the stock market. The 

concentration of investible resources in their hands disallo\.; the 

free interplay of different factors in determination of security 

prices. The collousus volume of funds commanded by them often have 

a disturbing effect on the market by altering the ordinary pattern 

of purchase and sa I es. This means that a sudden I arge pur·chase of 

equities of. a corporation by financial institutions may resuit in 

an abnormal soaring of market value of those securities. Apart from 

this, there are numerous reasons that for·ces us to bel ive that th•? 

actual share market price is far from equi 1 ibrium It obviously 

does not permit thB stock market, in practice, to act as EJ.n 

efficient allocator of resources as has been envisaged by 

theoreticians. 

Further, all ocat.ive functions of the stock madcet has 

been d i I uted to a great extent by the 
.,~ 

e v e-.f' ex pan d i n g volumes of 

funds supp I i ed to the corporate sector by the financial 

i n s t i't u t i o n s • However, there is the scope of rewriting the 

statement in the way, that in general an inactive stock market 

forces financial institutions to act as a saviour of the corporate 

sector. When the dependence of the corporations on the stock 

market is minimum, it looses it's significance as an "efficis-nt 

allocatc•r of resources" and "gaurdian of efficiency" (8aumol, 1965]. 

Again, inactive stock markets encourage firms to r·eiy 

more on internal savings for growth and development. This is .3 

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 



inter·nally. Pr-obably, the reason for- this type of behaviour is 

I 

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

management enjoys wider discretion over the use of funds and take 

decisions with I itt!e regard to the "stock market 
11 . 

reactions. However, 

in I n d i a., the f a.c t i s , e .i t h 1::1 r by art i c u I a. t ion or under com p u ·1 s i ,_. e 

forces by relying more on internal sources, firms have been able 

to bypass capital market discipline to a large extent. Under. such 

situation misutilisation of resources seems to be a possibls 

outcome. 

1. 4 {a) Ro~e· oL Finane i.al. Inst i tv.t ions in the Cor·nr,r-ate Sec tor:--------- ----------------------------------C~------------------

I n the context of the above discussions. the 

question that immediately comes to the surface is whether· the 

present role pursued by public financial institutions, a major 

constituent of the Indian capital m<:'lrket is conducive to promote 

corporate efficiency ? If not, then how to redefine the roie t.o 

make it mor-e purposive. 

Some argue that institutions must give up their 

present indifferent attitude to inculcate efficiency in the 

corporate sector. It is widely known that where management is free 

from all constraints, be it from the shar-eholders, stock market 

etc., inefficiency is the natural outcome. Public financial 

institutions, a dominant partner of Indian capital market, under 

these situations cannot shrug off their responsibility as watch 

dog of efficiency. If they do so they wil be failing to do justice 

to their roles as investors and developement agency. Normally these 

two roles converge into a single point that aim at efficie~t use of 
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scarce resources. 

The ;:•.rgurnr-rll r·oles in this manner; the invei:tible. 

funds of the financial institutions do actually belong to the 

pub! ic. As trustees of public money institutions have an ob! igation 

to ensure adequate returns on their funds. Once this obligation is 

bestowed ori institutions it becomes imperative for them to bring 

about efficiency in firms where their funds have already been 

invested Change in the power structure of corporations in favour 

of Government control led financial institutions provides an 

excellent opportunity to inculcate element of efficiency in the 

corporations so as to protect the interests of the investors as 

well as the total economy. In fact various committeees including 

the much debated Dutta Committee 
12 

insisted that public financial 

institutions should progressiv~ly participate in management and 

control of assisted enterprises so as to ensure public interest.The 

views got further momentum in recently when the Prime Minister 

almost echoed the same feelings stating that we have a vast ra.nge 

of financial institutions through which indirect controls, 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 vigilant attitude of institutions towards corporate 

management. One of .the peculiarities of the Indian companl.es is. in 

contrast to the high proportion of shareholding of the financial 

institutions, the shar-eholding of the groups or families actually 

administer-ing the companies is very negligible. 

Indiffer-ent attitude of institutions along \vi th 
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unconditional tacit suppor·t 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 

be s t t h e y can be d e s c r i bed as " c0n t r o I I e r m a n a g e r " . [ M a r r i s , 1 9 6 4 J • 

If there is a separation of ownership from management, the presence 

of different vices asso~iated with it cannot be ruled out. 

This of course has a close resemblance with ihe s~enerio 

in industrially developed countries where about two per cent 

equities belong to the board. [Marris, 1964]. However since 

financial institutions in those countries belong to the' priv.ate 

sector and shares are widely dispersed among various insurance 

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 control over corporations. But, financial 

institutions through continous reshuffling of their portfolios and 

channel ising their funds to more lucrative projects, play an 

indirect role to discipline management. Through this pr·ocess 

institutions discharge their allocative functions and -indirectly 

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 of imposing any 

direct control on them.Thus there is greater posssibility of 

careless use of resources by Indian management. 

Ho\.Jever, counter arguements supporting managerial 

autonomy is not devoid of a.ny logic. It is always stressed that. 

financial .institutions as development agencies of the go•.;ernment 

have the responsibility to monitor the affairs of the economic 
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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 pub
1
l ic and 

private sectors. This clir·ect participation of 

i n s t i t u t i o n s i n p r i v a t t:o s e c t o r m a y g o a g a i n s t t h e v e r y e s s e n c· '=' o f 

mixed economy. lt is strongly supported that any undue interference 

of the government in the management of corporate sector contrdicts 

the philosophy of a mixed economy. Memorandum submitted by 

F. !.C. C. I. to Narasimham Committee emphasises on "indepenclenc•? of 

management","competitive efficiency" and "protection against any 

move to " destabi I ise existing management". Practically, 

dealing with the issue of the role of nominee directors. the 

memorandum concludes that already there is 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 the normal la\oJS of Economics should be allo\.Jed to 

ope·rate. 

Further, utter failure of different controls and their 

~· counter-productive results are frequently cited to prove 
I 

ineffectiveness of Government interference in the corporate sector. 

Thus, it is argued that, i nv o I v em en t of the Government in the 

management of corporations, instead of improving \,1 i I 1 be 

instrumental for accelerated deterioration of the efficiency of the 

firm. 

However·, the debate on role of institutions in the 

corporate sector is al\oJc<Ys on the anvil and ther·e is an ince:o~sE!nt 

point-counterpoint raJ !y. The root of this debate is imbedded in 
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the basic philosophy of mi•x~d economy. Arguments and counter 

arguments are largely overshadowed by ideological bias, e- l t her 

upholding. the need for Government control or emphasising or1 the 

potentials of the market mechanisms for efficient use of resources. 

0~ 
I n v i e w these con f 1 i c t .i n g "' s s e r· t i on s , i t i s f e I t t h a t t h i ~: d E· h a t e 

~ 

is to be resolved on the basis of some objective criteria ancl 

therefore the present study is in this direction. 

Various constituents of a financial system in th.::•ir own 

way atttempt to satisfy the objectives of raising and allocating 

funds. Through their co-ordinated efforts does ultimately an 

efficient financial system emerge. Continous reshuffling 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 to various 

constraints within which Indian institutions have to function, 

these functions have little relevance in India But inst1tutions' 

unquestionable importance in the cor·porate power 'structure bestows 

on them the right to control and thereby discipline existing 

management. But the debate remains open whether there is 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 depend on how efficiently 

"controller managers" use the funds of the real owners and this 

wi II ultimately decide the behaviour of the owners towards the 

"controller managers" of the corporations. 

Thus we sha I I specifically seek answers to the , 

follO\ving queries:-

(aJ Can financial institutional equity holding ~ffect the , 



fin~ncial behaviour of private secto~ corporations ? If so, then to 

what extent· ? 

(b) Can financial behaviour of corporations where 

institutions hold large equities be discriminated from that of 

those where individual 
' . 

or group ownership is large 7 

Before providing answers to these questions, it would be 

rational to examine what economic goals "owner managers" arid 

"controller managersft distinctly try to pursue. 

***************************** 

. ' 

'· ~ 
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NOTES C CHAPTER ONE) 

1) The correlation co-efficient between the average rate of growth 

rate of GDP between 1965 and 1987 for developing countries and 

comparable data for the ratio of Gross 'Domest1ic Investment .. to GDP 

.·is 0.36. The correlation Co-efficient for the same countries over 

the.same period between GDP growth and IOCR (the rate of GDP growth 

to investment) is 0.84. 

"Historical Jy, the quality of investment has been at 

least as .important to growth as quantity. Although the fastest 

growing countries had higher rates of investment than the 

·others <see appendix I> empirical studies generally find that Jes~ 

than half the growth in ouput is attributable to increases in 

labour and capital. Higher productivity explains the rest. Higher 

labour productivity reflects better health,skills,education and 

work effort; higher capital productivity reflects technical 

progress and more efficient use of savings• [!Jorld Development 

Report 1989,PP 29-30 J 

2) I t i s a f a c t that the . qua n t i t y of r e s our c e s . h a v e no t a 1 w a y s 

.determined wealth. In 1870, Australia, a country rich in natural 

resources, had twice the per capita income of Switzerland to day 

Switzerland's per capita income exceeds Australia's by more than 

half. During the past thre decades Hong Kong, Japan, the RepubJ ic 

of Korea, have had 
"· 

per the wor 1 d' s highest and Singapore among 

capita income growth rates despite their relativ~ly poor resource 

endowments. Resource rich Argentina has hardly grow~ft at al 1. ' 

[World Development Report 1989 J 

3) The first stock exchange i.e. 'The Native Share and Stock Brokers 

Association', was founded in. Bombay in the year 1887 to faci I itate 

negotiation, purchase and sale of securities. Gradua:l I y other 
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stock exchanges were instituted at Ahmedabad (1894). Calcutta 

( 1 9 0 8 ) , a ri~d M ad r a s ( 1937). he next five decades witnessed a 

mushroom growth of these organisations and today there are 15 stock 

eichanges recognised under the Securities Contract <Regulation! Act 

1957 . 
• , ! 

4) .This .study group was appointed by the Planning Commission under 

'the Chair~anship of· C. Rangarajan. Deputy Governor, RBI to examine 

~factors. Jnfluencing · ~orporate investment and suggest how the 

pri~ate c~rporate sector can fulfil the desired level of investment 

as 6ontemplated in the 6th plan .. The report was submitted in 1982, 

·, N o v ember • . ( See Append i x Tab I e 1 • 

5) The promotional measures by the government included ( i ) 

-tationalis.ation and modification of personal and corporate tax 

laws (ii) delicensing of twenty five industries !iii) raising' 

.interest. rates of debentures of non MRTP and non FERA companies 

from 13.5 to 15 percent (ivl raising the assets ceiling of MRTP 

companies. from Rs .. 20 crores to Rs. 100 crores (v) setting up of, 

the Securities Exchange Board of India, etc. 

6l·.Government controlled financial institutions supplied about 35 td 

40· of the new i nv es tments of the private corporate sec tor. 

[ SOURCE :- MQmoro.ndum to Naro.si.mho.m Commi.tt~e, FICCI, P. !5 ] 

7) Such qbjectives may be 
. ,. . ·.::! ·:: 

. -. (iJ Ensuring adequate returns on the 

funds ~J~~lied by the institutions, 
\, 

( ii) Amelioration of sick: 

units, (iii) Discouraging concentration of economic power and; 

wealth, ( iv) Disciplining erring management, (vJ Providing cheap: 
I 

sources of capital etc. 

8) Among the many financial institutions in India:, a high, 
I 

concentration of activity in the area of ·underwriting :and directi 
(. 

·' 
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sub~cription was noticed for Life Insurance Corporation; General 

I ns u ran c e Cor p or at i on and U n i t T r us t of I n d i a . 0 u t of t h e to t a 1 

equity holding by all financial institutions, LICI,GIC!, and UTI 

occupied 66% and 48% in the years 1978 and 1986 respectively. Even 

' in 1978, the shareholding of all public sector commercial banks and 

all state level financial institutions were less than that of LICI. 

U n d o u b ted 1 y , the s e t h r e e o r g an i sat i on s h a v e been the 1 e ad e r s- i n 

accelerating the pace of equity acquisitions . 
.' '; 

9) The annual growth rate of equity share ownership of· corporation 

by financial institutions were 11.14% for the period 1959 

to 1986. During the same period equity share ownership by 

individuals declined at an annual average rate of 0.78%. 

10) The pattern of shar·e ownership with an increasing bias towards 

institutional investors is prevalent not only in India but in other 
'.;• •I ' 

contries also. The ownership patterns of U.K., Japan, and U.S.A . 

.• provide suitable examples. 

Ownership patterns of shares-

J a.pa.n . U.K. U.S.A. 

----------------1950 1978 1960 1975 1980 1965 1970 1975 

Individuals 61.0 31. 1 54.0 37.5 35.0 51.7 64.1 52.7 

F.Institutions 12.5 36.5 28.4 26.3 31.0 15.0 11.9 14;7 -------------------------------------------------------------------' 

SOURCES :- Compiled fo1' RBI Bulleli.n t989 

,•. The shift of equity shares from the individuals to the 

financial i:nstitutions is a.lso a notable fea.ture there. However 

this shift is not very prominent in U.S.A. The differenc~ from 

the Indian scenario is tha.t the fina.ncia.l institutions belong to 
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the public sector whereas in the other countries the financial 

/ 
intermediaries ma.inly belong to the private sector and have a 

close nexus with industrial houses. 

11) According 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 s u r v i v e d e s p i t e the s to c k mar k e t p r i c i n g p r o.c e s s , a I t h o u g h i t 
: •'. 

could be argued that their growth would be limited ~elative to the 
·;._. 
.-' ·.;. firm which do make use of external finance . 

····' :: 
. i.·»·"· 

Ajit Singh, 1971, p-4 J 

l~.;~::; 12) Industrial Licensing Policy Enquiry Report,1969, New Delhi, 

./ Paras- 2, 17:7, 90 and 8:18. 

============================== 

+ . .1' 

. 
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APPENDIX CCHAPTER ONE) 

TABLE 1 
; ,_. 

./:-/<}:'' 
. ::'.":;.;·:;/':'· Savings and growth in developing countries, 1965 to 1987 

.. -~.?:3~!,- ~ --------------------------------------------------------------------
:Cou·n .. try group by Gross national Gross investment Change M21GDP 

'-:.: .. ::: \()-~j~~:~::. _: 
'/GD~:)~;'€rr6wth rate savings/GDP /GDP in in.v/GDP 
:·::·.\t;~:-:.:}::l~~:~-~- .'- .. 

<~1~-~:::::::::~-~:~--::~~- ------- -------::~: ------------:: ~ :---- ---::~:-
·,:;:.E.·-~qJ)~ding China 23.2 26.7 33.1 

·,.<·E;~r~~;~-~m· growth-3-7% l 

':~.f.~iJ:j;:y.· one Countries 18.5 22.6 23.6 31.2 
:·:·.::~ :·<·~\ -·~,;y;~.-;~·:·-: ... : . . 
;.:•J:LC)_~:'··growth-1 ess than 3%] 
:i:'·•>:\):<:i:;) :, . . 
.:J'we(rity two Countrie·s 19.0 19.0 10.1 23.8 
: ~ ...... _-(::·~~<:~~-~-{-. ·, ' 

the ta.ble ·- <a.> Da.la. a.re ...,ei.ghted a.vera.ge ti.mea :100 a.nd . a.re ba.:aed 

· .aa.mple of ei.ghty developi.ng counlri.ea. M2 i.e currency i.n ci.rcu\.a.ti.on 

ti.me, a.nd sa.vi.ngs depoai.ls a.l ba.nks. Investment 1.s gross 

·<b) Beca.uae of \.a.ck of da.ta., a.vera.ge • i.a for ts:>77-87 

;;:&·~-~~~:F~.; :;~: IMF:, Interna.t.i.onal Fi.na.nci.al Slat.i.et.i.ca, a.nd 'World Bank Da.t.a. 
~;' /r:-~.-)t;'~ r'! " :~>!'.-' ... ::~· 

);-\ff'{~;·; '·1;=; '(,';. t .o.dapled from. Wor\.d Development Report, 1s:>89. The 'World Ba.nk l 

::};-:Q4~+-7}:L,..~ ________ :. _________________________________ ;."7_----------------------

·-· .. ·' 
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TABLE 11 

Financing of Targeted Investment by Private Corporate Sector during 

.. ; 1982-83 to 1984-85 

~.~--------------------------------------------------------------------------
....... 

lfE:-:::::::~:::;::::::~:------------~~~~~~:::: __________ ~~~:~:~-:~-~:~:~---
~;;.i~:;if:;. (a) !~~~!:~!~reciation 5, 490 

8
, 
639 

31.89 
50

.
18 

~~~!t~~ :;·:~<:(-'· ~ .. 
. '. ';·~· . 3,149 18.29 (iil Retained profits 

(b) External 8,577 49.82 --------
Financial institutions 

(including SFCs} 4,205 24.42 

.Government 60 0.35 

(short term) 2,662 15.46 

:?·':{~.i(i;:,:J ·i\d Capita 1 rna r k e t 
:;,·~1:{,"?·:·::.- ... ·. 

1,650 9.38 

Economi.c a.nd Poli.ti.ca.l W-eekly ,August 6 , 1S>8B. 

;·-;.~ :~~~- /~:: :::· .. 
§~1;--,--c-------------------------------------------------------c------------

(· 
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. ''• ,· .. 
. ;· ...... : ,. 

Table I I I 

·.F'fnancing of gross fixed assets of corporate sector by retained profits 

-~/·:· 
1

_ and new issues [a. detailed break up l<Rs. 'OOOl 
,''. r,; .. , : 
• t • ·;· ;~; •. 

/~:-:;:;}~~:-~ ;~ ~ -- - -- - - ~ ~ -- - - - - - - - - ~- - - - - - - - - - - - - - - - - ~- - - - - -- - - - - - - - - -:- - - - - - - - - - - - - -

·.~ .·.' .\·: !·:' :.; ··.: 
.· .. ~~:~ .. ·.~~·(.< .. ~ :.' .· 
;~Ye·ar·s G;F.A.E. G. I.E. (2/ll% R.P. (3/ll% N.E. (4/1l% 
~7~--------------------------------------------------------------------------

·' <1.971-72 

:-r:~~=;: 
·• '•, ,''I 

37808 

69094 

75366 

151200 

173474 

190462 

198154 

241434 

39866 

65061 

46083 

104203 

112322 

114560 

117622 

166384 

105.44 

94. 16 

61. 16 

68.91 

64.74 

60. 14 

59.36 

68.91 

12280 

30021 

5067 

43200 

36720 

32433 

34304 

51741 

32.32 

43.44 

6.72 

28.57 

21.16 

17.02 

17.31 

21.93 

2492 

2895 

2863 

2912 

7833 

11566 

23513 

10841 

6.59 

4. 19 

4.20 

1.9:3 

4.51 

6.07 

11.86 

4.49 
\, \!L'-'}··;:•: .. 
. ~>':'';~1:~.f3.5:'"86 271541 201588 74.23 72195 26.58 . 34:362 . 12.65 

~:/:·:~:'!:'~-~§ =~-~- ~:.?! Q:! ~:?-------! 7_ ~Q ~ ~----- ~ 7_!. ~~--- ~!.! Q!----! §!.:! §---:!QQ~~---! ~!. ~ ~----

jr~~'fK ·- ~:~::~t" E ~::~=~~· ~::~9dan:C~';d ::::~nod "•••;:~~~::: 0~~~~- :~:::: 0

'::: 

·i ,:,:,SOURCE· :-,. Compi.led from va.ri.ous issues of RBI Bulleli.n Fi.na.nc,;, of m,;,di.•.Jm 

~~iff--~---~~ -t~:·_ !~~~·~-~:~'~; ~~~~~~~~--------------------------------------
.·;,;:!,}/'?'';~::.: Assistance sanctioned by financial institutions 

:~1~wJ~:~:~;~~~~-~ ~ ~~~ ~ ~~ ~ ~ ~ ~~ §;~~;! ;~~ i ~;: ~ ~ ~ ~~ ;; l ~~ ~ ~ ~ ~ ~ ~ ~~~~~;i ~ ~ ;;; ~ ;! ~; ~~~;; ~ ~ ~ ~ ~ 
'''"

11'964'65 118.1 11.57% ~~~~?:}!~:':'\i /~ :.;: ·, :-~ . . 
' ·:t~)~,'-if9 7 0 ;:_ 7 1 

If~~:;:: 
·:.>1h,.Ht6.1 .. 62 

~~:~;1~f~!~~;2.~-~ 3 

1983-84 
_, . -· ~. ·, ·~ . 

... 1984-85 

.:·. i': i 985-86 

... }/j986-87 

254.2 

648.3 

2525.8 

2746.8 

3231.7 

4115.6 

5647.6 

6613.1 

8157.2 

20.59% 

31.25% 

8.79% 

17.65% 

27.35% 

37.22% 

17.09% 

23.33% 

~~~Jmulative upto 

·;· ';::~~rch 87 40544.8 ------
-~; -~--------------------------------------------------------------------------

NOTE :- Avel'o.g.a annua.l ra.te of gl'ovth from :1.964 to 87--20. 22% 

~ SOURCE: :- IDBX R..,p.,:,rl on D"'v,;;,l·:::•pm.-nl Ba.nki.rig i.r, Indi.a. :1.986-87 
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Table V 

Sector wise assistance sanctioned by financial institutions (Rs. croresl ----------------------------------------.---------------------------------
!~!! _______ E~~!!9 ______ ~~!~! ____ g~:~P~E!!~~~------EE~~!!~------!~!~! ____ _ 

~ .. :.:·.\.:·· '·1984-85 668.0 363.9 95.3 4203.5 533·0.7 

~;. : ,•, .. 

.: . ' 

( : 

112.53) 16.42) (1.78) 178.85) (100.00) -------------------------------------------------------------------------· 
1985-86 1235,'7 411.2 157.8 4604.8 6409. 1 

( 19. 27 ) ( 6. 42) ( 2. 46 ) ( 7 1. 85 ) ( 100. 00 J 
~------------------------------------------------------------------------· 

' 1986-87 1256.7 675. 1 152.0 5727.9 7811.7 

(16.08) (8.64) (1.95) (73.32) (100.00) -------------------------------------------------------------------------· 
Cumulative 

upto 5632.1 3001.3 1281.9 29487.1 39402.9 

March 1987 114.29) 17.62) 13.25) 174.83) (100.00) -------------------------------------------------------------------------
' ' ' 

. NOTE :- Fi.gurs i.n bra.cket i.ndi.ca.te percenta.gea. 

' '~~~~~~- .:.:_ ~~~~- ~~~:.:- ~~- ~!~~ ~~~~~~ :_ ~ ~~~~~2- ~~~~=~~-------------------------

Table VI 

··g9~P9~!~~-~!!!_!!!!!~!~~!_!!~~~!9~!~-~~-~!~!~9!!!_!~!~!~~~!~~!~I~~~~£~£!! 
Rupee loans Foreign currency Underwriting Total 

loans direct subscription 

~~-------------------------------------------~~!!!~!!!! _________________ _ 
77.4 38.7 116. 1 

(66.66) ----- (33.34) (100) -------------------------------------------------------------------------
227.00 53.40 30.78 

2394.98 153.53 416.48 2964.99 

(80.7,7) (5.17) (14.06) (100.00) 
·.~.~ - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

4335.4 334.9 977.30 5647.6 

(76.76l <5.94l <17.30l ClOO.OC -------------------------------------------------------------------------
1985.-86 5032.8 1116.5 6613.1 

(76.10) (7.02) (16.88) (100.0( 
------------------------------------------------------------------------~ 

1986-87 6143. 1 829.8 1184.3 8157.21 

( 7 5. 30 ) ( 10. 5 ) ( 14. 52 ) 
------------------------------------------------------------------------~ 

NOTE :- tFugur.ae i.n bra.ckets i.ndi.cale p6!rcentagQ:al 

SOURCE :- <~> XDDI Operal~onal t•eport fot·· vari.ous yea.ra. 

<i.~> IDBI R.-.port on 0.-;,v.-.Lopment Banki.ng J.986-B?. 

-------- ~::~~~- ~~~- ~~!:-=~.:=- -=~·- ::::~~~~·=~ ~ ::-~·~- ~::~·::-~=~:. --------------------------
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.. 

Category 

Table VII 

Ownetship pattern of corporate securities (1986) 

!E!E9!~!~g!~_9f_8~!~-~E-~~!~!_9f_~9!~!~g!! 

Equity shares Preference Debenturce · cnv<H l L bl,;;. 
D~b.;;ntut··.:.;. 

~ -·------------------------------------------------ -·--------- ---------- _.- ----
L 

: 
ldividuals 41.93 15. 14 30.33 54. 11 

;2;. Financial l ns t. 23.95 72.93 62.66 36. 19 

3 .•. Govt.&. semi Govt. 0.22 3. 10 0.43 0.00 

4.; Joint stock Camp. 32.26 6. 19 3.07 8.08 
-.-

s.·:. Trusts & Chari ta.b l e 
~ Institutions 0.33 0.30 2.13 0.15 
·a.· Others 1.31 2.34 1.78 1.47 
~---------------------------------------------------------------------------
_____________________ 1QQ~QQ ________ 1QQ~QQ _______ !QQ~QQ ________ lQQ~QQ _______ _ 

~.,SOURCE compi.\.ed from IDBI Report on ovnershi.p pa.lt.ern of shares a.n 

debQnluree of Compani.es <a.bri.dged and rearranged> 

Table VIII 

O~,t~nership pattern of equity shares of private corporate sector by Financia 

~~~---------------!~§~!!~~!9~§_!_~~£9~~~~8!§_9f_E~!~-~E-~!!~~-!-------------~ 
Category 1978 % to total 1986 % to total 

--.r::~:_: . . I DB l 1. 06 3.87 3.73 15.57 

.····· 
-.-
' 

. l c [ c l 0.49 1. 80 0.97 4.05 

l FC I 0.50 1. 83 1. 01 4.22 

!RBI 0.00 0.00 0.00 0.00 
\ 

UTI 4.90 17.90 3.92 16.37 

- L rc 7.76 28 ·\~36 4. 10 17. 11 

GlC f.:;. 52 20. 16 3.54 14.78 

Others 7.14 26.08 5.13 21.40 . ----------------------------------------------------------------------------
Total 27.37 100.00 23.95 100.00 ----------------------------------------------------------------------------

NOTES: :- Othere i.ncludw ii.l Publi.c so&ctor· comm.;,rci.a.l Ba.nka a.nd oth&r Ba.nka 

<i.i.l Slate l.;;,v.;o\. Fi.na.nci.a.l Ir.ati.luti.tona. 

SOURCE :- Compi.led from <i.> RBI Bulleti.n, Bebrua.y 1989. 

<i.i.> IDBI Repol'l i.bi.d ta.ble 1909. 

----------------------------- :_ ~~=~:.:.~~~::~- ~~~- ~~:.~~~~~~-------------------
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.·, 

.": .. 

\, Cat e g o r y of 
:9~!:!~!: ~~!I? 

, Industry 

Financia.l 
Ins t. --------

.groups 
·:: >t· 

Ranks Holdings 

.·.'·E. G. 1 56.69 

... :,p. & p. p. 2 40.52 

Table IX 

Industrials Govt.bodies 

41.46 0.60 

23.95 22.95 

Joint stock 
~9~!?~~!~~-

0.00 

13.33 

~ 

Other 

1. 25 

0. 11 

27.42 46.70 0.00 15.85 10.03 
.~ ; ... ~. 

. \::. :R • & R • P • 4 27.02 37.56 1. 05 34.13 0.24 

~'·N . M. M • P • 5 25.68 43.75 10.94 19.67 0. 14 

:~:·JfTEX TILES 6 24.39 40.88 6.75 27. 13 0.85 

~:<':>M~·a.·T.E 7 22.87 38.87 0.94 36.19 1.73 

:·~:~;:{·E :. M. 8 22.84 38.30 6.23 31.46 1.17 

;:,;::;:c· • r. 9 22.76 34.90 10.39 29.48 2.47 

10 20.23 26.20 25.00 0.90 27.07 

11 20.22 46.60 5.75 27.30 

12 19.50 41.24 2.43 36.43 

13 17.93 27.06 38.87 14.98 

14 17.45 29.43 30.82 21.69 

15 16.22 46.77 8.44 28.64 

16 13.07 24.43 0.00 62.50 

17 3.74 9.44 65.42 21.03 

18 2.37 36.50 0.00 61. 13 

.:;-,, .. .-, .. NOTES:-E. a. denolwSI ELwctri.ci.ty Ownwra.ti.or; , P&.PP d<inoto;;s Paper a.nd Pa.pet• 

.':;.<J/t~:~;od~ct,. ,BM&.A d"'noto101 BaSI i.e M.;,ta.L;;o a.nd Alloy·•, R.!>.RP denote• Rubb"'r & Rubber 

Products , NMNP- Non Metto.Li.c Mi.n..,r·al Products , MOTE- Mo.chi.nery other than 

Electri.ca.ls ,EM- Electri.cal 'Ma.chi.nery , CP- ch.;,mi.ca.L Products ,L&LP-Lealher 

· · a.r.d Leather Prod•~cte ,TE- Tl'o.nsport Equi..pmenl ,BM&A- Ba.si.c Metals & a.Lloys 

' .. MUL. PR- Multi. Products ,MFP- Mm;ufa.ctur<& of Food Products ,OT- other Tel<ti.Les 

'' . . . J T - .J u L e T e x t i. l e 9 , H & R - H o l e l s a. n. d R e ;;o t u ·r a. n t 9 • 

0. 13 

0. 13 

1. 16 

0.61 

0.33 

0.00 

0.37 

0.00 

Total 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

SOURCE IDBI Report 01"1 O'w'nershi.p Pattern of Sha.res a.nd D,;,b,;,nlur<&s 

Compa.ni..;,s 
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Table X 

·Distribution of companies according to size of individual equity holdings 

and institutional equity holdings 

I 

.·'· D 

'. 

'·i.· 

:Ari;}l 

1~---------------~~~g~-----------l N.A. PV AV 

--~----------l-~P19_?~~--?~~=~9~--~Q~:~Q~--~-~g~J---~---------------------: 

No of. compan1es 

No of. compan1es 

148 

(25.74) 

366 

(63.65) 

122 

(21.22) 

101 

(17.56) 

90 

.( 15.65) 

50 

(8.69) 

215 

(37.39 

58 

7593213 

(99.54) 

5893 

(10.10) (0.0007) 

986.4 0. 013: 

(35.79) 

623.2 10.57: 

(22.62) 

;~:i'i'fi~;.;.,.~-o-t.,..e_a_· :---X--N-D ___ d_e_n_o_t. __ e-s--X-n_d_i._v_i._d_u_a. __ l-s--.-F--X-d_e_n_o-te_s_F-i.n_o._n_c_i._o._l_X_n_s_ti._t_u_t._i._o_n_s _____________ _ 

.. ~- ' 

N. A. - Numb,;;r of Accounts , P. V. -Po.i.d up vo.lu,;;, <Rs. crores> 

A. V. -Average. si.ze <Rs. Lo.khe> 

Tola.l numb.wr of compo.ni.es i.n th.-.. sa.mpl,;, !?7~ , 

Total numb.wr of a.ccounlid - 7o2B~s:.8· 

Tot.a.l pa.i.d up value of holdi.r.g <Re. crores) - 27~~. 48 

Fi.gur"'s i.n brackets denote pet'centa.ges. 

Compi.lvd from l:DBI Report on 01.1narshi.p Pa.llarn of Shares 

Deb.;s.ntur-ws of Compani.e9 i-5:>85:> <Abri.dged a.r,d Rea.rra.ng,;;d) 
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CHAPTER TWO 

THEORIES OF THE FIRM ~VARIABLES~ SAMPLE~ TIME PERIOD 

AND OBJECTIVE OF THE STUDY 

2 . 1 . I n t r-oduc t ion. 

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 . Th.is will to a large 

extent help in selecting the variables necessary for establishing 

various performance indicators. However theories defining 

objectives of the firm are in many cases conflicting and 

contradictory, thus making the task of variable selection somewhat 

difficult. But it is not the objective of this study to form 

opinions for or against any theory. Discussion on these theories 

are necessary only to estab 1 ish a conceptua 1 framework . about the 

various goals that firms tend to achieve. 

The main focus of · the present study is whether 

corporate financial behaviour is in any way related \.J i th 

institutional equity holding ? Before entering into the main theme 

directly, we believe tha.t some ba.sic issues havi.ng significant 

relevance to the study be discussed. Thus the issues that have been 

,~-+---
) · cosidered in the present chapter are 

(il How to define a.nd categorise firms ha.ving high and low 

institutional holding ? 

(iil Is there any specific goal that firms try to achieve ,and 

does this goal change with rise in institutiona.l equity 

holding ? 

( i i i ) Which var-iables a.r e to be selected for measuring 
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performance of the firms ? 

The assumption that profit maximisation is the 

primary objective of the firm is a cornerstone of the traditional 

the o r y . T h e j us t i f i c a t i on f o r· t h i s ·as s u m p t i on i s two - f o 1 d . Cl n e , t he 

firm in the traditional theory is not identified separately with 

the entrepreneur or the owner 
~ 

man..ser, 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 profit~ becomes the objective 

of the firm. Secondly traditional theory of the firm was extended 

to analyse the behaviour of the firm in imperfect or monopolistic 

competitive environment and was subsequently applied primarily to 

perfect competition. In competitive markets since profit is a 

survival crieterion, profit maximisation becomes an objecive 

necessity irrespective of the subjective motivation of the 

entrepreneur. 

However, the theory· of the objectives of the firm has 

been greatly influenced by the concept of managerialism, specially 

after the publication of the seminal work of Berle & Means 119321. 

There ha.s been a pro! iferation of managerial theories and though 

these differ in details, yet they highlight a common logical 

texture. These theories are b~.ilt on three assumptions 

(il There .is a separation of ownership from control 

Iii) There is a divorce of interest betweening the 1 0\vning 

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 means that· 

managers are not bound by the external environment and _the 

influence of widely dispersed shareholders but pusse5;.s the 

option to pursue their distinct objectives. 

The essence of these theories may be summed up by the 

statement that manager·s are induced by the pursuance of secur·ity, 

status, salary, power, prestige and vocational excellence. These in 

turn are clearly related to company characteristics such as size or 

growth rate rather than to prof itabi I ity. Three well established 

~ alternative suggesstions to profit-maximisation as the objective of 

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

profit constraint, lbl Marris's growth maximisation conceptsubject 

to a security constraint and (c) Williamson's -maximisation of a 

generalised managerial uti I i ty function subject to a profit 

:'.' constraint. These constraints which 1 imit the discretion of the 

managers are necessary to Ill earn a minimum level of profit 

r e q u i r e d f or g i v i n g s a t i s f a c t o.r y d i v i d end s to s h a r e h o I d e r s I i i l 

undertake the investment necessary for satisfactory operation of 

the firm tiiil keep a good reputation with the banks livl avoid 

fcid I in market value of shares and risk of take overs etc. If these 

conditions are not satisfied the 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 wo~ld 

be helpful for an understanding of their distinct philosphies. 

r <1> ~~~~~!~~-§!!~§-~~~i~i~~!!~~-~~p~~b~§!~ 
I 

Baumol~s [1957) exp~rience as a consultant to J~rge firm 
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inspired him to find out that managers are more preoccupied witt 

_~ maximisation of sales rather than profits. Some_ reasons seem to 
..-·: 

--.·' 
·~-- :· - . 

·· ... 

·:r•, 

explain s~ch behaviour of managers 

( i) Salaries and other perquisites of managers have <:~. 

closer dependence on sales rather than on profit. 

liil 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. 

!iii) Large sales which grow over time add to the reputation and 

prestige of the mangers, whereas large profits are only 

pocketed by the shareholders. 

(ivl Steady performance of the firm with adequate profit are 

mar~ preferred by the managers than accepting project with 

booming returns and glooming risks. 

(v) Large sales with a big share of the market 'enables the 

f i r m to 1 au n c h com pet i t i v e s t rate g i e s , but s m·a 1 1 mar k e t 

shares Jowers the competitive powers. 

The following diagram illustrates Baumel's theory. 

'TR 

TC 
7'i 

TR 
Su·.&C.L.E Atoouc.T · MoDf'L. 
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Here the sales maximisation level of ouput (X l is at 
sm 

that level where the elasticity of demand is unity and marginal 

revenue is zero cSR/CiX = OJ. This is in contrast with the profit 

maximising -level of ouput at which marginal revenue is equaf to 

marginal cost 6R/6X =6C/6X ). If marginal cost is greater than 

zero then at profit maximising ouput level marginal revenue will 

also be greater than zero, hence given that marginal revenue falls 

as ouput increases the profit maximising ouput (X 
·rrm 

lvi I I be 

sma I I er than the sales ma.x imis ing oupu t. Now if the pro ft. t 

constra.int is introduced, then two types of equilibrium positions 

are possible. First if the sales maximising level profit 

higher than the cons t ra. in t, then the constraint 

non-operative and the firm can sell X 
sm 

But if TI is 
sm 

(TI 
sm 

are 

becomes 

lower than 

the constra.int, then sales wi I hove t:o bo;: lowered to X so a~' t.o 
s 

meet the constraint. However when maximum profits satisfy the 

constraint the difference between profit maximising and profit 

constrained ma.x imis ing levels of output w i 1 1 vanish. Baumol 

argues that unconstrained equiribrium position wil 1 not occur 

normally. This is because of advertising expenditure which can 

~__, increase sales physica.lly, although a.t a diminishing rate beyond a 
. \-. 

certa.in I eve l. 

According to Marris [1964] maximisation of the balanced 

rate of growth of the firm is the goal of the firm Ttds 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 products of 

the firm 

Gc = growth of the supply of capital 

The rationalisation of this goal is that uti I ity of the 

managers. as well as the uti! ity of the owner-shareholders are 

maximised by jointly maximising Go and Gc Here the uti 1 i ty 

v 
functions of the managers may be stated as 

UM = f(job security, salary, ·status, power) and the 

utility function of the owners as 

u
0 

= f* (profits, capital, market share, esteem). 

Accor-ding to Marris, these variables have a significantly .large 

relatianship with size of the firm. Size can be explicitly measured 

by ( i ) capital ( i i ) output ( i i i ) revenue and ( i v ) 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 

(Le. change of size) of the firm. 

Marris's model initially incorporates two constr·a.ints 

(a) Managerial team constraint and !bl Financial constraint - or a 

job security constraint. According to the first constraint there is 

a ceiling on the growth of the firm set by the capacity of its 

m a n a g e r i a 1 t e a m . H i r· i n g u i n e w m a n a g e r s c u. n i n c r e a s e t h e m a n g e r- i ") I 

capacity, but there is also a 1 imit. to which tt1e management team 

can expand and remain competent. According to the second constraint 

managers desire job security. They attain this job security by 

adopting judicllous financial policies. The hazard of loosing their 
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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 C a) choosing projects with steady 

performance than projects with high risk-return Cbl choosing a 

'pruduent financial pol icy' or deciding upon a 

(denoted by al. This 'a is 

weighted average of three crucial financial ratios. They are 

Cal Liquidity ratio 

(b) Leverage or Debt 

Equity Ratio 

(cl Retention ratio 

= Liquid asset/Total asset<a
1

l 

= Value of debts/Total asset(a~l 
.::.. 

~ Retained profits/Total profits<a
3

l 

Acc6rding to Marris a is negatively related to a
1 

and positively to 

a
2 

and a.
3 

This means that if the security constra.int increa.ses 

either the liquidity is reduced or the debt equity ratio is 

increased by increasing external loans, or pro-portion of retained 

profits is increased. Aga.in a high value of a implies tha.t the 

-
mangaers are adventurous while a low value of a shows that managers 

are risk avoiders. This mea.ns that· job security is positively 

related with liquidity ra.tio and negatively with leverage and 

retention ratio. 

Now without going into details as to how equilibrium of 

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

equilibrium position profit and growth are not competing goa.ls. 

This means = a n ) ' CJnd implies that higher profit me3.ns 

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 wi 1 ha.ve to reduce the retention ratio, i.e reduce a. 



The firm will then come to a.n equlibrium position with a. sma.li>:?r a 

a.nd will yield a. lower growth ra.te a.nd h'igher profit level. This 

explains that under some situations ma.na.ger' s for 

higher growth a.nd shareholders' objective for higher prof it may 

conflict. Since a. •::a n be varied to to yield a certain amount 

of profit it imp! ies that managers seek to maximise the grc1.Jth 

rate subject to a minimum profit constraint. 

Radice 1971 a I so has developed a diagrammatic 

exposition which incorporates the essential structural 

relationships of a simple steady state Marris-type model. 

The demand growth curve in 

p the diagram portrays the 

way in which the rate of 

profit is assumed to grow 

as the growth rate 

increases. At 1 OW growth 

rates an incr·ease in the 

rate of growth causes the 

rate of profit to rise; 

above a. certain growth ca.te,due to diseconomies of sca.le. the 

profit will fa.ll. the supply of capita.-[ curve shows the rate at 

which the firm is able to raise capital as profit rate changes. the 

~· area. OAPG represents the growth profit rate combina.tions open to 

the firm. thus the highest attainabl~ profit rate is P and the 

highest growth rate is G. 

T w " baG i c · · p o i n t :;; a r· e a p p ::-• r e n t f r o m t h e a. b o v e d i :=; ,..., u :·: :·: i n n s . 

( i ) Since owner· s rn3inly interested i n d i vi c!E·ncls, 

controllecl firms \.Jill choo":e point F' .This is because if thE! 
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retention ratio is fixed, rna x i rn u m prof i ts w i I I yield !fli'!.X i illUifi 

div·idends. But if owners ar·e interested in capital gains, 1<1hich 

arises from growth, they wil I choose a point between P and G. 

( i i ) If manager·s are assumed to have the objective of gr._owth 

maximisation subject to a security constraint, management 

controlled firms will choose paint G The security constraint is 

the minimum valuation ratio which implies a maximum 

retention ra.tia. 1 

level of 

A c c a r d i n g t o the W i· I 1 am s an [ 1 9 7 3 J man a g e r s h a v e d i s c r e t i on 

in pursuing policies which maximise their own utility rather than 

giving benefits to owners by maximising profits. The utility 

function of the managers can be written in the form :-

U = f CS, M, lD 

where S = Staff expenditure including managerial salaries 

(administrative and selling expenditure) 

M = Managerial emoluments (luxurious offices company 

cars and ather perqusites, often known as 'slack' 

ID = Discretionary investment 

( Discretionary investment expenditure gives 

satisfaction to the managers because it allows them to 

materialise their pet projects. this caters to the self 

actualisation needs-of the managers. 

Techically 1
0 

= n- flo - T , where 0 = actua.l profits 

Oo =minimum pr·ofits requirements and T =tax. 

Willamson in his model showed that for a owner controlled 

firm where the objective is profit maximisation , there wil 1 be no 

·; I ;;. r k p .:, v 111 e n t s r' r cl i ~; r:. r ~· t i o n Cl. r y e x p e n s e . But for a m<:~-nagPment 



controlled firm managerial slack arid discretionary investment wi J I 

be quite large IM > 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 discussions, several hypothesis :regarding the 

financial behaviour of firms, depending on their control criteria 

can be formulated. These are:-

H1 Rate of returns on investment or profitability of owner 

controlled firms wil I be greater than that of management 

contra I I ed firms 

This is becEJ,use the main objective of owner-control! ed 

firm is to maximise profit. This is evident from the 

traditional as we! I as different managerial theories. 

H 2 : G r ow t h r a t e I me a s u r e d by s i z e l o f ow n e r c on t r o I I e cl f i r· m s 

This is emphasised. by Marris and Radice according to 

them managers try to maximise growth rate subject to a 

profit constraint. 

H3: Sales gr·owth r·ate of owner controlled firms will be srn3ller 

For the reasons described in the analysis of Baumol 's 

sales maximisatic•n model ,managers will try to increase the 

amount of sales subject to a profit constraint. 

45 



: ... ;":_-:- -.: 

'"'):.\~4· ·,":. Re~teht~ ~:m ratio·. of owner 
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con tro 11 ed firms WC,i rf':·'·be . 1 ~w~:r· 

This is of course an anc ill iary of the hypothesis 2 

Firms aiming for faster growth must have a greater 

reliance on internal sources of funds. 

H5 Return to the equity shareholders • or return on net worth 

w i l 1 be h i g he r f o r ow n e r con t r o I I e d f i r m s r a the r than f o r 

Since owners concentrate on profit maximisation • it is .. 
,_./ natural that 
I 

they w i I l try to maximise return ~!so on 

their own funds. This of course has th effect of 

maximising the earning per share. 

H6 Leverage or Debt-Equity ratio of owner controlled firms 

This h)rpdthesis' derives its logic from the argument of 

Marris, that job security about which managers are really 

anxious is inveresely related to leverage. Hence, Managers 

are likely to discourage use of excessive debt in the 

capital structure, the:-eby, minimising the chance of fi.rrr.s 

going into liquidation for non- payment o: 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 

to increase earnings per share. 
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balances, both Sol v r:?.ncy and 

Yel~tl~n between L.quidity and securit.y Security of 

one of the factors, 

and thu~ manaeers emph~sise on this factor. 

H:8. l"ht~ ra-\io of mnrket va'Iue to book va.lue will be higher for 

owneT controlled firms than that- of management controlled 

ii!~~~----------------------------------------------------
This hypothesis warrants support from H5 and H4. As owner 

controlled firms usually pay higher dividend and earn 

higher return on equity, it is exp<:>cted that the market 

price of the shares of the owner controlled firms will be 

higher than that of the management co~trolled firms. Thus 

the above stated ratio would normally be higher for owner 

controlled firms • 

. No claim is being made here that the above mentioned 

hypotheses are exhaustive. Innumerable hypotheses can be developed 

from the vast literature of Industrial Economics. Further. there is 

the. scope of debate on of the above assumptions. Howe•Jer. we 

refrain ourselves from entering into such debate, as it will 

unnecessar i 1 y complicate the very purpose of the present study. 1 t 

is worhwhile to mention here, that, most of the emJ .. Iirical studies 

neither accepted nor rejected these hypotheses. See Monsen, Chiu 
I ., 

& Cooley-_ 1968, Radice- 1971, Holl -1971, Kania & McKean-1976, 

McEachern-19H7t Sorenson-1974, Thonet & Poensgen-1979 ]. 
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Th~ complex ielati~nshi~:b~t~~~n~~a~ag~m~~t and of 

:~ .-. 

modern business is imbeded in of the development of large scale 

corpora t i on s . The nature of t h i s r e 1 a t i on s h i p and i t ' s e con om i c 

implications drew considerable attention of western scholars.Thus, 

a host of research works mainly emphasizing 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 ec on om i c i m p l i cat i on s of the present s tate of r e l at i on s h i p 

between owne?:z-- and ITLO..na.-slfi?ment of the Indian corporations. Emergence 

of Government controlled financial institutions as the real owner 

of private corporate sector makes the Indian situation diffrent 

form the 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 mana.gementno!' induldge in active rrrana,gem.ent 

of the corporations. So, these firms do not fit nea.tly into the 

~: definition of e it h12 r owner- control. l.ed or au:uu::J..>gem.ent control. l.ed 

firm, in the true sense of the terms. To suit the Indian economic 

situa.tion, both the empha.sis and a.pproach 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 in institutional equity 

holding ? Is 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 "ea1 owner Q{ cot'poT<il.te S'ector. 

To pe-rceive p1'e::;:ent state of relationship betue;;;n :·wner 

to Sf':. OW in 

institutio-nal <::'·~t:ity hr::;·!ding '? A!t.ernativly,- l<ha.t objectiv-o> or ~et 

of -cbjec:til4~9o firms 1-dth high instituti..Qnal equity holding seek ~,:._, 

achieve 

t h a. t j~ e ma in::, i n the l\e r m •-:: 1' corporate control 

the objeGtiv•? (\f ths- firm t.o sat.isfy their own interes:t . . :-:L.;S 7_;-.,:: 

above queries wil be heipr'ul fa::- an understanding 

actual control of the. firm despite l .... -·- ::J ownership character~s:ics 

What· is the present st.a.te of reiationship between inst:itur.i•:''' a.nd 

management ~f the firm ? Does this relationship offers any sc~oe of 

management eKploitation of owners ? 

Above tw·o issues a.re interrela.ted. First tries:.-:: sho~oi, 

emergence of institution as the owner of corpor3.te sector 2-r:d its 

efficiency consequences. Second mainly emphasizes on th<? present 

state of relationship between owner and management of the rtrm. If 

t; he s e two i s sues a. r e cons ide red j o i n t l y , i t w i I l be he i p f •.: ~ i or a. n 

u n d e r s t a n d i n g - w he t e r t he r e i s ~any n e e d f o r chang e i r. t he :::. : -c i. ~ 'J d e 

of financiai institution tG~~rds corporate sector ? 

It be.comes imperative to introduce the ~ inancial 

variables used in the study after the formulation of ·.·3ri•:)US 

hypotheses in the previous disussion. These va.riables wil 

test the different · hypotheses and ana1yse 

performance of the firms under consideration. Financial analysis 1s 
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·the technique of identifying the financial po.tenc-ies . and 

infirmities of the finn· by establishing rel·ationships between the 

i terns of the final stz~.temen t of accounts and a 1 so other relevant 

economic information~ The variables used ·are in the form of 

financial ratios. 

Ratio analysis is a very powerful tool to measure the 

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

calculated from the accounting data contained in financial 

statements. These ratios can be grouped into various categories 

according to the financial activity or function to be evaluated. 

Some of these are (1) Profitability ratios (2l Leverage ratios (3l 

Liquidity ratios and (41 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 to give value based 

judgements about profitability, liquidity, leverage and 

shareholders benefit. 
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The table below shows the. Llst·of ~arla~l~s tised :-

Table 2.4 

Vo.ri.able Formula.~ 

Pre-ta.x Profitability (Xl) Net Profit before taxes 
----------------------- X 100 

Tot a. I Assets 

Post-tax Profitability (X::.:l Net Profit after taxes 
X 100 

Total Assets 

1/N 
Growth rate of Assets I X 3 l -, 

- 1 I 
L Assets at end of pe~iod l ) 

1/N 

Gr6wth rate of Sales I X4 l ( _§~l~:§-~~-~~~-~f_P~:£~~9-~ _ 1 l 

Retention ratioiXSl 

Return on net worth IX6l 

Debt -Equity ratio !X7l 

Liquidity ratio CXBJ 

Val0ation ratio IX91 

l Sales at end of period 1 J 

Profit retained 
X 100 

Post tax profits 

--~£~f!~-£~~~!~~~-!_gg~~!~!~~~~ X 
Net Worth 

Debentures + Bond~ 
X 100 

Net Worth 

Current a.ssets 
X 100 

Current li.c.bilities 

-~~E~~~-~~1~~-~f_gg~-§~~E~ X 100 
Book value of Eq. share 

100 
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All variables except x
9 

are based on pure accounting data 

and suffers from certain drawbacks inherent in the present 

accounting system. Variable x
9 

however is based on both accounting 

, .. data and stock market valuation of the firm. It is worth mentioning 

here that most of trlese variables were also used in the study 

conducted by different authors earlier though in different context 

by Singh and Whittington [1968J. 

Accounting data in spite of 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 accounting 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 are useful for 

~- measurement of return on investment, or in other words are used as 

. ' ·~. 
indicators of how efficiently the assets of the co~pany are 

deployed. Pre-tax profits include trading profits, and other 

incomes of the firm. They a.re net of· depreciation and charges for 

outside liabilities. Post-tax ·profits a.re 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 a.re substa.ntia.lly interested a.nd clos,?ly held 

companies !Section 2!18) of the Indian Income T<u< Act 1961). Equity 
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shareholding to the extent .of 50% (40% in case of industrial 

companies sec. 2(8) of the Finance Act 1985) by financial 

institutions vis-a-vis Statutory Corporation, individually 'OT 

cum.ulatively, c.=.n alter the nature of the company· and consequently 

th~ tax rates and post-tax profits. Again total investment or total 

asset for the purpose of computation of this ratio is equal to the 

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

the usual practice in balance sheets, at historic costs net 

depreciation. 

These efficiency indic3.tors or the firm ::..re however net 

always frs~ from criticism. This is because firms which have 
.._, 
... ne 

same profitability could in principle, show different accounting 

rates of r·eturn if their rates of growth of acquisition of fixed 

assets are not the same. The one with higher growth rate will show 

lower accounting profitability. The reason for this is depreciation 

is not accurately measur-ed by rules of thumb' usually employed by 

accountants for this. purpose. The rationale of this discussion is to 

assert that profitability as a measure of efficiency should be used 

with other pe~formance indicators. 

The variables indicators of the 

degree of expansion or growth of a· firm both in terms of total 

assets as \.Jel as market share held by it. The term assets. here 

d-::>note total assets emp:C)/e.:::I (fixed plus current asse·ts) net of 

depreciation and sales denote the total revenue generated during 

the accounting yo:?ar. Growth of firm can also be measun:?d in terms 

of number of 8'1llployees value added etc. Since adequate information 

reg-:::crding these attributes· are not r·eadily available. therefore 

most of the studies depend upon total assets and sales to calculate 
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·>:' 
the firm.'

2 Gro'wth_·r~te::of.bo:th~'.assets and-sales the growth rate of 

have been calculated 

, .... _ .. 
~ - .. ~ I • - . •.' . -- • • •.-,, , ' •, • 

·compunding-' basis. Though· statistical on 

techniques I ike time ser·ies analysis could have been used, yet it 

has been .avoided because of non-uniformity of time periods or 

accour1ting years which were different for different firms. 

·The percentage of available disposable income (earnings 

after ta.x retained within the firm is expressed by the ratio X_. 
~ 

This also expresses the firm's choice wi.th respect to dividend 

pe:.1-oui:.. There is 3 clc>se rel3tion between the retaining ca.p~ity 

of a firm a.nd its growth rate, beca.use a significant portion of 

project financing is ma.de through internal resources. This means 

that firms having a higher retentio~ ratio may have a higher growth 

rate in terms of assets. 

The sixth r·atio (X
6

l 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 \o.•as 

used in many of the earlier studies. This ratio has an e;.:tra 

a.dvantage over the ratios X 
1 

and since i~ suggests how 

~fficiently the capital structure of the company has been designed. 

This. ratio thus can be used simultaneously with the gearing rat1o 

(X~l to measure efficiency and riskiness of the firm. Many research 
I 

works while accepting return on equity as a measure of efficiency 

·-:: o r. s i cl E· r e d 1 t in con~unctio11 with other variables to measure 
-::, 

ris~ness of the firm.
0 

X, (Debt-Equity ratiol 
I 

represents the choice of the 

firm ~Jith respect to the long term debt. It expresses long term 

Q1Jtsid;::. liabilities as:::.. percentage of total equity capital and 

accumul3ted reserves. With reference to the above discussion on z
6

, 

54 



rt can be· stiid that thougtM~~~i''~*ti:?i!~b\''§~iji~lat ~i·l~~;:t~ en~ance · 
ea.rnings ava.i Labt·e ·t·o· ·the shareholders-, .:t.h·e -~p6S~-ib·t:-f·i··t·.y_ ;of va~·ria:mc.·e 

in ea.rnings and the increased burden of debt interest servic"i;ng 

e n h a. n c e s t he r i s k e l em en t of t he f i r m. The · v a r i a b l e has s pe cia 1 

, s i g n i f i ca. n c e f o r t h i s s t u d y be ca. us e f i n a. n c i a l i n s t i t u t ions s up p l y 

funds to the corporations both in the form of equity and other form 

of loans. 

The variable XB or the current ratio expresses the 

liquidity position of the firm. This is the ratio of currEnt 

a s s -=- t s { s t c~ c L in h=<nd. debtors. b i I is recei<.•a.ble, 

securities and cashJ to current liabiiities ·i current 

i i a b i I i t i e s , c r e d i to r s , b i 1 I s pay a b I e ,. b a n k o v e r d r a f t s , e t c . J • "'f7;1 i. 5 

r a t i o a I s o can i n a way , r e p r e s en t the w or k i n g cap i t a 1 o f t h.e If .i r m 

(which is equal to current assets minus current liabilities). 

Valuation ratio X9 of course cannot be considers~ to be 

a peer \oJith the other ratios so far discussed. The va].ua±iiDn 

1"\ 
ratios coRept used in this study shows the rel atLonsh:ip b:etw,2 en 

market value to the book value of the equity .Since 

financial accounts are p.repared on the basis of histo.rical C'G;sts, 

book values of the shares have been computed a-ccordingly .. 1'he 

market value of the shares are based on the average of highest ~fid 

1 ow e s t m a r k e t p r i c e s D f the r ·e 1 e v a n t a c co u n t i n g y e a r . V a L:.:ta it ·i. 0 n 

ratio represent the market'~ evaluation of a firm's futuss eaT~ing 

prospects, per unit of thei:r a'.o;6>?t.s. The p_;:;st. periorm:anc-e cd the 

firm is reflected by the 'v<a,l·>i.a·T:.:i•:)n :tat.io on~y to the extent that_ 

I t i.s also 

for- corporate contn:d this ratio. ks the 



--- ~'·-

valuation ratio falls, .it may be 'advantageous for an 6uts-ide._:part>; 

to purchase those shares to get control over the firm. I f the 

firm is f,_mctioning in a fully efficient market, management is 

compe I I ed to maximise returns to owners and thereby 

increase value of the sha.re because the only other alternative is 

4 
to forfeit control. 

The ratios discussed above will be use individually as 

wel CIS in conjunction with others to make a comparitive analysis 

::-f th-=- performance of the firms having high and low institutional 

equit~l h..::,lcling. T h e s e [· ·;:, t i o 5 a r- e \.J i d e l y n e e cl a 5 a m e a s u r e o f 

efficiency and have a close relationship with the discussions on 

managerial theories made earlier. 

Since this research work is based on stati~tical testing 

of various fina.ncial ratios, it would be ratione:.\.! to examine the 

statistical properties of these ratios. 

At the outset i t i ,-
-"' to be made clear that the statistical 

;;;naly.·:;is follo1...:ed in the present study is be~sed on the assumption 

cf the norma.l ity ..,f the distrib.ution of va.ria.bles. This might be a 

s .:; u r c e o f s om e •:: o n t r o 'J 8 r s y a s t h e r e a.r e e v i d e n c e s f o r a. n d a. g a i. n s t 

t h i s 3 s s u m p t 1 iJ n . :::.. brief disc:::ussion on some of the ea.r l ier 

studies would b8 in Grder for a. better understanding ~f the 

Horrigan [1965] examined the statistical nature of 

financial r-atios and found that ratios tended to be approximately 

normally distributed. However, he found in some cases ratios were 

often positively skewed, having an effetive lower limit of zero but 
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an indefinite upper limit. The author concluded that fina.ncial 

ratios can be subjected to the usual parametric statjstjcal 

techniques although I ogarithimic transformations be 

appropriate where positi•Je skewness is extreme. Regard~ng the 

information content of ratios the author commented "The pre~ence nf 

collinearity is both a blessing and curse for financial r· a+: i o 

analysis. It means that only a smal number of. fi-n-ancial ratios ;;tre 

needed to capture mos:t of the information ratios can provide, ~:.ut 

it also means 

car·efully" 

that this smal number must be selected 

Bird a.nd McHugh [1977] found that within industries, 

firms tend to maintain a· stable relative ratio position over at 

ie<1st a five year period. Ratios within an industry, Clre 

approximated by 3. normal distribution in ·most cases. although the 

quick asset and asset structure ratios are often substanti.:d ly 

non- norma I. 

Deakin [ 19.7 6 J investigated the normality of the 

distribution of 11 commonly used financial ratios a.ncl found that 

ten of ·the eleven were distributed significantly different from 

normal- Transformation of the ratios to either their square roots 

or natural logarithms was u·seful in .certain cases for a.ppro:ci.rn;=dirig 

normality but Deakin did not provide any guid~lines for determining 

those cases where transormation would be helpful·. 

The findings of these studies on. statistical properties. 

o f f i nan c i a .I :r· a t i us a r e t o s om e e x t en t c on t r ad i c to r y . H ow e v e r , 

there is enough ev-idence to say that the probability of normal 

distribution of variables cannot be completely ruled out. 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 alsq been 

used. 

The seminal work of Serle and Means [1932] provoked ;:1 

host of researchers to conduct study on efficiency conseq4ences 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 from country to 

country and in India, at present, it is marked by the dominance of 

government control led financial institutions in the power stiucture 

of corporations. Considering this unique situation of India, the 

objective of the present study differs from that of the studies 

conducted in industrial Jy developed countries. However, as the 

present study draws heavily from the studies based on the 

experience of the developed countries, a brief description of these 

studies will be in order. 

M o s t o f t h e s e s t u d i e s w e r e b a.s e d on the h y p o t h e s ~ s t h a t 

owners and managers were motivated according to different goals and 

performance of firms varied accordingly. 

Kamerschen [ 1978J, Sorenson [ 1974], Thonet and Poensgen 

[.1979) found that owner and manager controlled firms did not in 

fact demonstrate any significant differences in financial 

behaviour. The~e authors found that comparison of control types was 
I 
I__ 

of 1 imitecl app1 icabi 1 ity when: considering growth maximising or 



.· .. -. :·. 

· .. -;,;, 
· ... ' 

profit max i m i s i n g h y p o t h e s i s . M c Each e r n m , a g a i n p o i n t e cl o u t, t h a t 

firms in which the dominant stockhold~r is also the manager appear 

to grow faster than firms in which the dominant stockholder is not 

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 management control led firms had higher 

pay out ratios than owner controlled firms. However, the <Hithor 

stated that these differences were neither substantial nor 

statistically significant. 

Contrasting inferences to the. above stated studies were 

drawn by researchers like Monsen, Chit\ and Cooley (1968J, Radice 

[1971] and Hall [1977J. These authors found that owner and manger· 

controlled firms differed in thti'tfinancial behaviour. Ho)I, 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 firms were 

significantly lower than owner controlled firms.Higher profit as 

well as higher growth rates .for owner controlled in 

comparison with mangement control led firms were reported by Radice. 

In fact, this· study suffers from some methode! ogical problems. 

Influences of concentration ratio, barriers to entry etc., on 

profitability and growth of firms were ignored while estimating the 

impact of control criteria on· the efficiency of the firm. lt 

somewhat minimises reliability of thye findings of the study. 

There are a large number of studies apart from those 

mentioned here. Some. of them are thought provoking and deserve 

serious attention of researchers. ·But we refrained ourselves from 

reviewing those studies and ,preferred to concentrate on so~~ 
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~eading works only. 

It is apparent from the above brief discussions thar. the 

findings of the studies attempting to measure efficiency 

consequences of separation of ownership from control remain 

inconclusive and contradictory. AI I these studies differ in respect 

of definitions 
5 

usei:l to identify management and owner control 1 ed 

firms, 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, valuation ratio, growth rate of dividends, assets, sales. 

return on networth etc were also used extensively. Variables 

selected for the present study thus have close resemblance •.vith 

earlier studies of similar nature. The time periods for which the 

variables were selected varied from 5 years to more than 20 year~. 

In, the Indian context, with the exception of a very few 

researchers, the impact of financial institutional equity holding 

on corporate control and management has escaped general a.ttent ion. 

Among these few researchers, the study by Dr. L.C.Gupta [19EU•J 

delved deep into the aspect of corpor-ate control by financic.l 

institutions. In his study he noticed that business families \,,ith 

very nominal equity holding were control ling the corporations with 

more or less disregard for the ma5or shareholders 
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1:. ins t i t uti on s . H m.,r ever , the aut. h or d i d not. present any em r· : r i ·.::·;:. 1 

evidence to suggest relationship between financial inst.it:,, ion::~! 

h o I d i n g a n d co r p o r a t e e f f i c i e n c y . T h e em p i r i c a 1 s t u d y co n d u •: t e ·~I by 

Dr. M.K. Roy [1991] demonstr·ated a negative correlation i::•ehoeF·n 

i n s t i t u t i 0 n a 1 h 0 I d i r I g a n cl c 0 r p 0 r a t e p e r· f 0 r m a n c e . F 0 [' t h £· p u [' l-' 0 ::. f? Cl f 

the study the 3.uthor classified the firms into 

contr-ol..'l.ed fi.r-rrtB and other-s on the basis of amount of institution:'!! 

equity holding. However only four variables viz, pre and post-tax 

profitability, growth rate of assets and valuation ratio were 

considered in the analysis. This limited the scope of the study 

since many distinguishing characterstics may have remained 

secluded. 

The present study attempts to fill a serious research gap 

in this sphere of .study. By using many variables and rigorous 

statistical exercises effects of institutional equity holding on 

corporate performance and behaviour will be examined. This \.Jill 

further lead to for·mulation of pol icy· guide! ines and suggestions 

for financial institutions r·egar·ding corporate control and 

management. 

A prior classifi~ation of sample firms is necessary 

to facilitate a comparitive analysis of the efficiency of the firms 

h a v i n g h i g h and 1 ow i n s t i t u t i on a l h o 1 d i n g . T h e t e r m s • h i, g h " an d 

"low" have been used to refer to the o\.Jnership characteristics of 

the firm; 1.,rhile the former denotes institution owned c . 
! 1fmS, the 

latter points at the firms whete ownership lies elsewhere. 
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The problem with this approach rests with the sel~ction 

of the c r i t e r i a as t o h ow much s h a r e h o I d i n g ·by t h e i n s t t t u t i C1 n :::; 

would permit them to behave I ike an owner. Genera I I y i f 

indiv~dual or group owns 50% or more of the total stock they posse~ 

:. ·.· 
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 clisperesecl among increased number of 

shareholders, it is be·! ieved, that, an amount less than 50% would 

be sufficient for maintaining control. In their pioneering work 

Berl e and Means accepted a share concentration of 20% or more 
._.-'· 

1. 
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 

countries used various cut-off rates to define control 
<=, 

situations.-

However, in India, due to the presence of certain legai 

definitions, identification of the owner of the firm becomes 

easier. 

According to the provisions of the Securities ExchC~.nge 

!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 

,I 
('··• 

the owner of the company. Appplying this defini:tion, 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 throu~hout the study. 



f_ 

___ ,,·. 

. ;_: .' 

. :·, -,-_1(. 

~1:-:>: 

Financial lnstitution OwneAIFIOl Firms Owned by others 
---------------------------------------------------------~-~------

Equity holding by Equity holding by 

Financial Institutions = 25% or more Financial Institutions = 

' ' 

of subscribed Less than 25% of subs-

The problem that arises while adopting the a.bove 

criteria is, the firms that have been identified as the i,nstitwtion 

owned firm at the beginning cannot always be expected to remain so 

throughout the period of the study. This means that there can be 

possibilities of firms switching from one category to another. 

But, the probability of institution owned firms switching 

to the other category is very low. The underlying assumption is 

that financial institutions rarely sell their stocks, and even if 

they do so, chances are very minimum that they wi 11 sel I in bulk. 

A g a i n on the other s ide , cons ide r i n g the b o uy ant s i t u at i on i n the 

Indian capital mar·ket during the eightees, it is expected that 

financial managers of corporations would raise their funds directly 

from the public ra.ther· than from the institutions. So again the 

chances of 'Other' (belm.J 25%1 corporations switching to 

F. J.D.' (above 25%1 category is also lo\¥, Thus, it would be quite 

reasonable to assume that financial institutional equity holding 

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

For- the purpose of the study, 

chosen on the basis of availability 

6:3 

the sample 

of data on 

I 
I 

I 

firms were 

I 
fin;pnciaJ 

I 



institutional holding. List of firms v;here institution:i!l equity 

holding was less than 25% was available from 'The Economic Times of 

India' (dated .L.11.1983l and for those where equity holdil!g was 

more than 25% was available from the working paper no. 17 and 16 of 

Prof. S. 1<. Gael of Indian Institute of Public Administration. 

Many companies mentioned in these papers were not I isted on any 

stock exchange, or for some other reason (for non-avail ibi l i ty of 

'>,· 

financial statements) not exhibited in the Bombay official ·stock 

exchange dir-ectory. After eliminating these firms from the 1 ist, a 

final sample of 100 fir·ms were obtained. A frequency chstribution 

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

Table 2.8(a) 

Frequency Distrlbution of Institutional Equity Holding of 

----------------------------§~~El~-~i£~~---------------------------
E.Share- Number of E.Share- Number of 

~2!~!~g!~l--------~2~E~~!~§----~-----b2!~!~g!~l---------~2~P~~!!§ __ 
0-5 8 40-45 8 

5-10 0 45-50 9 

10-15 7 50-55 5 

15-20 11 50-55 c 
._) 

1k"." ·. 20-25 7 60-65 1 
• ' ' r 

.. 25-30 17 65-70 1 

30-35 14 

35-1+() 10 Toted 100 

Though there is a pre-ponderance of firms C67%l wherE 

institutiiJna.l holding is above 25%, but this could not be a·-.~oidec 

due to the reasons mentioned above. However, firms a.re ex;:Jctly 

equally distributed above :30% and below :30% a.nd hence.reliaL!llit,y 

can be placed on the distribution. 
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The sample firms were selected from a cross sec~ion of 

---( i n d us t r i e s . For a m u l t i p r o d u c t f i r m , t h e r e a r i s e s t h e p r o t1 I '=-' m o f 

~·· 

I 

~ ... 

assigning the firm to a partic\Jlar 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 

pa:c·ticula:c· industr·y was made accordingly. Again industry 

classifications were made following the widely accepted Reserve 

Bank of India approach. 
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Table ~.ecoi 

Macro No. i.n aach group Mi.cro- No. i.n each group 

cla.ssi.fi.­

ca.l i.on 

Abov.-. a .. lov Total 
classi.fi.ca.-

Abova Belov tolal 

ti.on 2!5?1S 2!5?1S 

1.Textiles 17 14 31 1.1 Cotton 10 7 17 
Textiles 
<spinning & 

wea.ving mil l s l 
1.2 Synthetic 5 4 9 

fibres, s i 1 k 
textiles and 
woolen textiles 

1.3 Jute textiles 2 3 5 -----------------
17 14 :31 

2. Engineering 17 8 25 2. 1 Genera.! 8 5 1 ·:j 
•.J 

Engineering 
2.2 E 1. ec t rica 1 7 2 9 

Equipments 
& Cables 

2.3 t1eta l Alloys, 
meta.! products 

\ & Structures 2 1 :3 -----------------
17 8 ·")~ 

L. ·-' 

3. Chemicals 9 6 15 3.1 Chemicals, 9 6 15 
dyes, pharma.-
ceutical, 
Refineries, 
plastics & 
ferti I izers -------------------------------------------------------------------

4. Other 24 5 29 4. 1 Hotel business 0 1 1 
industries 4.2 Paper, Pa.per 8 1 9 

boards & 
hard boards 

4.3 Tea 0 1 1 
4.4 Food 0 1 1 

processing 
4.5 Cement 4 0 I+ 

4.6 Electric 
power 6 0 6 

4.7 Miscellaneous 6 1 7 
<Tyre & Rubber, 
Tobacco products 
etc. 

24 5 29 

Totc:d 67 3:3 100 67 33 100 

66 



·, 
It is evident from the above table that an industrywise 

analysis is possible only for the first three broad categor!.t:"S, 

i.e. textiles, chemicals and engineering, because of the suffic.i.ent 

'. :'·. 

.:.· .. · . number of sample firms above and below the cut-off point of 2=·%, 

. 1. 

The last group consists of a variety of industries and also the 

number of firms below the cut-off point is very smal 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 

"t< factor which determines in many cases the performance of the firm. 

.. _., 
~.._. 

·-- ........ 

All the sample 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(cl 

Distribution of Firms on the Basis of Tota I 

Tolal Assels i.n Tol•:Ll no. of f\.1•ms F\.rms abov.;;. F\.rma belov 

=!~!~~~~~~-------------~----------------~~~-~~~~~~~----~~~-~~~~~~~ 

10-30 36 

30-60 27 

60-90 '18 

90-120 7 

120-·150 6 

150-160 rl 
L. 

23 

20 

8 

5 

5 

2 

13 

7 

10 

2 

1 

0 

Above 180 4 4 0 ------------------------------------------------------------------
Total 100 67 33 

------------------------------------------------------------------
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I 2.9 Time Period Studied 

The present empirical study conducted in this work is based 

performances of the sample firms over the period 1981-85. This five 

year time period is sufficiently long and reliable to assess 

financial performances of the firm. Bird and McHugh [1977] found 

that within industries, firms tend to maintain- 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 take over attempts by 

N.R.!.'s. 

Again to avoid the problem of statistical pooling the 

times period seiected was divided into a sub-period of 3 years 

(1981-83). It is based on the logic that simultaneous analysis of 

results. obtainted from the 5 year period and 3 year period l.Jould 

together be more rei iable. 

·2.'10 Conctusions 

It is clear from the above discussioris that nine variables 

have been selected, on the basis of different ·mangerial theories of 

·firm. These variables will help to evaluate the financial 

the firms in context of the volume of shareholding 

·by financial institutions. 

2, Discussion on, the various studies show that most of them have 

been inconclusive about any behavioural difference 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 'Otbers'. 

68 



I 

This cut-off rate is recognisE?d by the Securities Exchang0 

!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 indtistriE?s Ill Textile, 12) Chemicals and 13) 

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 CCHAPTER TWO) 

1. This idea stems from the fact that if only internal finance is 

considered as the source of finance, then the rate of profit. and 

the rate of capacity expansion will be linear. External finance 

complicates matters but does not alter relationships. 

2 . T h i s d e f i n i t i o n w a s u s >:? d b y S i n g h a n d W h i t t i n g t o n a n d a I ~; o b ., 

D. R. Ka.merschen. 

3. For references on this issue see (il David Durand 'Cost of Debt 

and Equity Funds for Business Trends and Problems of measurement' 

reprinted in The Management of Corporate capital' (iii Modigliani 

and Miller, 'The Cost of Capital, Corporation Finance and Theory of 

Investment' Amer·ican Economic Review, 4B (June 19531, pp. 261-97, 

(iii) Brighan & Hindsale, Illinois, Dryden Press, 1975, p.256. 

4. The theory that threa.t of takeover is expressed as· a valuation 

ratio constant has been commented on by Singh as:- Unless a firm 

achi 1eves a certain minimum valuation ratio, it is almost bound to 

be acquired but once it has achieved this value it is more or 

less safe from acqusition." [Singh, 1971, p 81]. 

5. Different classifications of management and owner control 1 ed 

firms as adopted by different researchers are presented below: 

(il Management controlled if no block of O\.Jnership greater t!ie<.n 5% 

existed. Owner controlled if a party owning 10% of voting stock was 

r-epr·esented on the board a.nd also if a. party owning 20% of voting 

stock was not represented on board [Monsen, Chiu & CooleUJ 

( i i ) Owner controlled if any definable inter·est group hee·:l more 

than 15% of voting shares and management controlled where groups 

held less than 5% [Radice] 
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'{ iii ) (al Strong owner control led where a party held more than 30% 

1 of common stock (bl Weak owner controlled where a party held mof'f;• 

t h a n 1 0% b u t I e s s t h ~u1 3 0% ( c J M an a g erne n t c on t r o I I e d w h e r e a. p::.. r '- y 

~--

held Jess than 10% CHell J 

( i v ) Owner controlled if a group consisting of one or three 

individual, one to three families, or the board of directors as <-1. 

group controlled 10%, 15%, or 20% of common shares. The rest wer·e 

manager controlled [f<ania & Mckean] 

(v) (aJ Externally controlled firms were defined as firms witr1 a 

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

(b) Owner managed where domina.rit interest owning 4% stock is the 

manager (c)Manager controlled where no single dominant interest 

owned 4% stock [McEachern] 

( v i l Owner contr-ol led if a concentration of 20% existed. 

Management control! ed if no share concentration of 5% was evident 

[Sorenson] 

(vii ) Owner controlled if a person or family owned more than 25% 

shares. Management controlled if government or other institution 

held more than 25% shares. CT,honet & PoensgenJ 

7 1 
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CHAPTER THREE 

INSTITUTIONAL EQUITY HOLDING AND CORPORATE EFFICIENCY 

AN UNIVARIATE ANALYSIS 
----~----------------------------------------------------------~~--

~. 1 Introduction 

A comprehensive discussion of prevailing managerial 

theories of the firm, different 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 is 

p o s s i b I e to d i s t i n g u i s h be t ween the f i n a nc i a I be h a v i our o f f i r m s 

having high institutional holding with those having low 

institutional holding . 

Both parametric and non-parametric statistical tests 

have been applied to test the· various hypotheses discu~>secl b<dore. 

The order of discussion of the present chapter is as follows 

( 1) Sections 3 "':• . .:.. to 3.6 principally deals with the 

application of paramf'tric test. statistics to test the hypoUw:•;(·:•: 

(2J To corroborate the results of the parametric tests. 

varjous non-parametric tests have been carried out in Section 3.7 

(3) Section 3.B summarises the findings of all the an<:tlyses 

carried out in the previous sections. 
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3.2 A First. Insi.,ght. int.o R&_l..at.i·o& Character·i.sti.cs of lnstit·u.r.~·::'n. 

Owned and Ot.her· FCnn.s-
---------------------------------------------------------------~ 

Since the fina.ncial records of the. two groups of firms 

are compared in terms of many variables (91, it would be proper to 

have a general and unsophisticated view of the nature of 

differences which exist between the two groups of firms. 

Table 3.2 shows in veTy naive, common sense terms, 

without using any statistical tests, how some of the important 

characteristics of F. !.0. firms differ from 0.0. firms. In this 

demonstration, which is pur·e 1 y for illustrative purposes. the 

records of the F. J.D. firms for the averages of 5 year and 3 year· 

accounting per·iods are compared with the corresponding records of 

the 0.0. firms. 

Table 3.2 

Relative characteristics of F. 1.0 and 0.0 firms 

Variables 

Pte-tax profitability !x
1

l 

Post-tax profitability 

Growth rate of assets 

( X ,.., ) 
L.. 

Growth rate of sales !x 4 l 

Retention ratio !x
5

l 

Return on net worth lx&l 

Debt. Equity Ratio !x
7

l 

Liquidity Ratio !,x
8

l 

Valuation Ratio !x 9 J 

expr..,s,;;ed 
fi.t·m. 

v<.J.r~abl-. 

a. 

76 

the 

of 

~~!:.!9~=2-~~~!:~ 
78.2 

83.3 

85.2 

110.3 

93.4 

118.8 

174.4 

94.0 

63.5 

f~gure 

tha.t ior 

of 

th<& 

7 ,.., ? .::...-

78.5 

74.0 

150.7 

95.4 

112.4 

220.7 

92.3 

71. 9 

F. I. 0 fi.rms 

I) 0 
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The above r e s 'J 1 t s a r e i m p or tan t i n the r e s p e c t t h ::. j. i n 

most of the cases the variables of the institution owned f L r ms 

have v a 1 1..1 e s 1 ow e r t h an t h a t o f t h e o the r s . S p e c i a 1 n o t i c e !TIC. '/ 

her e be g i v en to p r e and p o s t t a x prof i tab i I i t i e s , g row t h r .::.t. (' •:J f 

as s e t s and v a I u a t i on r a t i o . T he d i r e c t i on o f r e ten t i o n r a t i o 3 n d 

liquidity ratio is same as the ~ther variables mentioned above, but 

there is a noticeable difference in magnitude. On the other hand, 

variables 1 ike growth rate of sales, return on net worth and debt 

equity ratio move in an opposite directions, i. e. here the 

F.l.O.firms have higher figures. Considerable differences in 

debt-equity ratio (more than double for the thr·ee year period), 

explain to some extent the higher return on net worth due to 

1 e v er a g e e f f e c t. 

Now, because of variations in the direction and magnitude 

of the variables, it \.Jould 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 bet\.Jeen 

the two groups based on average characteristi'cs may not only be 

rustic but also may in fact be misleading. 

It must be emphasised that these first impressions do no 

more than convey some 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 

necessary to study the r::omparative group characteristics in much 

greater detail. A proper analysis, thus requjres use of ~ests of 

significance or other more rigorous statistical exercises. 

-,-, 
I : 
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3.3 A Corrtpa'{"at'lve Study of the Character-'lst..'lcs of two 

ln this section various statistical tests have been us~d to 

compare the cha.ractersistics of the two groups of firms. In the 

first stage para.metric tests have been used a.nd are consequ<?ntly 

followed in the later sections by various non-parametric tests, 

!al Test of difference of means 

Under this test it is hypothesised that there ~s no 

difference in the mean value of the characteristics of the t\.Jo 

groups of firms. We shall assume that in each situation the 
.-. ·,. 

. probability distributions of the variables are of normal type . 
. :.,··., 

·.,:·. 

·' ,'f' 

. \.· ... 

~. Variable 
.-:._ 

Table 3.3!al 

Comparison of characteristics of F. 1.0. firms and 0.0 

firms. !Period - 5 yearsl 

0.0 firms!N
1

=33l F. I.O.firms!N
2

=67l Difference 

Mean S.D. Mean S.D. of ·means 

5.93 5.57 LL 64 4.99 ( + l 1. 29 

4. 18 3. 74 3.48 4. 10 (+)0.70 

23.01 10.41 19.59 12.61 (+)3.42 

14.4:'. 7.99 15.94 11.30 (-)1.49 

67.88 17.39 63.38 32.80 (+14.50 

10.75 7.33 12.77 12.30 1- 12. o:::·. 
41. 69 28.32 72.69 61.29 ( - ) 31 . 00 ( 5.) 

115.t37 30.70 108.73 27.51 ( + ) 6, 9LI 

82. (l9 59.60 5:::::.09 L16. 72 ( + ) 30, ()(\ ( t I ) 
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Table 3.3(bl 

Comparison of charscteristics of F.I.O. firms and 0.0. firms 

(Period - 3 years) 

Variables 

X 1 

xz 
x3 
x4 

x5 

xs 
x7 
X . 

8 

X9 

0.0 

Mean 

7.67 

5.20 

27.27 

13.87 

69.34 

13.96 

33. 19 

113.50 

90.65 

fi:r·ms(~l 1 =33l 
S.D. 

6.67 

4.54 

20. 18 

11.30 

18.70 

10.27 

49.26 

35.83 

56.75 

F.O.O. firmslN
2

=67l D i f f e r e n ·:: e 

Mean S.D. of me&.r;~:; 

5.54 4.76 l +) 2. 13(cl 

4.08 3.83 ( +) 1. 12 

20. 18 15.70 (+)7.09(·~:) 

20.90 21.10 (-l7.0"3lbl 

66. 13 26.50 (+)3.29 

15.69 12.70 (- l1. 73· 

73.23 59.05 (-l40.04(al 

104.79 27.99 ( + ) 8. 7 1 

65. 17 47.24 ( + ) 25. L18 (b) 

~~oto&s :- (CL) S:i.gni.fi.c•:<nl c.t 1~ \..:;.v.,.\. <b) at 5~ l.;.v.-L 

(C) CLL 10% \."'vel 

The analysis provided in table 3.3(a) and 3.3lbl are 

in consonance with the results shown in table 3.2 Re~~ul ts 

obtained in the latter tables are more reliable than tha.t of 

table 3.2 in the sense that, it helps to identify the va.riables 

that can statistically show the differences in characteristic 

bet~!een two groups of firms. Hence, elements of reliability and 

v:o~.ljdit_y a.re mor·e in these tables. 

The results in the two tables are self explanatory. As the 

table contains a. large amount of innate information, theY r·equire 

some discussions. As stated before, in most cases, the va.riables of· 

institution owned firms have lower values in comparison with 

others. Valuation ratio and debt-equity ratio show yery high 
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statistically significant differences. I n a cl d i t i o n t o t. h i :;: , for 

three year analysis, growth rate of assets, growth r-ate of ::;:=.\es 

and pre-tax profitabi 1 ity a 1 so show significant d i f f e r ;:;- n ·~· e s . 

Differences in results for the two periods may be due to the re::tson 

that· variations in performance a.re smoothened out to a c;,?.r-tain 

extent for longer periods of time. However in both the co: ... ses. the 

statistically significant difference of x
1 

and x9 are confirmed. 

A g a i n' i t w o u I cl b e a p p r- o p r i a t e t o p o i n t o u t · h e r e t h a t 

prof itabi 1 i'ty, v:..luation ratio, debt equ i t:1 r· a ( i o are 

i n t e r r e 1 a ted w i t h on e ~~ n c• t. h e r . T h o u g h l h e i r r· e 1· at i on s h i ;) m;:. ·,· n o t 

a 1 way s be I i n e a r , i t i !:. .::.. p p a r en t f r om t h e an a I y s i s that f i r· m s w i t h 

low financial inst~itutional equity holdings have higher 

profitabilities and hence higher· valuation ratios. Howev>?r. the 

deb a l .;.:. cl iss ll e <:u 1 d r e q u i rE-s f u r the r i n v e :=: t i gat i on. A c: cor· d i n ~~ t •' ·~· n P. 

school of thought, corporations by using more debt in their c~pital 

structure can ensure high returns to their equity Ehareholders. We 

be l i eve, t hi s l o g i c cannot ex pI a i n f u I l y the reason for i n '~ r e 3 sed 

u s e o f d e b t i n t h e c a p i t a l · s t r u c t u r e o f i n s t i t u t i o n a 1 c .. w n E! d f i r m . 

Perhaps, the mo~:t appealing reason is, firms \oJith alrr~'e<dy high 

institutional equity holding prefer· to raise additional funds by 

the- issue. of d>~ber1tur·es inst•?a.cl of .equity with the hope th::.t it. 

w o u l d r e d u c e t h E' s c o D e o f i n t i t u t i o n a l u n d e r w r i t i n g a n d t h e ! >:o· b y 

f u r· t h e r c o n c e n t r- a ~. i o n ·=• f s h :=.. r· e s i n t h e h a n d s o f t h e i n s r. i ~ '· 1 t f •.-. n s . 

Though, some par.t of this debt capital is later sub j '-!•::: i. to 

~onversion into equity, yet issue of debt becomes more instrumental 

in reducihg share concentration rather than equity issues. Now,· the 

h j §' h close of up the earnings available to the 
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shareholders and this is reflected in the higher ret urn .:;n 
,. 

n ·? t 

worth of institution owned ,firms. But issue- of debt puts a :=tr·ain 

on the debt servicing capac1ty and increases the riskiness c1f the 

'\' firm. This risk enh::::.ncement ho.~.s an :tdverse effect on the v::tlu.::" e:f 

the shares in the market. Thus, though return on net worth of hi:::h 

risk institution owned fir·ms are higher tha.n the 'others' the 

ad v E! r· s E· · e f f· e c t o n l t 1 •.:• HI "' r k ·~ t •; <'J I u e (• f ~;; to ;;:. r· e s o f t h e s ·~ h i ~ h I v ,-~ "'' ,c, : '"'.-I 

firms c.c-e r·elfected in lhE•i1· low •JaluEdiur1 r·<-•licos. 

From 'the above analysis it appears that efficie:•nC'I of 

firms are to some extent lost if the institutional holding 1s high. 

But arriving at c-onclusive decis-ions on the basis of such cr·ucle 

tech n i que s may be m i s I e a cl i n g . The s t u d y has amp l e s c c .. p e of 1.1 :3 i n g 

sophisticated techniques to arrive at the right conclusion. 

Though the analysis carried out in this Section h~s 

better reliability than the analysis in Sec. 3.2, yet it suff-ers 

from the imitation of incotporation of statistical 

usually arises due to pooling of data. This pr·oblem has beE:•n d•2.a.! t 

with in the next section. 

3.4. 

S t a t i s t. i c a. l c a m p 3. r i s o n s o f f i n a n c i 3. l c h a.r 3 c t e r i s t: i c s o f 

F • [ . 0 . f i r m s a n d !J . 0 . f i r m s o n a c r o :3 s s 1-:? c t i o n b 3 s i s g i v e ~' r i s ,:, t_ o 

the general problem of 'pooling'. Analysis C3.n be done in ei.t.h"?r of 

the two w3.YS (i) segreg3ting the two groups of firms on the o.:;s1s 

of different indJJstries a.nd -time periods and (ii) pooling ·:.'irms 

across a.ll industries and 3.11 years. Now, th•? question arise::; which 

method is. to be adopted ? 

lt jc· •.::obviour:. that lCJ.rger samples give more r;:·lj;;b]e 

r·::-sult:::. and poc1l i!·1g i :=: a cl v an tag eo ·us f r· om t h i s · par t i c u 1 a r '' i •.? loJ 
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point. This approach that has been followed so long, however is not 

free from some serious shortcomings that might mini~ise reliability 

of statistical results. 

If firms are pooled, then specific industry 

characteristics such as degree of competition, growth 

opportunities, barriers to entry etc. 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 

isolate the effect of institutional holding if firms are pooled 

together. For example previous researchers have assumed that firms 

within same industries have similar investment opportunities. If 

institution owned firms within a particular industry achieve growth 

rates lower than the industry average, then only it may be 

concluded that considering peculiar industry characteristics, 

th()se firms failed to achieve targeted' growth rate and vice-versa. 

ln addition to this accounting practices used by firms in the same 

ihdustry would be more similar than firms in other industries. 

However, a very detailed classification, 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 on 

detailed industry classification requires each firm to be assigned 

specifically to a particula~, industry to which it belongs. This 

approach complicatis matter in a sense that in the context of 

today's la:r·ge multiproduct and diversified firms, assignment of 

individual firms to specific industries according to one to one 

correspondence, becomes difficult. Hence such app!'oach ~.;ould be 

arbitrary to a large extent. 
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Thus the above economic considerations suggest that jt Is 

important to clo the an<:1lysis on an industry basis, since it is 

possiblE:- that. thf~C<? mi~ht be· intc·r-indus·t.r·y clifferend.?!;; 

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 \Jithin the 

same industry over the periods 1981-85 and 1981-83 would b·= in 

order from the st.c.tistical point of view. In the next section, only 

three industries ( i l Cotton text.i I es ( i i) Engineering and i i i ) 

Chemicals have been considered for further investigation. The 

number of firms, in each of these categories are not very large, 

but are adequate to yield rei iable statistical results. NumbE·r of 

~1~~~ beldngi~g to other industry groups are insufficiant for any 

ffl6~Mingful •tati~tical analysis,and are ~ence ignored. 

3.5. £~~~!.~~~.f.~~-~~~~~~.f.~_:_:_I~~!._'::L_~.f.LL~~~-c:~~~ 

The industry-wise analysis is undertaken in this section 

to avoid to a large extent the problem bf pooling. Here performance 

~· va.riables of institution owned firms· are compared with those of 

0.0. ·firms within the sam.:~ industry. Adopting this .appro3ch the 

results of three industries such as Textiles, 

Chemicals are tepotted below. 
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Table 3.5 

Industry-wise comparison of characteristics 

of F. J. 0. f ir·ms and 0. 0. firms. 

(a) Textiles -Period 5 years 

Variables O.O.firms!N 1T
5

=141 F.l.O.fir·ms!N 2 T5 = 171 
D i f f ~ r t:· n ·:: ":' 

----------~!!~------§~g~------~~~~------§~g~-----------------------
X 1 4.96 5.51 :3. 16 4.08 (+I 1. 80 ,. 
x2 3.71 4.50 1. 92 3.47 (+11.79 

x3 22.79 10.42 15. 11 10.88 (+17.68(cl 

x4 16.69 4. 15 9.30 6.57 (+)7.39(b) 

xs 69.93 17.59 60.45 47.42 (+19.48 

x6 9.27 7.27 8.49 9.19 (+10.78 

){7 59.40 30.16 37.65 40.85 (+121.75 

){8 121.64 35. 11 123.41 26.21 (-11.77 

xg 81.87 37.27 52.74 32.02 (+129. 13(b) 

(b) Engineering - Period 5 years 

Variables O.O.firms!N 1E5 =141 F.l.CI.firms!N 2 E5 = 171 Difference 

of means 

Mean S.D. Mea.n S.D. 

X 1 6.98 4.28 4.48 4.84 (+12.50 

){2 4.43 3.00 3.20 3.78 ( +) 1. 23 

x3 21.36 9.09 17.81 12.74 (+13.55 

x4 8. 10 5.80 14. 14 12. 19 (-)6.04 

xs 71.53 21.73 65.e4 27.20 ( +) 5. 69 

){6 12.41 8. 73 13.80 10.22 (- ) 1. 39 

'1.7 49.67 23. 3t~ 76.65 50.89 (-I 26. 98 

x8 121.39 12.70 117. 10 16.56 (+14.29 

X 9 73. L~4 38.02 EJ2.21 34.94 (-)8.77 
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. (c) Chemicals - Period 5 years 

Variables O.O.firms<N
1
c

5
=141 F.I.O.firms<N

2
C

5
= 171 

of means -------------------------------------------------------------------
Mean S.D. Mean S.D. -------------------------------------------------------------------

X 1. 8.64 3.29 6. 18 2.86 (+)2.46(b) 

)(2 6.07 2.50 6. 11 2. 60 (-)0.04 

x3 21. 90 9. 17 31.83 14.00 (-)9.93 

)(4 12. 15 8. 10 21.42 11.80 (-) 9. 27 

)(5 64.47 12.61 70.09 19. 14 (-)5.62 

x6 12.76 4.97 16. 91 6.97 (-) 4. 15. 

x7 33.76 18.70 77.85 41.83 (-)44.09(b) 

x8 122. 16 28. 18 116.74 43.03 (+)5.42 

x9 90.25 29.03 51.52 41.45 (+l38.73(c) 

ldJ Textiles - Period 3 years 

Variables O.O.firmsiN 1T3 =14l F.I.O.firms<N 2 T3 =171 
Difference 

of means 

Mean S.D. Mea.n S.D. 
-----------------~-------------------------------------------------

X 1 6.89 7. 2:3 :3. 97 4.66 (+)2.92 

x2 4.79 5.22 2.45 3.48 (+)2.34 

x3 35.07 25.09 19.96 19.95 ( + ) 1::,. 11 (c) 

x4 18.23 11. 17 11.57 11. 18 (+lf3,66(b) 

x5 73.07 21. 17 64.13 23.74 (+)8.9Lt 

xs 11.46 8.70 9. 11 10.65 (+)2.35 

x7 31.50 27.49 34.60 23.27 (-) 3. 10 

xe 128.60 40.65 112.71 18. 15 (+)15.89 

xg 92.24 37. 16 65.78 22.32 (+l26.46(b) 
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lel Engineering - Period 3 years 

Variables D.O. firms<N 1E3 =14J F. 1.0. fir-msiN 2 E3 = 171 
D i f f e r· e n c e 

of means 

Mean S.D. Mean S.D. ------------------·-------------------------------------------------
X 1 8.28 5.91 5.97 4.66 (+)2.26 

){2 5.21 4. 10 4.47 2. 18 ( +) 0. 7 L: 

x3 20. 10 13.72 21. 11 20.54 (-) 1. 09 

){4 8.54 10.76 12. 12 15.80 (-)3.58 

x5 70.90 16.20 69.03 18.94 (-)1.87 

){6 24.06 13.50 20.60 10.85 (+J3.LJG 

·,:,:·. )(7 48.28 25.42 74.65 52.92 {-)26.2:7 

){8 119. 16 11.80 114.57 16.35 (+14.57 

){9 89.82 40.00 85.53 34.37 ( ~ ) ~~- r:•o ........ .:_._ 

(f) Chemicals - Period 3 years 

Variables 0.0. firms<N 1c 3 =14J F. 1.0. firmsiN 2 C3 = 17 , Difference 

of means 

Mean S.D. r1ea.n S.D. 

X 1 8.46 3.71 7.44 5.29 ( +) l .. 02 

){2 6.20 4. 11 6.80 4.56 (-)0.60 

x3 11. 17 11. 94 22.69 12.99 (-) 1 1. 52 (c) 

x4 28.97 17. 91 . 27.49 25.22 (-) 1. 48 

x5 63. 15 13.20 69.52 33.11 (-) 6. 41 

x6 15.50 5.90 22.23 11.60 (-)6.50 

x7 30.29 16.76 78.81 45.01 (-J4B.521bl 

){8 118.55 29.46 101.89 50.29 ( +) 6. 6t'3 

Xg 80.21 47.03 62.68 59.96 (+)17.53 
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The industrywise group difference analysis provided above 

shows results which are in consonance with the previous aggregative 

results, but are also different from them in certain respects. In 

the aggregative arialysis it was observed that value of the most of 

the performance variables of the D.O. firms were above that of the 

F. I. 0. firms. This trend is again observed for the Textile 

indutries for both the periods, with of course some exceptions. The 

observations in the case of Chemical industry, i s o f c o·u r s e , 

d if fer en t to a great ex tent. Here most of the v a. t i a b I e s . E' x c e p t 

X
1
,x

8 
and &

9 
of the F.l.O. firms are greater than that of 0.0. 

firms. In most of the cases, debt-equity ratio(X
7

J of F. J.D. firms 

are significantly higher. This means tha.t these firms a.re in a 

higher risk class. [n the ca.se of Engineering industry, there are 

mixed results, but the inc! ina.tion is more. towards the result of 

the a.ggregative a.na.lysis. Such va.ria.tions in results stem from 

inter industry differences in 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 

exist fo:c: any 

industry no 

pe f· f o :c· mane: e 

statistically significant differences 

variable. This assumes importa.nce, 

because. 25% of the sample fir·ms are in this category. Statistically 

significant diffe:c·ences exist for Textile and Chemical industries 

and these will be analysed in the disussions that follow. 

A careful study of the tables show that significant 

diffrences for growth rates, debt-~quity ratios and valuation 

l'atios occur· lliOSt fr·equently. Growth rates of assets and sales are 

statistically significantly different for the two groups in textile 
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industr-y. It can be said that the F. 1.0. firms with lower growth 

r·ates show financial behaviour which tends towards behaviour of 

owner control led firms. 

The results of the Chemical industry however are quite 

different and here the growth rates of the 0.0. firms are lower 

than that of F. I.O. fir·ms and in the case of the 3 year period it 

is stastically significant. This is also prevalent in the 

Engineering industry but at a lower magnitude. 

Valuation ratio is another varia.ble, where the results, 

~-· both in case of the aggregative analysis and industry wise analysis 

are in 1 ine with the hypothesis that was formulated. In all the 

,·· cases (except Engineering 5 year periodl valuationratio of 0.0 

· ·' firms are higher than that of F. 1. 0. firms and the difference is 

statistically significant for both Textile and Chemical industries. 

Since profitability ratios are higher for D.O. firms (though not 

statistical Jy significantl this could probably explain to some 

~xtsnt the higher valuation ratios. Lower valuation ratio and 

profitability. ratios of the F. 1.0. firms point out that their 

behaviour is somewhat similar to management control Jed firms. 

The magnitude of difference in x
6 

and x
8 

are very nominal 

in most cases and evidence of statistically significant differences 

are not found. [ t may thus, we 11 be assumed tha.t the 

characteristics of t.he two groups of firms rega.rding this rz..tio ·is 

nearly the sa.me. Howe·.;er, z..t this stage we will refrain ourselves 

from making any serious CIJmments IJn the isstJe, i.e. whether goa.! of 

firm ch8.nges with rise in institutiona.l holding. Nevertheless, 

three major variables i.e. profitability, growth and valuation 

ratios in general show a patterned behaviour. 



Again, it should be cautioned that inferences fronl this 

type of simple analysis may not be neat enough. Incorpor.::.ti:.:,n of 

industry characteristics and subtle relation between the varjables 

should be identified before drawing conclusions. However. before 

going into these discussions, a simple statistical analysis, 
' . ~. 

·'. 
·, i 

~ ... commonly known as 'Distance Analysis' has been P.erformecl in the 

':.J, 
· . . : ·.' next section. This analysis will help to identify the variables 

;,:.. that can discriminate between different groups of firms, 

.. ~ 

So far in the pr·evious section we have seen thr·ough 

test of differences of means that there are some variables 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 another 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 pap1.Jlation of firms, into the a prio-ri grotJps of D.O. a.nd 

~-
/ 

F. I.d. firms (using of course the percenta.ge t::Jf equity holding by 

fina.ncial institution,.] the proportion of firms miscla.ssified a·5 a 

r~•sult of this exercise would given us some idea of the extent. of 

discrimination between groups ,.a.chieved by the variables and could 

serve as an index of the degree of overlap between them. 

This ~robablity of misclassification can be simply found 

out by using the 1 Mahalonobis Standarised Dista~ce Analysis. 1 CP.C. 

Maha. 1 a nobis 1 19361 Model. According to this method the dist3nce 

betlveen the two groups is defined a.s being equa.l to [d/s), where 

I d I is the diffrence between the means of 
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an estimate of their common standard deviation. lf the VE<r·iablt:•:::. 

arenormally distributed and have equal variance in both groups and 

:c·: : . the two pop u 1 a t i on s a r e o f t he s am e s i z e , there is a simple 

•· ~; ·• 
relationship between [d/sJ and the probability of 

'.·. 

.:: . misclassification. Some values of this probability Cl f 
. . . 
~< 

' ·~ ' ... misclassification for given values of [ells] are shown below :-
·~_ .. 

·.;.· 

~. [ells] F'r-obabi I ity of misclassifications(%) 

.... · .. 

-----------------------------------------------------------------~--

0.000 50 

0.251 

0.501 

0.771 

1.049 

1.349 

1. 683 

2.073 

2.563 

3.290 

4.653 

45 

40 

35 

30 

25 

20 

15 

10 

5 

1 

Adapted from Ajit Singh 'Take Overs' Cambridge University 

~~~§~L-~§?~L-P~§§~-------------------------------------------------
The f igur·es indicate that the groups are 

indistinguishable, i.e. the probabilitis of misclassification is 

maximum (50%) when ells J=O. In general as the difference between 

the means increases and. the estimate of their common standard 

deviation decreases the probability of misclassification decreases. 

Although strictly spea~dng the relationship bet\.seeri ells and the 

-:J... probability of misclassifica.tion holds only under the stipulation 

mentioned above, the statistics d/s can nevertheless be used a.s a 
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rough index of the degree of overlap for most of the variables of 

1 
the present study. 

Tables 3.6 show m&an differences and distance between two 

groups classified according to i~stitutional equity holding for the 

whole sample and the three different industries. 

Tables 3.6 

Standarised Distance bet\.Jeen 0.0. firms and F.I.O. firms 

-------~------~gs~!s~!!_~~~-!~~~~!£~~!~!-~~~1~~!~-----------------

(a) Aggregate data - 5 year period <N
1

=33,N
2

=67J 

Variables Difference of Common standard · (d/sJ 

means Dev ia.t ion 

X 1 1. 29 5.28 0.24 

xz 0. 70 3.92 o. 18 

x3 3.42 11.51 0.30 

){4 1. 49 9.65 o. 15 

xs 4.50 25.09 0. 18 

xe 2.02 9. 91 0.20 

· .. x7 31.00 44.80 0.69 
' ., 

... )18 G\,')4. 29 .. 10 0.24 

"J! 9 30.00 53. 16 0.56 

-------------------------------------------------------------------

91 



. . ~· ' 

(bl Aggregate data - 3 year period (N
1

::33,N
2

=67l · 

Variables Difference of Common s ta.ndard [dis] 

mea.ns Deviatit:>n 

X 1 2. 13 5.71 0.:37 

X..., 1. 12 4.21 0.27 
.1:. 

){3 7.09 18. 10 0.39 

x4 7.09 16.20 0.43 

xs 3.29 22.60 0. 15 

xs 1. 73 11.48 0.15 

x7 40.04 54.15 0.74 

x8 8. 71 31.91 0.27 
.·r· 

xg 25.48 51.99 0.49 

.. , ·.···. 

(cl Textiles - 5 year period (N
115

=14,N
215

::17l 

Varia.bles Differenoe of Common s ta.nda.rd [d/sl 

mea.ns Dev iat it:>n 

X 1 1.80 4.79 0.38 

. X 2 1. 7 9 3.98 0.45 

.·_·_.·x 3 7.68 10.65 0.72 

.. 
~4 7.39 5.36 1. 38 

• . .. 

.X 5 9.48 32.50 0.29 

xs 0.78 8.23 0.09 

x7 21.75 35.50 0. 61 

XB 1. 77 30.66 0.06 

xs 29 . 1? ._, 34.64 0.84 
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Variables Common s tanda.rd [dis] 

means Deviation 
-----------------------~-------------------------------------------

X· 
1 

2. 5() 4.56 0. 55. 

xz 1. 23 3.39 0.36 

x3 3.55 10.91 0.33 

x4 6.04 8.99 0.67 

x5 5.69 24.46 0.23 

x6 1. 39 9.47 0. 15 

X 
7 

26.98 37. 11 0.72 

xe 4.29 14.63 0.29 

Xg 8.77 39.94 0.24 ~·· 

"·: ,.· 
.· '·. 

-------------------------------------------------------------------
.·.if·, 

(e) Chemicals - S year period (N
1
c

5
=6,N

2
c

5
=9l 

.. , . Va.riables Differ1~nce of Common s ta.ndard [d/sJ . . ' . ~-
means Deviation 

--~-------·--·----·-~-·---------------------------------------------

X 
1 

. ., 
L" 415 3.07 0.80 

Xz 0. 04 2.55 0.02 

X 9. 93 
~ 

3 
lt 9. 2 --. 

I f 
4 

11.58 0.86 

9.95 0.93 

... 
x5 5. e~' J~ 15.87 0.35 

X 
6 

4. l b· 5.97 0,69 

x7 44. 09 30.26 1,46 

x8 
r: 14-2 .,_, . 35.60 0~ 1 r: 

... .•. i 

X 
9 

38. 7.3 35.24 1. 10 

-----------------------------------------------------------------

( 
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(f) Textiles - 3 year period (N
113

=14,N
213

=17l 

Varia.bles Difference of Common standard [d/sJ 

means Deviation -------------------------------------------------------------------
X 1 2.92 5.94 0.49 

xz 2.34 4.35 0.54 

x3 15. 11 22.52 0.67 

x4 6.66 11.18 o .. 59 

xs 8.94 22.45 0.40 

){6 2. 3~) 9.67 0.24 

x7 3. 10 25.38 0. 12 

XB 15.(39 29.40 0.54 

-?£- Xg 26.46 29. 7 i~ 0.89 

(gl En~ineering - 3 year period (N 1 E 3~8,N 2E 3 =17l 

Variables Difference of Common s ta.ndard [d/sJ 

-----------------~~~~~----------------Q~~!!~!9~--------------------
X 1 2.26 5.28 0.43 

xz 0. 74 3. 14 0.24 
~-
J x3 1. 09 17. 13 0.06 

x4 3.58 13.28 0.27 

xs 1. 87 17.57 0. 11 

x6 3.46 12.17 0.28 

){7 26.37 39.17 0.37 

xs 4. ::,7 14.07 0.32 

Xg 4.29 37.18 0. 11 

( 
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(hi Chemicals - 3 year period (N
1
c

3
=B,N

2
E

3
=17J 

Variables Difference of Common s t.a.nda.rd [dIs J 

means Deviation -------------------------------------------------------------------
X 1 1. 0:2 4.50 0.23 

x2 0. 60 4.33 o. 14 

x3 11. 52 12.46 0.92 

X 
4 

1. 48 21.56 0.07 

xs 6.41 23.15 0.28 

x6 6.50 8.75 0.74 

li7 48.52 30.93 1. 56 

xs 6.66 39.67 o. 17 

Xg 17.53 53.49 0.33 

The above tables clearly demonstrate that for the 

aggregate data, the distance between the two groups is not 

significant. The value of I dis I for most of the variables is less 

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

misclassitication. Though the I ells I statistic holds good fc,r 

samples of unequal sizes, yet it· may be pointed and here, tr,;::,t. 

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

to the 0.0. sample, ~therefore· some minor distortions mc..:,' have 

_crept in. Samples near·ly of equal size would posibly have imprcved 

r:esults. However th~ picture shows some improvement when the 

industry-wise analysis is undertaken. Here many variables have a 

I d I s I v a 1 u e o f m o r· e t h .::.. n 0 . 7 i n cl i c a t i n g a p r· o b a b i 1 i t i e s o f •:1 n l y 

35% of misclassification. Special mention may be made to the 

valuation ratibs, debt-equity ratios where the average probability 

of misclassificatic'n is 30-35%, For the Chemical industry. the 

variable X7 1for both the periods) has only a 20% chance of 

• 1 . f . t . m1sc ass1 1ca 1on. In gener-a.] this test does not show large 
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statistical difference between two groups of firms. In other words 

behaviour of firms do not show significant variation with r1se in 

institutional holding. 

The tests in the previous section however showed us some 

significant diiferences' in performance variables. 

alternative to test the hypotheses may be taking recourse to 

non-parametric tests. The findings of the parametric tests and 

non-parametric tests may be considered together to arive at va.l id 

cone 1 us ions. 

S.71al Rationale 

Ths underl~ing assumptions of parametric test statistics 

tliat have been relied so long may be stated as follows (il 

populations must have a normal distribution liil population.must be 

homoscedastic liiil variables involved must have been measured in 

at least an interval scale etc. These conditions are not ordinarily 

tested, they are generally assumed to hold good. The meaningfulness 

~; of the r e s u 1 t s o f a par am e t r i c t e s t d e pend s i n the v a I i cl it y of 

these assumptions. 

A non-parametric test on the other hand does not specify 

conditions about the parameters c,f the population from which the 

sample was drawn. Obviously, there are a few assumptions of most 

nonparametric statistical tests i.e. the obser·vat ions a.re 

independent and that the variable under study have uncler·lying 

continuity. However· these assumptions are fe\oJer and \veaker that 

I thbse associated with parametric tests. Moreover non-parametric 

tests do not require measurement so strong as that required for the 
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parametr·ic tests; most tests apply to data in an or·dinal scale :o;.nd 

also in some case to a nominal scale. 

In th:ls S";tudy in case c,f neon-parametric tests, data ha'''-'-' 

bean ch~ngad frcm sccres tc ranks. Such methods may draw criticisms 

that 1 they do not use a! the information in the sample', or· th~,t 

'they throw away information'. To find a reply to this objection, 

it would be woru·1while to answer this question of the methods 

available, parametric and non-parametric, which uses the 

information in the sample 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. lf 

the measurement is somewhat weak in an interval sea I e, then 

para~etric tests might generate misleading information which may be 

mor·e damaging than· throwing away information."Moreover, the 

assumptions which might be made to justify the use of parametric 

tests usually rest on conjecture and hope, for knowledge about 

population parameters are invariably lacking. Finally for some 

population distributions a non- par·ametr ic statistical test is 

~ clearly superior to ·a parametric test" ... [Whitney, 1948]. It is 
' 

also necessary to mention here that if sample sizes are as small as 

n=6 as in the case of Chemical industry, [below 25% firm for this 

study] the use of non-parametri~ tests is the best recourse. 

This test is used to test. whether two independent g:roups 

have been drawn from the same population. This is one of the most 

powerful non-parametric t.est.s, and it. is a most useful a1 ter-n~-;t ive 

I to the pa.rametric 't' test 1o1hen the assumptions of the 't' test 

are sought to be avoided. 
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In this :=.t,Jdy, \H:' h;:,ve samples from two populations-

IAl where institGtional holding is equal to or greater than 25% 

<Bl where institutional holding is smaller than 25%. 

The nu I hypothesis is that A and B have the same 

.:,.: . . d i s t r i b u t i on . T h e a I t e r n a t i v e h y pot h e s i s , H 
1

., a g a i n s t w h i c h ;.; e t e s t 

I;-;-

-:l ._·-- ·;' ~ ;' 

r.~.·.~.t~, -
' -;:.· ... 

·>,;>_-;:·: 

( 

H , is tha.t A stocha.stic;;;.lly differs from B, a. non-directional 
0 

hypothesis. 

For the purpose of computation of 'U', for fairly large 

values of n
1 

and n
2 

<n
1 

= no. of observation in group 1 and n~ = no 
.::... 

of observations in group 2J first, it is necessary to assign rank 1 

to the lowest score in the co~bined <n
1 

+ n
2

l group of scores, and 

then proceed so in ascending order. 

Then, 

increases 

approaches 

requires a. 

u = + ----- -·------

2 
- R 

1 

or, equivalently, 

n21n2 + 1) 

u -· n 1')2 + ------------ - R2 
2 

For very I ar· ge samples ln
1

and n > 
2' 

20), as 

the s<:>.mp I es the sampling distribution of 

the normal distribution. Thus the test 

, z' transformation in the following manner. 

2 -~-=-~~!~~~~~---------
{ < n 

1 
) r n

2 
J ( n 

1 
+ n

2 
+ 1 l } 1 12 

·n2 

IJ ra.pidly 

statistic U 

The results of the Mann-Whitney 'U' test for the 1vhole 

sample and for the three different industries are given below 

9tl 



Vari-

able 

Whole Sample 

-~~=~~!._~~=§~_ 
2 Statistic 

Table 3.7(al 

Textiles 
nlT=l4,n2T=17 

Test Statistic U 

Engineering 
n1E=8,n2E=17 

Chemicals 
n1C=6,n2C=3 

----~-----§~£§ ___ ~~!§ _______ §~~§----~-~~§ _____ §_~!~---~-~!~ ___ §_~~§ ____ ~t£~---

~ 0.71 0.65 86.50 79.00 51.00 48.00 11.00 

){2 0.89 0.99 85.00 75(dl 40.00 63.00 26.00 

){3 1. 61 1. 59 50(b) 66(c) 52.00 79.00 24.00 

){4 1. 57 1. 60 60.3(cJ 75(dl 55.00 62.00 24.00 

xs 1. 22 1. 13 77.50 79.00 53.50 45.00 21.00 

. X 
. 6 0.52 0.45 101. 00 104.00 60.00 45.00 25.00 

){.7 1. 65 (d) 1. 7 (d) 94.00 102.00 49.00 52.00 10.00(c) 

x8 0.88 0.94 101.00 85.00 66.00 56.00 26.00 

xe 1.77(d) 1.72(d) 75(cl) 75(d) 60.00 65.00 24.00 

. (a.) si..gni.fi.cant at i.96 level <b) S: i.9ni.i i.cant Clt 296 level (C) Si..gni..fi.·::•.:J.nt 

--- -~:~:~- :~~- ~ ~~!:·~~~=:=~.:- ::-.:- :~~- ~~~~ ~~- --------------------------------------
ni. dwnotes r.umber of fi.rms i.n the 'ot.h,.;,rs· gl'oup. 

- ~~~:- ~:~~.:::-==- ~:=~1~::-=!:_ ~:- ~~~~'~- ~~·- .:~·::-:- ~~:.. ~:.. :':.. ~- ~~~:=!::.. ------------------------

Interesting of course is the fact, that these results have 
'., . 

a··.close resemblance with the results of the 't' test carried out in 

sections 3.3 and 3.5. For the whole sample, differences in 

debt-equity ratio and valuation ratio are significant at 10% level. 
1 

Foi the Textile industry significant differences are observed for 3 

and 4 variables respectively. Growth and debt equity ratio also 

~?W significant differenc>?~:; for the chemical industry. 

Bef.:Jre commentir1g specifically on whether the results of 

non-parametric tests crjnfirm the results of the parametric tests it 

24.00 

25.00 

8(b) 

20.00 

25.00 

23.00 

28(b) 

25.00 

27.00 

U.t 5% 
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·~. is necessary to carry out other relevant non-parametric tests l ikr:­

the Wald-Wolfowitz Runs test and the Kruskall-Wal lis test. 

( 

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 twp groups 

differ in any respect whatsoever. That is, this test can rejebt H 
0 

if two popula.tions differ- in centr-a.l tendency, variability, 

~kewness, or in other way. 

To apply the test to data from two independent samples of 

size n
1 

and n
2 

we rank n
1 

+ 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 

·r., series. A run (Rl is defined as any sequence of scores from the 

·-·:. 

same group !either group A or Bl. 

For large samples Cn 1 and n2 both > 201, the sampling 

distribution approaches normality. Thus the test statistic R 

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

2n
1

n,., 
.::. 

!' - ----- + 

n1n2 

1 I': . -· 
2 = ---------------------------

,.., 
( n + n I..::. ., n + n,., - 1 I 

1 2 ' 1 ..::. 

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

three different industries are shown in the table below. 

100 , I 

I 
I 
I 
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Table 3.7lb) 

Results of Wald-Wolfowitz Rons Test-An Intergroup Comparison ------------------------------------------------------------

Whole Sample Test Statistic R Vari­

able -~~:;?;?!.~~:§1_ 

2 Statistic 

-----------------------------------------------~--

Textiles 
n1T=14,n2T=17 

Engineering 
n1E=8,n2E=17 

Chemicals 
n1C=G,n2C=9 

--------------------------------------------------------------------------·-
----------~-~!~--~~£§ _______ ~~!~---~-~£§ _____ ~-~!! ___ ~-~!~---~-~!~-~--~~!§_ 

x
1 

o.51 o.s5 11 13 13 8 s 9 

x
2 

o.73 o.ss 17 13 10 13 11 9 

x3 o .. 99 1.32 12 10(a)' 11 .11 11 4(a) 

x
4 

0.83- 0.70 10!a} 15 11 g 9 B 

x
5 

o.55 o.57 13 14 13 12 10 7 

x
6 

o.42 o.53 21 17 e 12 9 s 
X7 1.82(bl 1.751bl lOla) lO!al 14 13 41al 41al 

x
6 

o.71 o.77 15 11 13 12 s 11 

x9 1.67(b) 1.71(b) 10(a) 9(a) 14 13 5 10 

Si.gni.fi.ca.nl a.l Level. <b} si.gni.fi.ca.nt a.l 1096 leveL n 
1 

The results of the above ~nalysis are quite in consonance 

null' 

./:.<:::·with the r .. results of the 'Mann-Whitney' test and 't-test' carried 
i' ·'· 

·out earlier. Significant differences are noticed in valuation ratio 

and the debt-equity ratio. Specially for the debt equity ratio, the 

sa.mp I e and two industries show differences tha. t a.r e 

significant. However 'asset growth' shows significant differences 

in two cases only. 

Though this test confirms the results of the earlier 

tests, little is fr.nO\"n abOLlt. its pO\.,.er-efficiency. Smith 1953 

( 
states that empirical E·viclenc:Ps indic~1te~: that, po\ller-efficiency of 

the Walcl-WolfO\Yitz test is about 75 per cent for ·sample sizes near 

20. Considering this aspect, to ensure further reliability in 
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-.·,;'\,~.- .resul·ts, would be better 

~;:::::_analysis.The Kruskal-\Jallis 

to carry out the 'Kruskal 

t.es t has a power-efficiency of 
.-:··· 

.. ·.'._ ::•. 

,<r/ 
';: 

:cent [ Andrews 1954 \oJhen compared \ol i th the most 

·yarametric test, the F.test 
. : . ~.: . 
-.. 

'"· 

. ·.;· {d) 

As mentioned in the previous discussion, this particu!0r 

-:-.-.- test is highly eff i<::ient and will be 1..1sed in this pa.rt of the study 

.•·' 

: .. :·-
·.··: 

. -
-~ ' . 

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

K-W-Anova by ranks is an extremely useful test for deciding whether 

independent samples are drawn from different populations. 

-~·-· Sample values a.fmost invaria.bly differ somewha.t, a.nd the q1Jestion 

i~ whether th~ diff~r~nces among the samples signify genuine 

: · ,_, pop u 1 a. t i on d i f f e r en c e s o r w he the r they r e p r e s en t me r e l y c h .3 n c e 

( 

variations. This technique tests the null h y p 1:) t he s i s t h a. t ' r< ' 

samples come from the same population. 

In the computation of K-W test each of the n observations 

are repla.ced by ra.nks a.nd a.ll the scores from a.ll the se~.mples 

combined a.l."e ra.nked in a. single series. Then the sum of the ranks in 

each sa.mple is found. The sta.tistic 'H' used in the 1<-W test is 

found by the following formula 

K 

H 
12 2 R~ I = -------- n. 

J J 
-3!N+ll wher-e, K=numbe:r· of sampl;::·s 

N ( N + ll 
j=l 

N =total number of cases R. =sum of r·anks in jth sample. 
J 

H is distributed as Chi square with degree of 

l n this analysis :: because there a.r e 

results of the K-W analysis are shown below 
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, ·abl es 

Table 3.7(cJ 

Test Statistic H 

~hole Sample 
n1=33,n2=67 

Textiies 
n1T=14.n2T=17 

Engineering 
n1E=8,n2E=17 

Chemicals 
n1C=6,n2C=9 

.-~--~------------------------------------------------------------------------

~~~;~--~---~-~!! __ ~~£! _______ ~~£! ___ ~-~£! _____ ~-~!! ___ ~-~£! ___ ~-~£! ____ ~~~~---

.:\ ~~· 0.55 0.61 0.65 1.29 0.98 1.36 0.55 0.13 

.. -

X~ 

:':'~9 

0.75 

1. 02 

1. 64 

0.56 

0.03 

2.75(dl 

0.04 

2.841dl 

0.62 

1. 12 

0.83 

0.93 

0. 12 

3.041dl 

0.46 

2.72(cl 

0.76 1. 71 

5.76(b) 2. 90 

3.87<cl 1. 71 

1. 43 2.35 

0.01 0.01 

1.23 1. 02 

0.03 0.76 

4.07(cl 3.89(cl 

0.48 0.07 0.01 0.06 

0.54 0.41 0. 12 ':·.02(cl 

0.57 0. 12 0. 13 0.66 

0.23 1. 86 0.50 o. 13 

0.06 1. 79 0.05 ('· '":1 ":l 
-~. ~,.:_ 

0.84 0.87 4.01(cl 5. 01 (c) 

0.01 0.49 0.01 0. 01:'; 

0.22 0.03 0. 12 0.01 

j: .. .,. .. ~----....-.,...-------------------------------------------

The above table shows that for the variables debt-equity 

ra:tio and valua.tion r-a.tio for- the whole sa.mp I e, the nui 1 

.h·y~thesis is rejected at 10% level. This a.c tua l l y confirms the 

r~sults obtained by the earl iear parametric and nonparametric 

tests. The results obta.ined for the industrywise a.na.lysis however 

do not give us a.ny strong evidence tha.t the sa.mpl es were dra.wn 

from different pop•;la.tions. However, for a. few variables, like 

valuation ratio, C~.nd' growth r.3tios in case qf Textiles and 

debt-equity ratio and growth ratio in case of Chemicals significant 

differences are observed. Detailed discussions on such behavioural 

__ ... f f e r en c e s a.re not carried out here, be c a•J s e t he s e non-pa.r.3.metr ic 

test.s were ca.rri•?d out. to complemnt the results of the pa.ra.metric 

tests only. 
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It is to be mentioned here, that the non-parametr~c tests 

used in this section are not free from criticism. Conversion of 

interval scale data into ordinal scale· data may have subdued s•:Jrne 

information, thus r·educing the credibility of such tests. Ho\o~ever, 

if the findings of the parametric and non-parametric tests are 

considered simultaneously better inferences regarding 

hypotheses under consideration may be drawn. 

3.8. ConcLusions 

The empir·ical studies conducted in this chapter have 

mainly revolved round the following issues Whether i t is 

possible to differentiate of discriminate between the two groups of 

firms (i) institutional holding higher than 2.5% (ii) institution.;.! 

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 O\.,ned firms were lower than that of the 'other' firms. ' ~ . 

The financial institution owned firms are virtually government 

owned firms. These firms are managed by individual or groups on 

behalf of the government. It is apparently felt that managers 

failed to efficiently manage the resources entrusted to them by lhe 

.-; gov er nmen t. 

-~· However, differences in performance are in some cases not ,, 

statistical significant. Consistent statistical differences are 

observed in case of valuation ra.tio and debt-equity ratio m3.in!y 

However, influence of institutional holding on firm performance 

cannot in proper sense 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 between financial behavi•:,ur of 

F.I.O. and D.O. firms. 

Specific inferences regarding institutional holding a.nd 

its relationship with corporate financial behaviour can only be 

drawn when effect of air interactive variables are considered 

together. The issues 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 

conside.red together can discriminate between the two groups of 

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

holding ? 

A detailed cross-examination of these issues would be 

dealt with in the next chapter. 

======================= 
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NOTES C CHAPTER THREE ) 

1. If the samples ar·e uneq1.1al in ·sizes, a.s is seen in the present 

case, the sta.tistic: d/s can however still be used a.s a. mea.sure of 

degree of overlap between the groups. Fof a detailed discussion see 

Ajit Singh, Takeover, Cambridge 1971, pp. 68-69. 

2. K r us ka.l & W o:d l is 1952 f o u n d f or s rna. l l s i g n if i ca. n c e I e 'J '" l s 

( 10% or less) the true level of significance is s rna. l l e r than t. he 

stated level of significa.nce a.ssocia.ted with the Chi-square 

distribution. This id ica.tes tha.t the Chi-square approximation 

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

INSTITUTIONAL HOLDING - ITS EFFECT ON CORPORATE PERFORMANCE 

MULTIVARIATE ANALYSIS:- S1AGE 1 

4. 1. Intr-oduction 

I n the previous chapter, differences of financi;o..J 

characteristics between 'financial institution owned' and f i rrns 

'owned by others' were highlighted~ using both parametric and 

non- para.met ric univa.r ia.te statistica.l techniques. Signif ica.r'\t 

differences in. performance were found in some cases However, such 

univa.ria.te analysis had the l imita.tion of not taking into 

cons i d e r a t i on t he cum u l a t i v e e f. f e c t s of a. l l t he ·v a. r i a. b l e s o n t h e 

overa.ll performance of the firm. 

The· present chapter is designed in a manner, so tha.t 

refined statistical techniques give us an insight into actual 

performance of the firm considering several variables together. ln 

other words univariate analysis will be replaced by multivariate 

analysis to investigate the effects of institutional holding on 

6orporate performance. 

Precisely, some of the issues which will be vigorously 

investigated in this chapter is .::.c =-· follows 

( 1) What is the actual cause-effect relationship between 

institutional equity holding and performance of firms. Or, in other 

words, does corporate performance .improve or worsen with risE- in 

equity holding ? 

( iiJ To what e:·(t.ent can differences in performance variables; 

be explained by th·? degree c,f equity O\oJnership by institutions 

together with other related financial variables? 

108 



'-.~ \'IT"' 

Examination of these issues will be helpful for a b.::,tter 

under·standing of the effect of nature of ownership on the 

efficiency of the firms. Application of various m1..1l t i v a r i ate 

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

on such sophisticated analysis w i I I pose the path for 

satisfactory solution of the policy issues of the present study. 

The order of discussions of Chapter IV wi II be as fall O\''=' :-

1. For illustrative purposes, simple correlation analysis 

between institutional holding and different performance variable 

will be carried out. 

2. Then, after discussing methodological issues of multiple 

regression analysis and ra.tionale of selection of variables, the 

results of the multiple regression analysis will be presented and 

interpreted accordingly. 

3. Summ·ary of the findings of all these exercises will be 

given at th end of the chapter. 

The primary objective of correlation analysis is to 

measure the strength of degree of linear <:lssocia"tion between two 

variables. The sign and fractional number of the correlation 

co-efficient 'r' (which lies in the ra"nge +1 to-ll indica"tes the 

direction and magnitude of the relationship between two variables x 

and y. 

Table 4.2 presents the simple correlation co-efficien~ 

between different performance criteria used in the study such c.::: 

pnofit, gro\.Jth, valuation r<ltio, l e v e r a g e e t c . an cl i n s' i:;t u t i o n ;:d 

holding as independent variable. This analysis is mainly presented 
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for illustrative p•Jr·pos.:·s and \·till be used as the first step to 

initiate further discussions. These results may be considered aiDng 

with the findings based on other multivariate analyses carried QUt 

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

that there is either a ne!gative or positive relationship between 

institutional holding a.nd different varia.bles IH
1

: r ~ Ol, against 

the null hypothesis that there is no relationship between them ( H 
0 

..... · : · r = o I. 

,'·' 
Tables 4.~ 

·~· Simple Correlation-Co-efficients between Financial Institutional 

Holding and Financial variables. 

-------------------------i~!-~~~l~-§~PPl~-i~_:_1QQl _____________ , ________ _ 
Variables 

r t value r t value -------------------------------------------------------------------.------
Pretax profitablity IX1l -0.935 0.9258 -0.2536 2.5956b 

y 
Postta.x profit..ablity(X2l -0.0786 0.7783 -0. 1479 1.4226 

:·· 

Growth ra.te of a.sset<X:3l -0. 243:3 2.4833b -0.2689 2.7417° 

Gr-owth rate of sa.lesiX4l +0.2016 2.0375c +0.2326 2.3671b 

Retention ratio (X 5 l -0.2623 2.6889b -0.0736 0.7283 

Return on net worth (X 6 l +0.0375 0.6685 +0. 1275 1.2867 

Debt-Equity ra.tio (X 7 l +0.3541 3.7483a +0.3226 :3.37370. 

Liquidity ratio (X 8 l -0.2228 2.2059c -0. 1935 1. 952.5d 

Valuation ra.tio (X 9 l 0.3646 3.8759a 
I· 

-0.2345 2. :3878"' 
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_________________________ !~2_!~~~l!~_lo~~~!£~-(~-~-~ll ____________________ _ 
Variables 

r t value r t value 
----------------------------------------------------~--------------~-------

P:retax p:rofitabl ity (X 1 l -0.0990 0.5385 -o. o::.::;::, ("1. ::910 

Post tax p:rofitabl ity(X2l -0.0962 0.5204 -0.04E,2 0.::::438 

Growth rate IJf asseUX:3l -0.:3064 - .1 7'33'"d - .... ;:, -0.:312:3 1.770:3d 

Growth rate of sa.!es<X4l -o.:35e9 2.071:3c -0.:3094 1 -· c::'"' 1 d • ( .JL 

Retention ra.tio <X 5 l -0.3010 1. 6998 
d 

-0.2219 1. '2255 

Return on net worth (X 6 l -0.04:36 0.2349 -0. 16q9 0.9115 

Debt-Equity ratio (X 7 l -0.3025 1. 7091 
d 

+0. 1473' 0. ~\987 

·-~ t;-~ Liquidity ra.tio ( /{ 8 l +0.0952 0.5149 -0.0772 0. ~~ 199 

Valuation ratio <X 9 l -0.3593 2.073:3c -0.3748 ·~ i770c ..__. 

-/ 
; 

) ~ ' 

.Variables 

r. t value r t value 
-~--------------------------------------------------------------------------· 

Pretax profita.bl if..y (X 1) -0.006 0.0288 -0. 1484 0.7116 

Post tax prof i ta.b 1 ityCX2l -0.012 0.0576 -0.0744 0. :3567 

Growth ra.te of a.sseU X:3l -0. lll 2:3 0.6894 +0.0182 0.0875 

Growth rate of :;;'::;~.! es (X 4 l +0. 0:362 o. 17:38 +0. 1206 O.t::.78f3 

r. Retention rat i 1J (X 5 l -0.050:3 0.2414 -0. 26:34 1.2(1.87 

:_.-,{::· . . Ret1Jrn on net worth <X 6 l +0.0883 0.4237 -0. 1305 0.6257 
:~-;~:-";·:;; 
: __ ·r.;:··~··· Debt-Equity ra.ti-iJ l X 7 l +0.0667 0.3202 +0.2339 1. 15:37 
)·:~i:: 
;\.;:~'?.J- Liquidity ratio r X 8 l -0.0455 0.2181 -0.2069 1.0144 

Va 1 ua. t ion ratio (X 9 l +0. 1462 0.7087 +0.0895 0. 4290 

------
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(;:Fk Chemical Industry <N = 151 
-----------------------------7-----------------~----------------7------------

Variables 

-~----------------------~-----! _________ !_~!!~~--------!---------~-~~!~~----· 
Pretax profitablity (X1l 

Poettax profitabl ity(X21 

Growth rate of asset<X3l 

.Growth rate of sales(X41 

·.Retention ratio (X S l 
'·,.,.;'.) 

';',Return on net worth (X 6 l 

.·:~_;:-~6 e b t- E qui t y r a. t i o ( X 7 I 
;: •• ;.,.~ ·.- .' j 

:<;--:Liquidity ratio ()(;'3) 
~--. . . 
: ;<Va 1 ua ti on rat i o <X 9 I 
T..··. 

-0.1151 

+0.2909 

+0.3943 

+0.0439 

+0.2815 

+0.3001 

+0.3781 

-0.0769 

-0.4289 

0.4177 

1.0965 

1. 546 9 

0.1586 

1. 0579 

1.1339 

1. 4 726 

0.2773 

1. 7 120 

-0.1755 

+0.2092 

+0.3985 

+0.0362 

+0.2348 

+0.4043 

+0.4825 

-0.0887 

-0. 45:39 

O.t3501~ 

0.7713 

1.5665 

0. 1303 

0.2-7105 

1.':>~<40 

d 
1.9862 

0.:3199 

1.2-:371d 

'·' '.,------------------------------------------------
·:_,;c.~a) S:i.gni.fi.ca.nl a.l S:i.gni.fi.ca.nl 296 l.ev..,l. 

·/•.: ~~v~l al·,d <d> S:i.gni.fi.ca.nl a.t iCJ)I{. Lev,;;L 
·.:.·;~:·..,.._ ----------------------------------- ------------~--------------------------- . 

·"' ;." ,. ( 

;. f.:~;~,· 

Generally, it becomes an arduous task to substantiate or 

.·:::(-g'enera.l ise any opinion on the . b·a s i s of z a r o o r d e r co r r a l a. t i o n 
;':i. ' . 

\'·!;:tanalysis. But the informa.tion that flows in from such a.na.lysis 

may in nb case be considered as trivia.l. Some of the results 

cQl.Vaila.ble from the above tables a.re a.na[ysad below 

(a.l In genera.!, the whole sa.mpla as well a.s the Textile and 

'~Engineering industry shows that a. rise in equity holding is to soma 

~ extent associated with a. dec! ina in parforma.nca of firms. This 

':~esult is in congruity with the results obtained in Chapter 

Ill, where 'F. I.O.' fir-ms show inferior- performances tha.n 

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

{b) For the whole sample, i t is observed that significant 

relationship exists between f inancia.l institutiona.l holding a.nd 

performa.nce of firms in 12 out of 18 ca.ses. Among these 

,.. 
12 cases, growth ra.ta of sa. I as :and debt-equity ra.tio show 
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positive \.J i 1. h insti.tutiona.l holding 

The other significant relationships are however, negative·. 
' .•' 

It is intere~ting enough, that growth evaluated in term 

of two variables show ·contrasting rF.?Sults. In other words growth 

rates of a.ssets fall a.nd gr'owth rate of sales rise with the ris~:? in 

institutional equity holrling. It seems financial institution owned 

firms prefer a.·.l6w,er retention ra.tio, thus resulting in lower funds 

for asset growth. On the other ha.nd, in line with Baumols :3ales 

Maximising Hypothesis (1967), ma.na.gers controlling 'F.!.IJ.' firms 

seek to a.chieve high.::H growth ra.tes. Lower· prof i ta.b iIi ty, 

growth rate of assets of FlO. might have influenced their valuation 

ratio. This· is to some •?xtent .evident from the fact tha.t negativ~:? 

relationship ~etween financial institutional holding and valuation 

r a. t i o a. r e s i g n i f i ca. n t a t 1% I e v e I a. n d 2% l e v e I r e s p e c t i v e I y f o r 1:. h e 

5 yea.r and :3 yea.r periods·. No a.ttempt is being ma.de in this section 

to discuss the exact nature of relationships between all the 

v a r i a. b I e s • E f f e c t o f i n s t i t u t i o n a. l h o I d i n g o n s e v e r a. I v a. r i a. b I e s 

together wi I be examined in the latter sections~ 

(c) In the industrywise a.na.lysis, Chemical Industry shows a 

completely different picture when compared to . the other two 

industries. It should be ca.utioned here, that findings relating to 

'Textiles' and 'Engineering Industries be considered with some 

res.erva.tion. Textile firms include, cotton, synthetic. silk. woolen 

a. n d a. l s o j u t e t e x t i I e s . T h o u g h a. I I t h e s e ·i n d us t r i e s c e.. n b e g r o u p e d 

under the broa.d heading 'Texti I es', yet industry structure 3nd 

characteristics for a.ll these industries a.re different a.nd might 

lea.d to a possible source of bia.s in the findings. The sa.me logic 

~- applies to Engin~::ering Industry which inc I !.ldes 'General 
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Engineering', R E I e c t r· i:: a I e q u i p ;;; '"' ! 1 t. s ' a.nd . .:; nd 

structures'. 

(d) For the textile industry, most of the perform.:;;nc:e 

variables are negatively correlated with institutional ho!ding. 

Even growth rate of sales and debt equity ratio, whi·ch had pr,sitive 

results for the total sample, shows significant neg~tive 

relationships. Out of the 18 cases. tested, 8 cases ciE-"rnOflc;.t.r.~de 

significant negative rela·tionship. This points out tha.t in .=., \,,ay 

corporate inefficiency in this industry rises with institutional 

holding. 

{e) No significant relationship between holding and perfbrmnce 

can be observed fr·om the results in the Engineering Industry. The 

results for t.he two periods show, that. though the assciciation 

between holding and per-formance is small, yet in genera.!, i t is 

negative. These result are again in conformity with those obtained 

in Chapter lll. The exception here :is the valuation ratio !X
9

), 

which unlike the other industries show a positive relationship. 

{f) As mentioned ee<.rlier in Chemica.! industry rel3.tion·.:;hip 

between holding and performa.nce is positive in most of the cases. 

It is in 1:;ontra.st to th•= results of other two industries. In 6 of 

the 18 ca.ses b;;sted, this is a. nega.tiiJe relationship. Valuation 

ratio when correlated with holding shows the highest negative 

correla.tion coefficients a.nd is significant for the 3 year period 

at 10% I eve l. Deb t .,. .E q u i t y r a. t i o has positive co~relation 

co-efficients; a..nd in ·one C3.se it is significa.nt a.t 10%. This is a. 

sign of increa.se of risl<ines of the firms with rise in 

institutional holding. On an aggregate, results obtained for this 

industry are mixed and show ~orne deviation from the results of the 
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other industries. ln this case with a. lower profita.bility figure 

and higher grouth figure, the behaviour of F.m.o. firms do give us 

a slight hint as behaviour like management control led firms. 

Above analysis though reveals some information, yet it is 

based on the assumption that institutiopal ownership is the only 

factor that influences the performance va.riables selcted for the 

study. Apart from equity holding, it is natural that a number of 

other variables rela.ting to market structure, size of th•? firms, 

con centra t ion etc. a 1 so may a f f e c t the perf or rna n c e of the f i r m s . 

~-· A g a i n the i n t e r a c t i v e e f f e c t s o f the d i f f e r en t v a. r i a b l e s t a k e n i n 

this study cannot in any case be ignored. Therefore proper 

statistical techniques that can rea.lly find out the effect of 

institutional ownership on firm performance considering all related 

variables must be used. Thus in the next part of the a.nalysis 

Multiple Regression Analysis has been used. 

Multiple regression analysis deals with the estimation of 

the conditiona.l mea.n of a ra.ndom va.ria.ble, Y, from sev•?ra.l X 

va.ria.bles, ra.the r than from a. single l{. Sta.tisticians ha.ve 

formulated different ma.thematical models for this 

technique. These model·::; differ from one another primarily in the 

assumption about the va.ria.bles they include. The ba.sic equa.tion 

relating these variables may be written as; 

0 + :? X + 
0 I 1 Ll 

. 0 X + e 
p Lp J 

• This equation states that the Y value for the ith~ individual is a 

115 



L 

:.,, 

function of P + 1 consta.nts, the 0 the va!1.,.tes for th':e ith 
·:. 

individual on P independent variables, the X and an error e. 
p J 

This equation can be expre~sed i~ matrix from 

r Y1) 
y 0 : 0 X = 

l 
. 

J 
Yz 

In the equation 

(1 
= 0 : 

(j 
'o 

Ll 

y = x (i + e ....•.••...•.•. where 

X 11 X V' ...... X I (e 1) (0 l ..:.. : lp 0 0 : 0 0 0 ; 0 0 e = = 
X X X J le J LOPJ n1 •") .. n..:.. np n 

•• G 
p ar-e the r·egr·ess ion eo-eff icients to be 

estimated and y is th dependent var-iable and ;:.. r· e the 

independent vari~blas. 

For the present analysis regression approach has been 

adopted because of it's clear commonsense interpretation, wide use 

and scope of direct application to the problems under 

consideration. '.lith the help of this approach it would be possible 

to detect the actual influence of institutional ownership over firm 

performance. 

The other. parameters connected with mul tip! e regression 

have also to be introduced. Under the assumption of multivariate 

normal distribution of variables y, X 1 • X 
p 

the multiple 

correlation co-efficient(Rl represents the ma.x i mum inear 

correl;:~.tion betVJeen y Cl.nd a. l inea.r combina.tion of X X 1'.. . • p (J 
p 

that m;:~.ximise R, a.re the elements of the vector of f'egression 

co-efficient in multiva.riate norma.! distribi.Jtion. The va.lue of R 

lies in the range of 0 to +1, unlike the cases of bivariate product 

moment <::orrela.tion 'co-efficient I>Jhere -1 < r ~ 1. Futhermore. when 

some X's are correlated poiitively and some negatively, VJith y, it 

i s n o t a. p p r o p r i :s. t e t o co n::; i d e r d i r e c t i o n a. l i t y i n e x p r e s,!oi t\>~ t he 
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relationship between y and a inear combination of Xs. 

The a.bove prl)p~:nty imp! ies tha.t the square of · R (the 

multiple co-efficient of determination) expresses the proportion of 

the total Y va.ri.::c.nce a.ccounted for by the linear rela.tion·;;hip 

between Y a.nd Xs. The higher R
2

• the grea.ter the percentage of the 

variation of Y exblained by the regression plane. 

To test the significance of R
2

, generally the F statistic 

is used. If the null hypothesis H 
0 

R
2 

= 0 is true, the ratio of 

the mean square for regression to the mean square for error has the 

,_-- F distribution with P a.nd n-p-1 degrees of freedom. Thus the value 

of the test statistic. 

F 

where 

2 (n-p-1JR 

n = number of observations 

p = number of independent variable~ 

may be compa:c·ed with the critical value F 
1-d:p,n-p-1, 

to test the 

nu I 1 hypothesis at the u level that the population multiple 

correlation equals zero. 

To test the serial independence of the error terms, the 

Durbin-Watson statistic ([l, W.) is used this test is specially 

applicable to smal I samples. 

It is measured by, 

d ::: 2 ( 1 - p ) where p 

If there is no autocorrelation p = 0 and d - ,..., 
- L.. However, the value 

) of D.W. may lie betwro~en 0 a.nd 01. depending upon the n<>.t.ure of 
~ 

a u 1. o •::' o r r e I a. t i o n . 
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4.3blSelection of & Discussion on Variables for Multiple Regression 

-------------------------------~----------------. ----- -----

As stated earlier, apart from. institutional ~1olding a 

number of other variables mainly relating to market structur·e and 

size also influence the performance of the firm; After C3Jefu1 

consideration, the .variables that have some effec't on different 

performance indicators are selected and. discussed below. 

Explanatory va.riables of profitability mainly relate to 

market structure, concentration ratios, barrie$rs to entry and 

··......,--~ size. High concen·tration r·atios, barriesrs to entry are generally 

expected to have association with higher profit~bility because they 

allow control over.market prices. Large mar~:et shares give firms 

the dual advantage of share based product differentiation and 

increased bargaining power by operating in oligopolistic groups and 

thus, consequ~ntly yield high profitability. Empirical studies 

showing relationship between these variables and profitability are 

contr·ad ictor·y, Therefore the magnitude and direcion of the 

association that might exist 'between the variables is sti 11 not 

~· 
explicitly ·known. A brief revie\v of some c,f ·the studies :in this 

context would be now appropriate. 

L.W.Weiss 119631 after studying US manufacturing industry 

r·.· 1 9·4 9- 58 , f o u n d t h a t a v e r a g e a f t e r,.. tax p r of i t s as a p e r c en t a g e o f 

shareholders' equity was strongly and positively cor:r·elatecl 1dth 

con c en t r· a t i c, n . K • D . G eo r g e ( 1 9 7 1 ) . s t u d i e d the r e l a t i on s h 1 p be t IJ e en 

profits, concentration and barriers for slow and fast growing 

companies. Major findings of the study we!'e high concentr:::d.ion 

and barriers to entTy and important variables explaining the 

v a r· i a t i o n i n t h e I e v e I o f p r o f i t a b i J i t y be t ween i n d us t r i e S·. T h e r e 
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is a significant re!ati6nship between profitability and growth, and 

the relationship between concentration, barriers and profitability 

also holds within groups ofi industries ciasified accor·ding to 

growth rates. Kamerschen 119681, Col \ins & Preston 119661, provided 

evidence supporting the thesis that the relationship between 

concentration and profitability is linear. Again empirical works by 

Bain 119511, Mann (19661, Schwartzman (19591, demonstrated that 

barriers to entry and concentration ratios apparently exert 

independent and significant influences on rates of return. 

In contrast to these posi~ive results Stigler ( 1963) 

found no relationship between prof i tabi 1 i ty and four firm 

concentration ratio in U.S. manufacturing industries for the years 

1947 to 54. Katrak' s { 1980) study in the Indian context also 

revealed the lower profitability was associated with high 

>y:: .. concentration. He argued that highly concentrated industries were 

subject to high degr~e of antimonopoly regulation and thus showed 

·~..·: lower profitabi 1 it.y. However Sawhney and. Sawhney I 1973) found a 

,·, direct relationship between profit rate and concentration in a 

lar·ge number of Indian industries. Again inconclusive results in 

this respect were reported by the study of Gupta (19681. 

However, the major difficulty in computing concentration 

·· ratios is that firms, and par·tic1..llar·ly large firms do not i it 

neatly into a particular· industry. Using a three digit. 

classification involves including many firms much of 

activities 1 i e outs ide those indust.r·ies to which they a. re 

classified, while a 2 digit classification includes a wide variety 

of market types in terms of bot~ 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 METP and 

Non-MRTP Companies as a proxy to measure their market power. Dummy 

variables 0 and 1 have been used respectively to identify the~~e 

firms. ln the lnclian context, we belieye, 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 between profitability and 

size. Samuels and Smyth <1966) examined a sample of 1813 UK 

companies and found that profit rates and size of firms were 

inversely related. The results of Singh and Whittington's ( 1963) 

study was based on more extensive data and a larger numtz,G>r of 

tests. They used t1~c' measur·~:·s of profitability, pre-·tax ~·~.t;:-· uf 

return on net assets and post-tax rate of return on equity assets. 

The author found that, in general, the degree of disper·sion of 

profitability decreases with the size of the firm, which is in 

consonance with the results of Samuels 8< Smyth. T'hey detected a 

slight tendency for profitability to rise with size, but since the 

differences on aver·age profitability between class sizes \,,ere on 

the whole statistically =·ignificant, they concluded that there is 

no systematic relationship between average profitability and size. 

However, in contrast to these studies Hall & Weiss < 1967 l found 

that size does tend to r·esult in high profit rates. Though, there 

are contradictions, yet one common feature for all the studies were 

size was measur·8d eith.:·r on the basis of net assets employee! or 

sales. 

Cln the basis of Downie C195Bl Penrose ( 1959 J Marris 
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(19641 approach, one could logically expect that there e:·:ists a 

dual relationship bet\.Jeen g:rm.,rth and p:r·ofitabi1ity. On the one hand 

profits are necessary for growth and hence the mo:r~ profitabl~ the 

firm, the more rapid the maximum possible :rate of growth on the 

other hand, growth eats into profits and hence faster the r·a.t . .:o• of 

growth the less profitable the firm. Thus growth depends 

profitability ·and profitability depends on growth. References to 

empirical studies will be made later in the discussions that. 

f 01 1 ow. 

Other than this variable there is of course, the 

percentage of equity holding by financial institutions that c.re 

expected to afft:•ct firm pr·ofitability. ln the simple corrt:•latio::Jn 

section will reveal what is the actual relationship of these 

variable together with the other variable stated above. 

X 1 = ~ + ~ 1 E + ~~A + ~3 S + ~4 X~ + ~~X 4 + ~6 MR 0 .:::.. . ~...... ::.; :,1 

where xl =pre-tax profitability 

E = percentage of equity holding by financial 

institutions 

\ 
A = assets in the b~ginning year 

S = sales in the.beginning year 

x3 = Gro\o~th rate of assets 

x4 = growth rate of sales 

MR cl urn my <Jariable indicating MRTP .company 

The explantory vai'iables for post-tax profitability shouc! ·remain 
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same as those of pre-tax profitability. However, there is the need 

l to include one more variable, because this variable he!ps in 

of This var·i::1hl•· i: !hu 

regar·ding 16verage have been advan·ced by :researchers like David 

Durand 119591, and Modigliani and Miller (1958). Without going into 

the details of these theories it can be said debt-capital acts ~s a 

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 l 

:',:.': and for Firm 2 [ C: :: D + E J where 'E' means equity and '[!' debt. 

If 'R' be the rate of return on capital and '1,' by debt interest ,, .. 
,._. 

:<:· rate (conditions R > I l, then ·-

~. 
:--~-~--. 

_.,::.-:.· 

·,,' 
'-. ~ 

; 
' ... _ 

Post tax profits of Firm 1 = 2ER (1-Tl 

Post tax profits of Firm 2 = RE + D(R-1) ( 1- T) 

This a very simplified model and does not include variables !ike 

the cost of capital, provision for depreciation etc., but it is 

sufficient 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 equation 

taking post tax profitability (X..,l as the dependent variabie ca·, be 

formed. 

X = 
2 

(i + 
0 

+ (~.,A + 
""' 

.:... 

_, c + ") X + 
f:i,:'l...J (', 3 ..... 4 

-~ X + r:.; MR 1·s 4 1 ~6 

The variables ha.ve the usua.l meanings a.s before a.nd x
7 

is the 



debt-equity ra.tio. 

Ciil Growth 

Growth of firms as stated in the discussion on managerial 

theories does not solely depend on the type of control, but on 

several o.ther .factors like size, profitability and investment 

opportunities. These factors differ greatly accross firms and 

industries. However, previous researchers have assumed that firms 

within the same industry have similar investment opportunities. 

This assumption wi II be applied in the present analysis also. 

Marris (19640, Baurnol (1959) and Radice (1971) in th2ir 

studies were .mainly interested to show the impact of contr.ol on 

~~ 
; the growth of the firm. Findings of these empirical studies are 

completely in line with the mangerial theories of the firm that 

emphasises manager's attempts to .maximise firm growth subject to 

some minimum performance criteria. AI ternatively studies by Elliot 

(1972), Kamerschen <1966J and Kania & Mckean (1976) in this r.:::ospect 

have mostly remained inconcl~sive. 

A systematic relationship between the rate of growth and 

~ size of firms might take lhe form of an association beb~een avE~r3ge 

rate of growth and size class o~ between the extent of dipersion of 

growth rates and size 
. 1 

class. Empirical studies in this respect do 

give some conclusive results., Samuels (1965) after examining a 

sample of 400 firms in U.J<. (period 1950-51 to 1959-60) found that 

larger firms \~ere gro1.,ring at a significantly faster rat_e than 

smaller· firms. He also found that the degree of variability cf 

growth within a given size class did not differ between larger. and 

(_ smaller firms. ~:ingle and Whjttington (1968J conclude that their 

:::: i_ u d y cl o e s n o t: s u p p o r· t t h e e x i s t en c e o f a s y s t em a t i c r e 1 a t i o n s h i p 
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tween average growth rates and size of the firm, a! tough they 

~note a tendency for· the largest fir·ms to grow faster. On the other 

firms above a certain minimum size were found to have a lower 

variance of growth rates and more uniform rates. of growth, than 

smaller firms. This part of the conclusion conflicts with Samuel's 

. 2 
study .• Again a well known study of the· United States provides 

for the Cambridge Study's conclusion. Hymer and Pashigian 

(1962) found that average grow~h rates did. ~ot differ for firms of 

different sizes but there was a systematic tendency for varianc~ of 

~rowth the decrease with size.
3 

It was mentioned in earlier discussions that there exists 

·a dual relationship between growth and profitability, i.e. growth 

depends on profitability and profitability depends on growth. In 

. empirical studies, according td Eatwell ( 1971), "when we examine 

the contem.porous I ong run average growth-prof i ta.bi 1 i ty r.ecords of a 

-cross-section of corporations, we should expect to find a scalter 

engendered by the simultaneous operation of the two rela_tionships 

· .. d i s cussed above , w h i c h i n s i m p 1 e 1 i near f or m, may be f or m u I ate d · i:.\ s 

G = ot + (Jp + c 

P = y + 6G + tJ 

. However, testing of comprehensive models embodying these 

relationships in which gr01.,rth and profitability are simultaneouiy 

determined has so far not proved posible. Singh and Whittington 

( 1. 9 a 6 ) e l< p 1 i c i tl ~ d is c:l a i m h a v i n g at tempted to do so. They d i d 

however e~amine the relation-ship between the two variables on the 

assum~tion that piofitability expla.ins growth. They tried o.n 

several regression models :a.nd found tha.t a simple linear 

relationship betwesn the two variables on the assumption. th~t 
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profitability ·~Kpl;::.in:·; growth. They tried on several r-egr·~s:-:;ion 

models and found that a simple linear equation relating growth to 

profitability was most appropriate. Post-tax returns on equity 

'·provided a. better 'explanation' of growth than pre-tax net a.ssets 

return. On a.vera.ge, profitability was found to 'explain' about 50% 

of the variation in growth rates between firms, a 1% point increase 

.in post-tax equity return being associated with a 0.7% point 

increase in growth rate. From the above results it is evident that 

.. a strong pas i tive relationship exists between growth a.nd 

. prof i'tab i 1 i ty. 

Another important, variable which should be included to 

explain asset growth is 'retention ratio (X
5

>. 
'jc•"• 

··inte~nally generated funds are one of the most. important so0~ci~£ dt ;~_:· 

Consequently, the determin~~~~c:n .;_;',~;fu~f;!;;,'< financing capita.! investment. 

the retention policies of a firm will be i decision of considerable .. ;. 

dmportance for the firm's future gro\oJth prospects. The assumption 

of linear relationship between growth and retention ratio was used 

, by Gordo.n ( 1962) , in his dividend model, where he sta.ted that 

'g = b',. Here 'g' eymbodies growth rate, 'b' the retention ratio 

, ·and 'r' the rate of return on equity. 

Thus, ta.king into consideration the va.ria.bles discussed 

· : a b o v e a. n d t h e e x t e n t s o f e q u i t y h o 1 d i n g by f i n a c i a. l i n s t i t u t i o n s a. s 

the explanatory variables, the following regression equa.tion ca.n be 

formed . 

Again, for explaining sales growth, instea.d Clf including 

X inclusion of the 
s 

dummy va.ria.ble a:c::counting· for mar·ket power 

should be proper. Thus the equation can be written as 
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(iii) Retent:ion 

The dividend decision of a firm is influenced not only by 

quantifiable factor such as rates of :return or· cost of ca!=·it.al as 

Gordon ( 1962 l · and Walter ( 1Sl63) suggest, but also b:; 

subjective variables like ( i ) managements• attitude a1'd··. t i i J 

Current dividend pay-out practices in competitive 

previous discussions on gr·owth of firms, indicate that, internal 

financing or retention of profits is a primary factor in asset 

acquisitions. Again Walter ( 19631 and Gordon ( 1902) infer that for 

a growth firm, (l.e. where rate of return is greater than the cost 

of capita.ll, the optimum retention re<.tio is 100%.
4 

According to 

them, a.s sta.ted before 'g = br', a.nd if under a.ny circumsta.nce we 

assume that the growth ra.tes a.re predetermined then b = glr, i.e. 

retention becomes a function of growth a.nd returns. Ht::JWe~·er in 

con t r ad i c t ion to t h is , Mod i g l ian i a. n d M i i l e r C 19 6 1 l s u g g e s t t h a t 

under Ct:>nditit::>n of perfect ca.pita.l ma.rkets a.nd absence of ta.xes. 

divided policy of a firm is irrelevant. 

Again, since dividends are paid out of after tax prof1ts, 

therefore, it is but natur.:d to infer tha.t the retention ra.te is 

also influenced by it. However, a.ny regression involving post-ta.x 

profita.bi!ity a.s expla.na.tory variable of retention ratio, (which 

a.l s 0 conta.ins the sa.me a.s numberator) ma.y conta.in spurio.us 

correla.tion since th•? identica.l va.ria.ble post-ta.x profits a.ppea.rs 

on both side of the equation. 

The inclusion of th~ above stated variable also draws in 
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tht? det>t- equity r·alio. Debt-equity ratio a 

r•TOfits a.nd hence lnc!i re·:·;_ !y ;:.,f tel'- t.;::,>.; '_.f . :....:_: 

;;, f f e c t. s; U: 2 r· c: t en t L.1 n .r :_,_ t i G • · F rom another an g 1 e, i f a f i r m can d raw 

more funds from the capital market, suppose in form of debts it 

·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 6n the availability 

of cas h or o t h e r s i m i l a r·. l i q u i d as s e t s • I t can be i n f e r r e d t h a t 

1 owe r 1 i q u i d i t y o f a f i r w ··vi o u l d d e c r e as e t h e pay - o u t r.:;,. t i o o r 

conversely wuuld increase the retention ratio. Though such 

strai ghtforwa:c·d 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 wuuld be int~resting to know how institutional 

holding, together with these var•iab!es, explains the vari;o.td I i ty in 
' ·. 

' . ' 
retention ratio. This would bring out wheter financial in~titutiqns 

prefer to have current dividends from compani~s in which they hold 

equities, or they prefer to w~i~ for future capital gains. 

On, the basis of the above discussions, the• rep:c·ession 

equation taldng retention ratio as the dependent variable ca.n be 

formed. 

where the variables have thefr usual meanings 

I 

·i 

(ivl Return on Net Worth 

This r·atio measures, . the rate of return on .... 
equ1~.y 
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investment. J '\ l't::' :·1"./ D f •.·:18 eal.it.H studies, earnings to equity 

e q u i t y ,-, ~.;:; r.:. :.: ·.; 'i u:: , .. J ;_ ·.:• me a~; u r e t.: : f i c i en c y o f the f i r m i n s tea d of 

prof i t r· d. t s . Ci ~J'.' ; o u ;:: l :, , ·r· 'c· t u z· n on net worth has a d i r e c t r e l at i on 

with profit rate, because the former variable is only a· part of 

post tax profits. Therefore the variables that· could ~~plain 

p o s t- tax p r o f i tab i I i t y c a n e as i I y ex p I a i n r ·e t u r· n on n e t w o r t. h .. 

Special mention here may be made to .leverage or debt-equity ratio 

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

up. This can be understood from the following equation. 

EAIT 
Earnings on Equity = = r<!-tl 

E 

D 
+ ---(e-il 

E 
( 1- tl 

where EAIT = Earnings after Interest & Tax, E = Net Worth 

r = rate of return, D debt capital, i =rate of debt interest and 

t = rax rate. 

·.This simple linear relationship shows us that earnings on equity 

increase with increase in leverage. 

Thus from the above discussion the following regression 

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

be formulated 

(the· va.ria.ble have their usual meanings) 

The effect of 1 ev.,erag e on post-tax profitability, 

retention policies and return on net worth have already been 

discussed. Basically, this variable is one of the most important 

factors that effecl ~ajor i n <:l n c i a I cl e c i ::; i o n s o f c o r· p o r a t l':' b i • • i i ,._. ::: . 

It is }.:noloJll that post-tax profitabi"lity is affected by 

DIE ratio, but whet.er the c;onverse is also true remains to be 

explored. However, assuming that a firm wishes to maintain a stable 
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:. ··• EPS, th:r·9ughout a certain pe:r·iod, then it has to monitor the DIE 

constantly with the help of EBIT-EPS analysis technique. This is 

~~ore relevant in situations of fluctuating returns ~nd changing tax 

·r~tes. Therefore, under these conditions, post-tax profitability 

fk~~F:m 
explain variations in DIE ratio. 

Two other important factors governing DIE ratio are 

~~ ·,·~::·~', :· 7• I ; •, ' 

(il the g:r·owth and stability of sales, and (iil liquidity of a 

A firm, with stable or increasing sales; accompanied by a 

tu:r·nover ratio can employ a high degree of leverage, 

it's debt-ser·vicing capacity will also be high. On the 
,~?Y<r~::,: .: ~- ::~-·: 

~J>.'_·other side, if the firm's sales a:re unstable, and if in such 
:.:::·· ~~ -,. ~. 
:~~·:>·: r' 

':····::'j;ituations trse debt collecting period is also large, then obviously 

it will affect the liquidity ratio. In such situations firms will 

to have lower leverages on account of their· lower 

~bt~servicing 6apacity. 

Again, the a v a i 1 a b i 1 i ty of funds, specificc..lly 

debt-capita 1, is likely to be influenced by the size of the 

-company, (either measured in terms of sales or assets bothl. 

Generally, small companies have lower creditibility and therefore 

·qan raise loans at higher interest rates and less convenient terms. 

companies must therefore depend more on share capital and 

.;, r eta i ned ear n i n g s f o r· f i nan c i n g the i r p r o j e c t s . B i g g e r com pan i e s , 

\ 

on the other hand, have the innC~.te power- to draw in morE• lc•<:,ns 

either through li¥isons with the financial institutions or f1om the 

capital markets by promising lucrative facilities. Study 
... F~ 

reports- on 
. .'· 

, Indian capita.! mar·ket show that new and sma.ll firms depend on 

equity, but esta.bl ished firms de·pend on debt ca.pital. IJne of the 
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reasons for this is, [a.r.ge firms have the fea.r of diluting t.h•::-ir 

equities ba.se. 

Lastly, in l i ne \y i t.h these variables, financial 

institutional equity holding may also have some effect on DIE ratio 

of firms. Multiple Regression Analysis wil 1 help bring out how much 

institutional holding can affect variation in DIE ratio. 

From the above discussions, the regression equation 

taking E/E ratio as the deperident variable can be formed 

,___..(vl·) L' 'd' t _!9~!_!_~ 

Liquidity as a financial varia.ble has two dimensions 

(i l the time necessary· to convert an asset into money; and ( i i l the 

degree of certainity associated with the conversion ratio, or price 

realised from the asset. ln absence of liquidity the firm can 

become technica]ly 6 insolvent , and creditors can step in to realise 

the value instantaneously by liquidating the firm. 

Thus in orcier to avoid such condition, it is necessary 

~·· t~at the firm should have a stable or growing sales accompanied by 
~ .. ' .. 

•i,(· smal debt-collection periods. Low sales and high clebt-collectir)n 

periods usually fail to replenish the stock of liquid resources. 

Higher debt in the capital structure also has an effect 

on I iquidity, because debt interest ·paid in cash drains the cash 

reserves of a company. 

Again, thE> ~iquidity position of a comapany may be 

j eopar·d i zed by executin·g irr-ational dividend policies. Higher 

pay-out ratio has al1~ays -an adverse effect on liquidity. Brittain 

(1966) found that f,:,r· ;:.,_ ;;:.::;.mpre of forty ·Jarge fir·ms over t_ h.:_ .. 

l 
1920··60 period, rete~tion was positiv~ly r·elated to corporate 
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liquidity. 

Other than these variables,- it would be interesting to 

find whether i n s t i t '-' t i o n a l equity holding has any effect on 

liquidity. 

Thus the regression equation that can be formed is 

<vii) Valuation Ratio 

At this stage it is \oJorth mentioning that there ar·e so 

many factors that might influence the value of shares that it is 

difficult to quantify or enumerate all of them. Valuation ratio can 

be thought of as the p~ice of common stock normalised across 

companies in terms of asset per common share. With this in mind the 

subsequent discussion concerning the relationship between the 
,, ·. 
'1' 

valuation ratio and other explanatory variables are made. The 

actual value that ultimately emer·ges in the stock market depends 

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

value shares properly. Empirical studies have been conducted to 

find out relationships between valuation ratio and other ratios 

--,( like profitability, growth and r-etention. Some of these are briefed 

below. 

According to Marr-is 11964J, the market value of .=. firm's 

existing shares will depend upon the expected prc,fitabilit.y_ of the 

projects to be undertaken. If the stock market expects the 

prof i tabi 1 i ty of investment to be high enough, t.hen price of 

existing shares wil stay the same or· wil r·ise. If, on the other 

hand, the expected profitability is below that needed to sustain 

earnings on existing shar·es, the price of these st1ares wi 11 fall. 
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This la.tter phenomenon is known a.s 'dilution'. 

Again Lintner ( 197 1) developed a model of purely 

competitive stock market in which the current ma.rket v3lu.:; ,~,fa 

firm's equity is a. function of the current dividend, th<:; expected 

growth ra.te, the variance of the growth rate a.nd the rat•? of 

increase of the '"ariance of growth ra.te with time. Thus, a.long with 

growth ra.te, t.h•? r8t•:?nt.ion policy of a firm has important b8aring 

on the valuation ratio. 

R ad i c e ( 1 9 7 1 l d e v e l o p e d a s i m p 1 e rn o d e l i nco r p o r "' t i n g t h e 

relationship bet1veen valuation ratio and growth rate, \vher-e he 

showed that, first valuation rate increases with gro1.,rth rate. but 

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

the following diagram. 

t • 
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\ \ 
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\ \ \ 
\ \ \ 
\ \ 

. ~' 
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valuation function as 

= Dlgl.Yigl = ylgl 

whe:r·e Dlgl i:; a general 

Her·e J 
3

, J 
2 

and J 
1 

represent the 

managerial incl~fference cucves. 

The growth-valuation function 

underlying the 'valuation curve' 

specifies the nature of 

relationship between v;:..luation 

ratio and rate of growth. Radice 

( 1971 J expressed the gro1vth 

dividend function in which current 

dividend f irs t rises a.nd then fa.lls ~ ·-co . .::> 1 ,:t' 
0 

7 
increases. Since D 

eventually fal Is ~nd Y 1ncreases, r may have a maximum ly max) with 

respect to I o;:t I 

0 ' 
d.S given in the figure. 



With these discussions, on profitability, g r Cl\·~'- h · a. n d 

retention, it is .:.!so felt tha.t.the variable 'return on net wor-t_r-,• 

be included in the repression equ.a.tion, because it is expected, 

like profitability, a higher return on net worth may have a 

positive effect on market value. 

Other· than these, institutional holding may also be abie 

to explain variations in valuat"ion ratio. In simple corr~lation 

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

Thus, the repression equation can be ·farmed as· 

~· 

xg 

I n the a b o.v e d is cuss i on s a. n d form u l a. t ion of re~ression 

equat·ions, different variables in various logical combinatlons have 

been used. Though the number· of eKpla.natory va.ria.bles for· the 

dependent va.ria.bles a.r·e not a.lwa.ys exha.J;stive, yet it is felt tha.t 

keeping into view the scope of the study, these combina.tions will 

suffice. The objective of 1: h i s a. n a 1. y s i s l .. -;") to bring out the effect 

o f i n s t i t u t i o n a. l h o l d i n g Q n '·J 8 r i o us f i n a. n c i a. l v a r i a. b l e s ; i n c l us i o n 

of a large number of explanatory variables would have unnecessaiily 

complicated matters. 

' .. ·. 

.', ., ... 



TABLES- 4.3 

RESULTS OF MULTIPL~REGRESSION ANALYSIS 

PERIOD 6 YEARS 

s A· E t1R X4 R F i). w. 
Industry ------------------------------------------------

Partial Correlatio~ co-efficie~ts a~d t values 

-------

Text- 0. 115. -0.053 -0.1!+1 0. 132 0. 143 0.286 0.526 1. 5:31 1.624 
iles 0.566) ((1, 260) (0.696) (0.652)(0.708) (1.462) (0.277) 
N=31 

·~: 

Engine 0.242 -0.233 -0.069 0.042 0. 117 o. 145 o. 3.59 0.447 1. E.>92 
e~ing (1.052) (1.017) (0.292) (0.177) (0.499) (0.622) ( 0. 129) 
N£2'b--

Chemi -0.256 0.229 -0. 115 0.256 -0.202 0. 199 0.412 0.272 l.r:J13 
ca.l s (0.758) (0.668) (0.051l ( o. 148) ((1.582) (0.576) ( 0. 169) 
N=15 

s A E X4 MR X7 R F D.W. 
Industry 

Te;(. 
iles 

Partial Correlation co-efficients and t vaLu.es 

------------~--------------------------------------

o. 127 -0.070 -0.066 0.212 0.264 -0.012 -0.076 0.518 1.203 1.721 
(0.616) (0.3:37) <0.319l!l.043l (1.311)(0.058)(0.365){0.268) 

N=31------------------~--------------------------------------------------

Engine 
ering 

-0.262 0.305 -0.059 0.451~ 
(1.1121 (1.318) (0.245) 12.082) 

0.312 0.461b -0.251 0.843 5.952° ~.012 
( 1. :34 7) ( 2. 14 1) ( 1. 067) ( 0. 7 11) 

N=25 ______________________________________________________________ __ 

C hem i 0 . 2 6 5 - 0 . 14 1 - 0 . 1 :3 2 · o . 2 2 8 - 0 . 1 12 0 . 3 3 2 - 0 . 1 4 8 0 .. 5 1 1 0 . :3 5 4 1. • 6 9 7 
' c a l 's ( 0 . 7 2 6 l < o . 3 7 7 l < 0 . 0 .'3 5. l r 0 . 6 18 l r 0 . 0 2 9 l 1 o . 9 2 9 l r 0 • 3 9 9 l 1 0 . ~: !-3 1 l 

N=15 ____________________________ ___ 

1 :?, 1-l 



Industry 

·Text­
.. il es 

s A E X2 X5 D.W. 

Par·tial. Cor-r-ei_.:.z.ti.on co-effici.ents- and t uai_ues· 

------------------------------··-·-··---

-0.220 0.28:3 
(1.129) (1.477) 

-0.41.8.;: 
(2.256) 

0.:368c 
(1.977) 

0.321 
(1.696) 

1-. 
0. 619 :3. 10'::!- 1. 862 

(0. 38:3) 
N~31 ____________________________________________________________________ ___ 

~ngine ~0.232 0.205 
ering 11.041) 10.913) 
.N=25 

::~-· 

Chemi 
cal s 
N=15 

-0.515 0.455 
( 1. 804) ( 1. 531) 

s A 

-0.079 
ro.:347l 

0.360 
(1.1':>7) 

E 

0.413 
f1.978) 

0. 138 
(0.417) 

X2 

0. 29:3 
(1.335) 

0.294 
(0.924) 

MR 

0.469 1.071 
r0.220l 

0.641 1.2C::.::. 
10.411) 

R F 

1.542 

1. 877 

D.W. 
Industry ------------------------------------------------

Par·t ial. Cor·r-ei_at. iorL co-effie ients and t uai_u.es 

-------------------------------------------------------------
~xt 
i 1 es 
N:31 

Engine 
ering 
N=25 

Chemi 
cals 
N=15 

-0. 676•.:1. 
(4.593) 

-0.6280. 
(3.518) 

0.634 
a. 

(4.097) 

0.61:3°' 
{3.384) 

-0.465b 0.329c 
(2.575) (1.742) 

-0. 116 o.-364c 
r0.508l r1.7':>11 

-0.665b 0.566.;: -0.001 0. 122 
(2.519) (1.93'::1) (().001) c Cl. :.359 l 

1.:35-

0. 108 
(0.545) 

o. 119 
r0.520l 

0.075 
(0.225) 

0.784 
(0.616) 

0.676 
r0.457l 

7.99:3u. 2.010 

·c, • b \ QC ·-·. 194 1. J,_,,_, 

0.565 0.936 1.597 
('Q. Jtj.::;~) 

I 
. I 

I 

' 
I 
I 
I 
lr 

l 



E X2 X3 X7 X8 F 
· l .n d us t r y - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

Text­
iles 
N=31 

Engine 

ering 
N=25 

.._______ .. 

Chemi 
cals 
N=15 

_Partial. Corr·el.aLi.on c.o-effi.ci.en.t.s and t uat'I.J.es 

-0.380c -0.140 0.325c 0.035 
(2.052) (0.706) 11.717) (0.173) 

-0.094 0.006 (). 162 -0. 05:3 

(0.041) (0.024) (0.714) ( 0. 231) 

0.277 0. 119 -0.176 -0.089 
!0.867) !0.362) (0.535) (0.268) 

s A E X ·::; ,_, 

-0.007 
(0.035) 

-0.093 

(0.405) 

-0 .. 316 
(1.002) 

X4 X7 

0. 433 1. 1 =' 5 
(0. 187) 

0.201 0. 160 

(0.040) 

0.44:3 0. 4.39 
( o. 196) 

F 
Industry 

Partial. Correl.ati.on co-effi.ci.ents and t ual.'Ues 

D.W. 

1. 375 

2.692 

1.468 

D.W. 

·------------------------ : 

Text­
~Jes 

N=31 

Engine 
ering 
N=25 

-0.085 
(0.417) 

o. 0.35 
( o. 169) 

-0.259 o.:345c 
( 1. :317 ) ( 1. 802) 

0.278 -0.228 0.173 0.437c 
< 1. 255 l ro. 995 l <.o. 746' r 2. 062 l 

0.021 
(0.010) 

0.431 
10.482) 

------=--=-'---"-'---------------------------------

-0.6980. 0.723 
(0. 405)' (0. 52:3) 

-0.482b 0.652 2.225c 1.899 
I 2. 333) ( 0. 4 25 ) 

Chemi o. 359 -o. 107 o. lE><) o. 160 o. 023 -o. 147 0. ~.7:3 o. 65:?. 2. 765. 
cals <1.089ll0.303l C0.429l ro.t>59) <0.066) <0.421l <0.273) 
N= 15 

1 ''lk 
J_ ·-· •.! 



s A E X2 X3 X4 X8 R D.W. 
tn~ust~y -~----------------------------------------------

Partial. Cor-rel.at i..on co-·effi.cients and t val.ues 

Text­
iles 
N=31 

- 0 . 15 8 0 • 0 9 7 - 0 . ::l G t(:: · 0 . l G ::. 0. 0 2 4 0 . 11 3 - 0 . 1 4 4 0 • ~i 6 ::. () . ~Jl t1 .l • ~~ 4 G 

Engine 
'8+-i-ng 
N=25 

(0.766) (0.466J(1.832l(Q.802)(0.116l(0.545) (0.6991 (0.284) 

0.246 0,201·· .0.C\L12 -0.414·:: 0.151 0.247 
( l. 044 l CO. 847 l CO. 172 l < 1. El77 l <0. 629 l ( 1. 05.3 l 

-0.008 
(0.032) 

0 . 53 3 0 . ~I 6 i3 
(0.284) 

1.535 

Cnsr.ii -0.062 o.337 o.3o4 -o.227 o:1o4 -o.::ns -0.349 o.704 o.9ec::. 1.911 
ca:ts C0.164l <0.945Jro;e45l!0.617l<0.275l!l.078l r0.986l (0.496l 
N~15 

s E X4 X5 X7 R F D. W. 
· Industry ------------------------------------------------
~ Part i.al. Ccn·r·el.at. ioh co-efficients and t. val.ues (R~l 

Text- 0.348c 0.279 0.404b 0. 153 -0.246 0.514 1.797 1.612 
iles (1.855) ( 1. 451 1 (2.207) (0.7731 ( 1. 26 9) (0.264) 
l'-lt~31 

...... ........,.~--. 

Engi11e 0.018 -0.566 -0.722 0.017 -0.045 0. 12:3 0. 0'::8 0.877 
e r.i ng (0.079) (0.21+7i ro.::ne> (0.074) (0. 1961 (0.0151 
N=25 

I 

I 

. Chern i 
. cal s 
N=15 

-0.244 
(0.754) 

-0.034 
(0. 102-l 

0.547..:. 
( 1. 959) 

-0.034 -0.230 
(0.709) 

0.642 
(0.4121 

1. 26 1 1. 7 42 ( 
< C>. 1201 

~ ----

I 
I 

I 
I 
I 

·----------I 



E X2 X4 X6 F D.W. 
Industry ------------------------------------------------

Text 
i I es 
N =:31 

----.£-n g i n e 
ering 
N=25 

' 
Chemi 
cats 
N=15 

( 

_Par-t.i.al. Corr6'tat..i.on co-effi.ci.erd.s and t val.-ues 

·o 401.::: ) 4q~1:.. - • (, C<• -0.2.81 0.:301 
(2.098) (2.701) <1.4:3:3)!1.547) 

-0. 059 0. 177 -0.381.::: 0. 466 
b 

(0.253) (0.762) ( 1.748) (2. 115) 

.~ 

-0.584- 0. :31!:· ·-0. !:·:39 -0.084 
1. 902) (0.9:37) ( 1. ec!:J l (().238) 

-0.21:3 
( 1. 071) 

-0. 17 9 
(0.773) 

-0.55:3-= 
( 1.875) 

-0.5110. 
(2.909) 

0. 77f..: r. 1 r;o·J 
l0.60Sl 

2. 11:3 

0.297 0.504 1. 0:?':, 1. 960 
( 1.321) (0.254) 

0. 133 0.82.7 :2. ess·- 2. 00~ 
( 0. 381) co.Be4l 
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:,Industry 
s A 

MULTIPLE REGRESSION ANALYSIS -------------------------------
C 3 - Year· Pe1··iod ) 

E t1R X3 X4 R F 

Par-tial.. Cor·r·el.ation co-efficients and t ·vaLues 

Text- 0.050 
iles (0.247) 

--;it::·3 1 

~ .. 

Engine o. 125 
ering (0.5331 

., 

N=25 

Chemi -0.:316 
.cals <O. 9401 
N=15 

-0.2.38 -0. 160 0.065 0. 593'::1 0.056 
( 0. 117 l c 0. 7 9:3) ( 0. :321) ( 3. 6 10) (0. 27:3) 

-0.108 -0. 159 0. 100 0. 194 0.044 
(0.459) 10.682110.4271 (0.8371 10. 186) 

-0.409 0.408 0.384 0.336 0.022 
(1.2671 11263) 11.176ll1.008l (0.063) 

0.721 4.:321() 
(0.5191 

0.320 o. 34:3 
(0. 103) 

0. 705 1. :381 
(0.497) 

D. W. 

1.976 

1. 311 

1. 961 

~ 
. I 

I 

~-------------------------------------------------------------------------s A E X3 X4 MR X7 F D.W. 
Industry ------------------------------------------------

Partial Correl.ation co-efficients and t valu~s 

Text­
i 1 as 
N=31 

-0.003 -0.042 -0.060 0.502b 0.089 -0.208 
co. 016 l w. 2041 ro. 290 l <2. 784 J .. co. 429 l < 1. 020 l 

Engine 0.187 -0.144 -0.066 0.254 0.018 0.130 
ering <0.7B5J<o.aoo> c0.274l <1.0831<0.075110.5421 
N=25 

~Chern i 
cals 
N=15 

0.261 -0.215 0.385 0.385 0.107 0.022 
co. 7161 (0.5831 { 1.104) (1.102) (0.286) (0.059) 

i 
-0,247 0. 6413- 2, 382 1. 776Cf 
( 1. 224) ( 0. 420) 

0.170 0.467 0.679 1.545 
(0. 7121 (0. 2181 

-0.057 0.660 0.771 1.852 
(0. 151 I (0. 4:36) 

' ' 



s A E X2 X5 F D. W. 
fndustry ------------------------------------------------

_Par-tial Co·r-1.··el..ati.orL co-efficients and t va~ues 

Text- -0. 185 0.247 o. 376·:: 0.5410. 0.229 0.65:3 3.7190. 1.720 
il es <0.918) (1.273) (1.987) (3.217) ll. 176) (0.426) 
N=31 

)'?fig i ne -0.091 0.081 0.006 0.369c 0.069 0.377 0.628 2.223 
~.ering (0.399) (0.355) ro.025l (1.731) {0.298) { 0. 142) 

·. N=25 
.-•. ".1 

Chemi -0.392 0.294 0. 28:3 0.451 0.295 0.588 0.95:3 1.678 
•1,ca 1 s (1.278) (0.925) ro. ze:3 l ( 1. 516) !0.929) (0.346) 
:~ N = 15 
'- :"· 

:/o:;· 

r:: ·. 
-----------------S---------A---------E---------X-2~--------7M=R~--------R~----~F~------[~~-.~W-. 

[ndustry -~------------------~---------------------------
< R:.l 

Text-
il es 
N=31 

Engine 
ering 
N=25 

Chemi 
cals 
N=15 

_Par-tial. Cor·Tel.at ion co-efficients and t val·ues 

-0.358 
c 0.398 

b 

( 1. 912) (2. 168) 

-0.52lb 0.5:38\) 
(2.663) (2.780) 

-0.572c 0.526 
c 

(2.093) (1.866) 

- ·::> •") 1;, o. __ ,5.:... 0.269 
(1. 840) (1.399) 

-0.252 0.327 
( 1. 135) ( o. 35.3) 

-0.071 -0. 132 
(0.2141 ( o. 401) 

1 L;O 

0.205 
(1.045) 

0.080 
\l.r:>1)9) 

0.267 
(0.829) 

0.584 
( 0. 341) 

o. 600 
[ 0.:36.3) 

1.700 

2. 143'" 1. 821 

0.686 1.598 1.922 
( 0. 471) 

I 

-- --- ------ - --- --·-·-1 



E X2 X3 X7 X8 · ... ·~·.· ;~~ · .. ·· 
Industry ------------------------------------------;~---, 

_?ar·ti.al. CorreLation. co-effi.cient.s and L .val.?,L&_.s 
..., 

I R7J 

Text- -0.255 -0 . .322 0.084 -0 .. 029 -0. 165 .. 0.:388 
(I es (1.249) { 1. 709) {0.422) ( 0. 148). ( 0. 8.3:9.)-' (0. 151) 
N=31 

~ 

Engine -0.295 -0.049 0.098' 0.:339 -o: 157 0.426 
ering (.1. 344) (0.2151 (0.432) ( 1. 569) {0 .. 696) '(0. 181 i 
N=25 

. '. 

·~ 

0. E!EL3 

0.841 

Chemi 0.023 0.416 0.251 o. 182 -0. 104 0.523 0.679 
cals {0.069) { 1. .372) (0.779) (0.555) (0.314) (0.273) 
N=15 

~· 
. Industry 

s A E X3 X4 X7 F 
--------------------------~-----------~---------

_Pa:ctia~ Co:cr·el.ation co-efj'icien.ts and t 'l.Ja~ues 

Text- -0. 131 0.081 -0.277 0.278 0. 11:3 -0. 25:3 O.L~91 1. ?7 :3 
i 1 es { 1. 22.'3) 10.997110.378)10.256)10.6271 10.439) (0.241) 
N=31 

Engine 0.277 -0.228 -0.089 0.006 0. 146 0. 103 0.406 0.591.; 
ering (1.223) I 0. 996) (0.377) ro. 026 l 10.6271 10.4391 10. 165) 
N=25 

Chemi 0.487 -0.427 0.466 0.002 0. 189 0.458 0.772 1. 96:S 
~cals 11.577) ( 1. 336 ) ( 1 . 4 90 ) 10.005) ( o. 545· I 11.4.57) (0 . .596) 

N=15 

. ·'~ . 

' . .. :.:.· ... 

D.W. 

1. 4 76 

1.551 

1. 621 

D.W. 

1.602 

1.398 

2 .. 522 

i 
. I 
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s A E X2 X3 X4 XB D.W. 
Industry ------------------------------------------------

Part i.aL Corre l.at i.on co-ef j1:c i.ents and t val.ues 

Text- -0.099 0.090 0.209 0.280 -0.189 0.29~ -0.354 0.488 1.027 1.565 
i 1 e s r 0. 482 l < o. 434 l < o. 1:39) < 1. 400 l r o. 92 7 l r 1. 4 7:3 l < 1. 816 l r o. 238 l 
N=31 

Engine -0.132 0.159 0.062 -0.229 0.543b-0.352 -0.347 
er i ng !0. 546 l ( 0. 664) ( 0. 2.54) ( 0. 972) ( 2. 669) r 1. .:,sol ( 1. .56.5) 
N=25 

"-~--_, 

0. 623 1. 538. 1. 878 
!0. :388) 

Chemi 0.187 0.284 0.558 -0.176 0.163 -0.036 -0.129 0.681 0.865. 1.899 
ca.ls C0.505l <0.075> !1.7791 (0.474> <0.4:37l !0.0951 co.:34:3) (0.464) 
N=15 

s E X4 X5 X7 p.w. 
Industry ------------------------------------------------

Partial. Correl.ati.on co-effi.ci..ents and t val.ues 

b 
0. 0~56 J( Text- 0.313 -0.015 0.425 

i I es (1.647) (0.077) (2.349) ( 0. 281) 
N=31 

Engine -0.262 -0.289 -0.061 0.225 
eri.ng (1, 181) (1.315) (0.268) (1.007) 
N=25 

Chemi -0.3':>6 -0.106 0.217 -0.:311 
•:3.lS C1.141l (0.966) 10,670) 1.0.882) 
t~=l'::> 

1~2 

-0.329 
(1.589) 

-0.297 
(1.324) 

·-0.14:3 
( 0. ~:34) 

0.560 2.284c 1.57S 
(0.314) 

0.461 1.023 1.588 
(0.213) 

0.647 1.2~9 1.697 
(0.419) 

' 
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E X:3 X5 X6 R F D.W. 
Industry ------------------------------------------------

Text­
---J.Les 

N=31 

Engine 
ering 
N=15 

Chemi 
cals 
;.;::.15 

Partial. C.orr·el.ati.on co-ef.fi.ci.ents ·and t vaLues 

b 
-0.438 
(2.334) 

0.323 
(1.44.5) 

-0.622b 
(2.099) 

0 44f b -() '70fl - .• J ' "- .J 0.331c -0.372c -0.187 
(1.717)(1.965) (0.931) 

0. 71:3 
(0.508) 

ll. 14~.'.). 1. 973 
( 2. 438) ( 1. 0:39) 

0.773 
•:1 a. b 

-0.287 0.591 -0.458 0.552b 0.870 
(5. 17':·) (1.274)(3.103) (2.185) ( 2. 808 ) . ( 0. 7 !:· 7 ) 

0.119 0.042 0.086 -0.294 0.164 0.549 0.575 
(0.341)(0.119)10.244) 10.871} (0.469) (0.301l 

1 ., ) 

1.223 



4.;3(cl 

On the basis of the reg:r·ession equations formed in th•.= 

immediately preceeding discussion, multiple regression analysis 

results have been presented in table 4.3. For the purpose of 

facilitating reaclibil ity and better comprehension, both multiple 

correlation co-efficient (FU and co-efficient of determination 

"--(R
2 >, along with F values have been presented in the tablE·s. 

Naturally, results pr·esented in table 4.3 will be of much more 

importance than those in table 4.2. 

At the outset, it must be restated that this analysis has 

been carried out for the three industries only and not for the 

whole sample. This \vas done t:o br·ing 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 correla.tion 

analysis <Table 4.2), <:~.re more or less confirmed in this section. 
--,.( 

The negative rel;:,tionship bet wen institutional holding ~.nd 

different performance variables are prevalent in general, except 

for chemical industry relationships exist in positive 

direction. However the magnit,ude of relationships between 

ins t i t uti on a l h o I d i n g and other v a r i a b 1 e s , as .rev e a 1 e d by s i m p l e 

correlation co-efficients and again by part.ial cor··re l at ion 

co-efficients show some variation. This is considered to be normal, 

because in multivariate ana.lysjs the extent of relationships ma.y 

)--
even be clra.stical ly altered. The discussions that will now be made 

is in the order of dependent variables mentioned in the study. 



121 The relationship between institutional holding and pre-tax 

p!·r::)fitability, though negative, is not in a.ny case sta.tistic:a!ly 

significant. The r·esul ts do not suggest \-'hether insttitutional 

hc:;lding can affect pre-tax profita.bility of firms. This 

gener·a.lisation applies to al threE:- industries considered in the 

study. F:egarding the clurnmy varia.ble (MF:J, 1-'hich .is used .;;.,s <;~.n 

c..lter·native tool of concentration ratio, though positive r·elation 

h a s b e en f o u n d , y e t i t i s no t · s t a tis:ti c a I l y s i g n i f i can t. T h i s of 

cour·se cont:r·adicts the r·esu Its of Weiss ( 1963), George( 1971), 

Bain( 1951), Mann( 1966) etc. Again, size in general was not found 

to exert any significant influences on pre-tax profitability.Size 

m e a. s u r· e cl in terms of assets was found to have a negat1ve 

·relationship, may be however sma.l 1, with pre-tax profitabi 1 ity. 

This somewhat is similar· to the result~. of Sammuels and Smyth 

( 1 ~l G Cl J . The same res u I t were o b t. a i ned f or· the r e 1 at i on s h i p bet wean 

sales and profitability, except for chemica.l industr·y where the 

r-elationship was in the reverse direction for both the years. 

Confirming the Dawmie (19581 Penrose ( 1959) Marris ( 19641 

appr·o::<ch, growth rate of corporations, both in terms of sales and 

are positively related pre- tax pr·of i tabi 1 i ty. The 

~'"' s u l t s , i n t h i s c a s e , f o r the 3 y e a r a n a 1 y s i s a r e bet t e r and f o r 

the Textile industry. The relationship is positive and significant. 

a.t 1% level. Finally, the independent variables in their linear 

r-elationship, could not explanin significantly the variance in 

pre-t~x profitability. The exceptional case was of Textile industry 
r, 

f ;.:.\ r· t h e 3 y ear p e r· i o d w h e r e R""' had a v a l u e o f 0 . 7 2 0 6 and was 

significant at 1% level. 

!3l Rise in institutional equity holding could not improve the 



~performance of firms measured in terms of post-tax profitabi 1 i ty. 

This .is evident f r· om the ·results of the partial-correlation 

co- e f f i c i en t s w h i c h s h '' \J neg c:1 t i v e s i g n i n a I 

Chemical industry ( ':,• 
~' )'ear period). Though these values are 

high, or statistica.lly significant, yet they paint aut that r·ise in 

institutional equity holding lead to decline in post-tax 

pr·ofitabil ity, however nominally it may be. Relationship between 

post-tax profitability and MR is the same as in the case of pre-tax 

profitabi 1 ity, 
---------

and for the Engineering industry, the value of 

partial correlation co-efficient is as high as 0.46 & significant at 

5% level. The relationship bet\o~een post-tax profitab1lity and size 

measur'ed in terms of both assets and sales also show similar 

results to that of the immediately previous analysis. Even growth 

rate, measur·ecl by both x
3 

and x
4 

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 

of t~xtile industry 13 year period) and a 10% level for Engineering 

industry (5 year periodl. Str·ange enough is the fact, that the 

· ..• ~r·tial correlation co-efficient showing relationship bet1.;een 

:debt-equity ratio and post-tax profitability is negative in all 

<· c.ases. 
~·' . 

•·lower 

This imp! ies, 

profitability. 

that 

The 

to some extent, higher debt results in 

multiple correlation co-efficient 

which shc•ws the rei;;..tionship between the linear combination of the 

independent variables and the dependent variable is significant at 

1% 1 e v e l f o r· E n g i n e e r i n g ( ~. y e a r· p e r i o d ) a n d .=.t t 1 0% f o r T ex t :i I .e s 

( 3 y e a r p e r j o cl l . F o r· t h e o t h P r s . p o s t -- t =• x p r· o f i t a. b i 1 i t y w a s n ,:, t 

~ignificantly explained by tr1e indepE·ndent variables. 

(4J c;r·o1.;th rate of assets, show very interesting results -for 



~he different industries. bE'Col)~:e' th<?:>' mO\·•:: u: no clefin.ite pattern. 

For the textile' industry, there is a. n•2ga.":.i•,e r-o•lationship bety,•een 

·institutional holding and asset growth rate for both the periods 

,:_,xa.mined. For the 5 yea.r period, the value of the partial 

.:; orr e I at i on co- e f f i c: i en t i s ( - l 0. 41 C~. w h i c h i s s i g n i f i cant at 10% 

ievel and for the three year period it is (-) 0.37 which is also· 

significant at 10% level. Thus for· this particular industry, rise 

in.institutional shareholding !~ads to a slow down in growth rate. 
'· 

For the Engineering Industry nothing definite can be said because 

the values of the partial correlation co-efficients are very small 

.,.j;!.1;,cl moves in the opposite direction for the two period. For the 

Chemical industry, the results show that there is a positive 

rel;.:..tionship bet\oJeen the two variables, th(:Jugh they are not very 

significant. A point of interest that shoud be mentioned here is 

that the results agree very to that of the simple 

correlation analysis, and also to that of the tests carried out in 

Chapter I I. It was stated before that. 'o\oJner controlled firms' 

would aim for lower growth rates and 'management controlled firms' 

I.Jould aim for higher growth r·ates. But the contradictory results 

cdJtained in the cases of 'Textile' and 'Chemical' industry leaves 

~ne · in a state of eli lemma and one finds it difficult to state 

whether financial institution owned firms behave like 'owner' or 

'management'contrqlled firms, and also ~.o.•hat is the real objective 
I 

of such firms. 

Among t.he other t:•xplanatory v·ariables growth rate, assets 

hdve a positive, though not significant rela.tionship. This agrees 

with the results of Samuel (19651 and Singh and Whittington (19681, 

t ha. ': larger firms . tend to faster. However, this is: 

lll'? 



o n t r ad i c ted by t h e f a c t t h a t s a l e s s h o t,• a n e g a. t i •; e r· e 1 a t i ·:> n s h i p 

rith a.sset growth rate. Aga.in in line with Singh & lJhittington's 

:tu~ post tax prof i t.abi I i ty has a ·positi•;e relationship t,• i t h 

lSSet g.rotvth. This positi\Je :relationship is significant at 10% 

eve! (S year period) and 1% level (3 yea.r· periocll for te~xtiles and 

. 0% 1 -? v e 1 ( 3 y e a r p e r· i o d J f o r E n g i n e e r· i n g . t·l e x t , c o r r e s p o n cl i n g t o 

.he theory of Gordon (19621, retention r·atic has ~.hotvn a positive 

·elationshlf..' with growth. Final Jy, the textile industry shows for 

1oth the petiocls, ·that along trJith institutional holding, the other 
~ ,, 

·ariables can explain the variation in asset growth rate at 5% 

eve!~-

(:::,J The independent variables rel.:=1ting to ~:a! es growth rate 

·esul ted in significant R
2 

values for the Textile Industry (1% 

eve! 5 year; 5% I eve! 3 year) and Engineering lnd1,.1St:ry (5% 

eve• I 5 year; 10% 1 evel 3 yearl. Considering this, the results 

~an b ·:=- s a i d t o be be t t e r than t h a t o f g r ow t h me as u r e d by as s e t s . 

rhe results point out that sales grm•th of corporations depend 

1uite lacgely on the combined effects of institutional holding, 

HofitEJbility, size of the firm, market pmver etc. 

First, referring to institutional holding, it can be seen \1:-· 
·:·~_·· .. · 

::learlj{fcom the table that the r·elationship is negat.ive in all the 

..... 
::ases. For the textile industry, this negative relationship is 

:;ignific:ant at 5% level for both the periods under· consideration. 

It is quite clear, considering both 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. sales growth 

is negatively and significantly related to sales for all the three 

).-
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industries for both the time periods tested. What can one conclude 

f r· om t h i s ? I t s e e m s f r om t h i s r- e s u l t t h a t f i r- m s w h i c h h a v e \ a~ &e 

s a 1 e s a 1 r e ad y d o n o t h a v e t h e i n c e n t i v e t o i n c r- e as e t h e 't a ee: a ~ 

w h i c h they can cap t u r-. e m a r k e t s . T h i s , i n t h e I n d i an c o n t e x l m a :; 1?. ~ 

perfectly be-fitting specially when the anti-monopoly regu,at"f"o'I'IS.-* 

are taken into account. Furthermore, after reaching the <.:)ptimum 

sales level, increase of market share may result in diseconomies of 

scale. This may consequently bring in lower· profits for the firms. 

~...-r However, a very contr-asting picture appears when we fine! that 

a s s e t s h a v e a p o s i l i v r= a n d s i g n i f i c a n t r e l a t i o n s h i p w i t h ~; "' l -o.• s 

growth r·ate. This again applies for all the three industri~s. for 

both the time periods tested. Again profitability and the dummy 

variable MR, both are positively related to sales gro1-1th. The 

positive relation between post-tax profitability and sales-growth 

is significant at 10% for both Textile & Engineering lndustr_y. The 

results in this respect agree with that of asset growth rate. 

(61 Retention ratio's relationship with institutional holding 

is found to be negative for Textile & Engineering Industry for both 

the ·per-iods tested. For the testile industry, this 

relationship is significant at 10% level for the 5 year period. It 

can be inferred from these results that financial institutions 

prefer current dividends and a .. higher pay-out ratio. It wa::; found 

out in the previous analyses, institutional holding was negatively 

related to growth. Since retained profits are necessary for growth, 

.. 
therefor·e for 'financial institution owned' firms I 0\-18[' g f'O\,' th 

rates would necessarily require lower retained profits. Thus :he 

r·esul ts in this section seem perfectly in line. 

Tr1e r·elatic:nship bel:.lo~een asset growth rate and reta.ined 



profi~s is found to be positive in al the oases and in the case of 

t ~ :-: t i 1. e i n cl u s t r y ( ::. y e a r p e r i o d J i t i s f o 1.-1 n •J t_ o b e s i. g n i f i ·-=- -"' n t a t 

~ level. T h i s con f i r m s t h e i n f e r en c e s o f .,.J e<. l t e r ( 1 9 6 3 ) 8, G a t d o n 

11~!'3:?\, that grO\,:th of.::. firm inf\uen•::.es it's retention policy. 
1 

R~garding the relationship of post-· tax prof i tabi I i ty, for the 

~~~tile industry at i !0. found that -i t_ is nega.tively related, 

pointing out that higher profitability results in lO\<~er retention 

ral .. ios. But for the ·other two industries the results show positive 

association. Conclusive statements about post-tax profitability and 

also debt-equity ratio cannot be made because of irregularities in .. 
In general, ho·,.,rever, principles of corporation finance 

uphold debt as a ta.x shield, and thus rise in DIE should have 

rcdsed the post-tax profitabilitiesl. However, for the liquidity 

r·atio, negative, though not significant, reiationships have been 

found. This re-affi:rms 0\.II' hypothesis t ha. t higher liquidity 

facilitates firms in formulating lower retention policies. 

Lastly, in on case \vas the R
2 

value h•as found to be large 

or significant. This means that the linear combination of the. 

independent variables could not sufficiently explain the variations 

in growth rate. 

(7) The effect of institutional holding 00 Heturn on Net Wo~th 

cannot very clearly be stated from the re!O.ults obtained in the 

andiysis. The partial correlation co-efficient is negative in three 

c:;•ses, and positive in the other thr-ee e:a::=.es. But none of these 

u:sults are statistically significant. 

Sales exert a negative influence on Return no Net Worth 

oniy in case of Textile Industry and a positive effect in case of 

E r 1 g i n e e r· i n g a n d C h e m i c a 1 s i n cl u s t r y . T h e e x ;::. c t: I y o p p o s i t e e f f e c t i s 
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. " 

~-
,, · no t 1 a e d 1 n a as e o f As s e t '0: • T he r e s u 1 t s a 1 s o s how t h a t g r 0\v t h c cd ~ s 

measured in t.e1·ms ell: both as.set gr·owth r·ate. or sales g:r·owth r.;:•.te 

have a positive effect on .c·etu.c·n on net .wor·ld. This phenorr112n•.:•n is 

possibly due to the inh81·enl nature of the r·eturn on net 1"urth 

r·atio. The numerator contains the elements equity dividend a.nd 

retained ear·nings, and the denominator contains net assets. ')hen 

assets are contemplated to grow, retained earnings rise, thus 

increasing the numerator and in effect raising the return on net. 

wor·th. On the other hand, if there is an increase in net assets, or 

_effectively in the:· denominator, return on net worth will fa.ll. The 

p a r t i a I c o r· r e I "' l i o n c o - cof f i c i P n t r E> 1 a t i n g t o g r ow t h r a t. e o f a s s e t s 

i s s i g n i f i c <:• n t ~· t l 0% f o ,. t h E:· T e x t i l e ~. E n g i nee r i n g 1 n cl•J s t. r- v f o r· 

the 5 years period. 

Jt was discussed before that debt-equity ratio acts as a 

tax shield, and lowers the taxes to be paid. But the results 

obtained in this part is completely contradictory to our statement. 

Debt-equity ratio has a negative effect on Return on Net Worth in 

all the cases examined. For the 5 year pe:r·iod, this negative 

relationship is significant at 1% level fc•r the Textile Industry 

and % level for the Engineering industry. the reason for this may 

be that higher clebt, clr·aws out large amounts from the pest-tax 

prifits, and in effect 10\vers the amount of retained profits lower 

retention affectlng the nurnber-a.tor, makes the return on net worht 

fa 1 1. 

':• 
Final !y, R- values ar·e significant for the 5 year period 

only, at 1% for Textile Industry and 10% for the E:ngineering 

lndustry. 

IBJ Con~~~ry to the other performance variables, institutional 



holding had a positive correlation with debt-equity ratio of firms. 

For the chemical industry, in the 3 year period, the value was :o.<: 

high as 0. !:.6. This I [' ;:, d s u '' t I) be I i eve that w l t h the r is e i n ;_. q' 1 : t ·,· 

h o 1 d i n g by t h e i n s t i t u t i o n s • t h e l o n g t e r m d e b t s o f t h e f i r m ;; .. ! :.=: ·:· 

i ncr e as e s . T h i s ph en omen on i s norm a l , be c au s e f i r m s w i t h a. l r :o; 2. ':i ·.' 

high institutional holding wil try to avoid further concentration 

of equity shares in the hands of the institutions. For t hi Cc; 

purpose_, capital requirements of these firms are met usually by 
-+--· 

issue of debt. An exceptional result is, however, noticed for· the 

Textile Industry (5 year period> wher~ Lhe negative relalionshl~ is 

significant at 10% level. 

lrregulai correlation co-efficients obtaned for the 

variables sales and sales grmvth, do not lead us towards any 

conclusive thoughts. However positive correlation co-efficients 

relating Assets to DIE ra.tio, help us to re-inforce the argument 

that larger firms find it easier to mobilise resources 

external borrowings Again asset gr-owth a.nd leverage are ppsitively 

~related showing that growing companies mobilise more funds through 

debt. It was argued before that less liquid firms would employ d8bt 

-capita I in order to maintain its debt-servi~ing capacity, The 

_results obtained in this portion show a negative relationship 

between liquidity .::..ncl leverage.· For the textile industry, this 

negative relationship is :::ignifican-t at 10% level. Though spe·:ific 

resons for this cannot easily be identified, yet i t ca.n be 

contemplated that less iquid firms, employ debts in or(~er 

·enhance its iquidit:r'. 

However-, in no case, could the linear combination of the 

i n de p .,-. r-, .:J e ,., t 'Jar i a b l '" ~~ r-es u l t_ in significant values of R. Even 

c ~. 
I··. 



;·:~:::§(.;_ .. 
<:·though, for the Chemical industry R •;.=dues of .704 (5 year)· and ... •, ,. ·.· ::·.-·.:·. ' 

·.:-·_· .. oe1 (3 yearl seem large enough to suggest high degree of 
.. 

·association between debt-equity ratio and the independent 

. v_a r i a b 1 e s . 

(9) Higher financial institutional holding requires that the 

·· f'frm be less 'I iquid; at I east, this stems out from the results ·.··-

-bptained in the analysis. Negative partial correlation 
:;· 

. co-efficients, except in the case of Textiles (5 year), have been 

'clirt'ained for all the industries. A possible explanation to this is 
. : .·.· 

;)'1:ig:her institutional holding brings with it the implicit guarantee 

.that· term 1 oans or short term loans will always be avai~ab!e on .. ···:·-· 
. _t:/ ... ~··;'' 
<<emergency/ thus firms can keep their I iquic! assets at· a somewhat 

. ·· 1 ow 1 eve I • 

We had ·presumed that higher sales and sales growth 

con t r i but e to I i q u i d i t y , s i g n i f i can t p o s i t i v e r e s u 1 t s ( ,at 1 0% J f o r 
··;:·.\.cf'.:.: 

~s'l;,-Ies in Textile industry and for sales growth also in Textile 

·ihdustry (5% level. for 5 year and 3 .year> and Chemical in.dustry 
.;· -··''· . 

·,:·. :_( 10% ·1 eve I for 5 years J bear warranty to our statement. Except for 
· ... ·-~ 

:the' Chemical· indust:r:·y, higher retention, I eads to higher 1 iquidity, 

: ) t hb i,.i g h i n v e r y s m a 1 1 p r o p o r· t i on s this is quite apparent from the 

r a·s u 1 t s o b tan e d . A g a i n , as be f or e neg at i v e r e 1 at i on s h i p has been 
_, ·_::./,- . 

6~t~ined between DIE ratio and liquid1ty. 

Finally, none of the R values were significant to suggest 

~definite conclusion~. 

··.·'_.f: ·_. 
(10) Financial Institutional equity holding is not very 

j):~·~eficial when the valuation ratio of a firm is considered. Very 
'¥ 
~ignificant results (Textile-significant at 10% for 5 year period 

~nd at 5% for 3 year period; Chemicals significant at 10% for ~ 



... . ;.' 
year period, and 5% for 3 year period) showing negati'.Je 

relationship between these two variable, bear complete testimony to 
:c . 

the above statement. Only, the Engineering industry has shown EJ 

·positive relationship for the 3 year period. But, in generai, the 

results agree with those obtained in simple cor·relation analysis 
. ·,. ,., 

and the statistical tests conducted in Chapter I I 1 , and 

conclusively point out that rise in equity holding lower~ valuation 

Since valuation ratio is resultant of (market value/book 

therefore, it is a matter of considerable research whether 

.numerator or the denominator fall, then which one falls at a 

rate? The previous results, showing lower profitability and 

growth rate, may have resulted in lower book values for 

in:::tilut.iun o w n .? d f i L' 111 s • A g a i n , f i n a n c i a I i n s t i t u t i o n 

firms, for some reason might not have won great confidence in 

markets and thus may have commanded I ower inarket values of 

These issues remain open for further research. 

Secondly, we had earlier discussied that higher post-tax 

profitability would have a benefical eff~et on the valuation ratio . 

. -~ __ ., . .· S ~ g n i f i can t and positive results have been obtained for Textiles 

(5% level - 5 year period and also 3 year period) and Engineering 

(1% level- 3 year period). The other results in this respect a.re 
··.,, 

also positive. The :results compl.;tely agree with those obtained by 

MarriEts (1964). However views of Lintner (1971) and Radice (1971) 

stand contradicted \oJhen negative relationships evolve between 

valuation and asset growth and also valuation and retention ratio. 

Negative results obtained in cise of textile indu~try .for return tin 

;,...- net worth lead us to bel ie•.Je thal higher returns have in adverse 

e f f e c: !.. i) n v a I u 8 t i o n . B u t t h i s r e s u l t i s c o n t r ad i c t e d by s i g n i f i c a. n t 
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positive values in Gase of Engineering industy 13 year period). 

Lastly, very high and significant values of R have been 

obtai n e de i n case of a 1 1 the i n d us t r i e s· ( T ex t i I e s 1% level 5 

year and also 3 year; Engineering - 1% level - 3 year; Chemical 

10% level 5 year·l showing that the independent variables are 

closely related to valuation ratio . 

4.4 Conclusion 

The results obtained from multiple regression analysis 

·point out clearly in case of all the performance variables, except 

.debt-equity ratio, higher institutional holding has adverse 

~ffects. This ma~es it very difficult for us to match the behaviour 

:of financial institution owned fi·rms with 'management controlled' 

or 'owner controlled firms'. To facilitate better comprehension, 

the hypotheses regar·ding the financial behaviour of the firms are 

~~e-stated here. 

H
1 

Profitability of Owner Controlled <O.C.> firms will be> than 

that of management controlled IM.C.) firm 

H· 
2 

Growth rate of assets of O.C. firm will be < that of M.C. 

firm 

H 
3 

Growth rate of sales of D.C. firm will be< that of M.C. firm 

H4 Retention of O.C. fir·m will be < that of M.C. firm 

Hs Return on networth of O.C:. firm will be> that of M.C. firm 

H6 DIE ratio of CI.C. firm will be> that of M.C. firm 

H7 Liquidity ratio of D.C. firm < that of M.C. firm 

H8 Valuation· ratio of CI.C. firem will be > that of M.C. firm 

155 



-
However the ·findings from the simple correlation analysis. and 

··multiple regre~sion analysis, present a pictur.e which is in many 

· c.~ s e s d i f f e r e n t f r om t h e a b o v e h y p o t h e s i s . The r e 1 a t i on be t w e e n 

institutional holding and various peformance variables in general, 

as revealed by these tests are briefly stated below.:-

(il Institutibnal holding and pre-tax profitabilities are 

negatively related, or in other words, f i r·ms with higher 

institutional . holding F. I. 0 firms have lower pre-tax 

·pr-ofitabilities 
~: •,' 

,'.'· 

··:' (iil Similarly, p :o.9l:- t a x profitability is also negatively 

related with institutiona,l holding .. These two findings are in line 

with hypothesis 1. 

(iii> Institutional holding and growth rate of. assets are 

~.egatively related in most of the cases. This does not confirm 
. .~; / :··. 

hypothesis 2, in the sense that firms with lower institutional 

.holding (0.0. l have higher growth rates 

(ivl In the simple correlation ·analysis, in most cases growth 

rate of sales is positively related to institutional holding, but 

~'·i~ multiple repression analysis, the results are all negative. In 
~:>···', . . ' 

>· 
· '. '· ' a ~.l, 1 o g i c a I s ens e , we p l a c e g r e a t e r r e I i an c e on the l at t e r r e s u 1 t s . 
:.~~/';~;:~· ,· 

(v) As revealed by simple correlation analysis, Retention 

atio moves in the opposite direction to institutional holding, 

~isconfirming the hypothesis 4, financial institution o~,o,•ned 

firms have lower retention ratios. However results of multiple 

regression analysis confirms the hypothesis, by showing positive 

>r part i a 1 cor r e 1 at ion co- e f f i c i en t s. 

- (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 cannot be drawn. 

(viii Debt-Equity ratio rises with rise in institutional 

holding a.nd shows tha.t F. I.IJ. firms use higher debt tha.n IJ.IJ. 

firms. This is no manner a good sign, because debt increases th•:e 

riskiness of the firm. 

(viiil Liquidity ratio is in most cases negatively related 

with institutional holding disconfirming the hypothesis that F. 1.0. 

firms have higher liquidity. 

lixl· Again valuation ratio, is negatively related to 

institutional holding. This is in line with hypothesis 8, where 

o.c. firms ~ere presumed to have hoghe valuation ratios. 

Therefore since firms with high institutional holding 

have lower profitability, 1 ower return on net worth and I 0\ver 

.valuation rat~o, *herefore in this respect they behave I i J..: e 

· · · : ~ .man a g em en t con t r o I 1 e d f i r m s ' But again these firms have lower 

~rowth rates in term of assets and sales, & lower retention ratio, 

.-Therefore, in this respe_ct they behave like owner-controlled firms. 

·:.In gener·al, what is evident is higher institution holding leads to 

inefficiency of firms. 

To investigate further into the behavioural 

characteristics of "financial owned firms" and 'other's and bring 

out their distinguishing points'. it would now be proper to carry 

out an exercise in Discriminant Analysis taking all the variables 

together·. 
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NOtES C CHAPTER FOUR ) 

1l Broa.dly speaking , the a.bsence of either type of relationship 

is required if the "Law of Proportionate Effect", or "Gibrat's Law" 

is to hold good. This la.w sta.tes that the proba.bility rJf a firm 

growing at a given is independent of it I S initial size . 

However researchers h~ve found that the law does not hold. 
:}~. 

2) The major reason f6r the conflict between the results of Samuels 

(1965) a.nd Singh & 
~ i 

t{hittington 
"; 

(1968) wa.s due to the fa.ct that 

Samuel's study was ba.sed on firms from a.ll industries together, 
., 

whereas .the l a.tter :~authors used industry wise a.na.lysis. (4 

industries viz. non electrica.l engineering clothing food a.nd 

tobba.co l. 

Pashigia~, whose study was not confined to continuing 

companies, 
.,;:···. 

,. ,, 
stated that, had it been so confined, 

. ~! 

been essentially the same. 

their results 

·~>·Walter and Gordon'~ model is based on the assumptions like---

'- :(.i) the firm finances; a 1 1 investments through retained earnings 

·:~ i • e . · d e b t or is not issued ( i i ) The internal rate of 

. r e t u r n of the f i r m ( r ., an cl the cos t o f cap i t a I. ( k ) of t h e f i r m a r e 

constant (iii) corpo~ate taxes do not exist etc. 

conditions they state~thal:-

(a) Optimum retention ratio .. is 100% when r > k. 

(bl Optimum refentlon ratio is 0% when I' ( k. 

(cl There is no. optimum ratio when r = k 

irrelevance of dividend policy in this case. 

Under these 

i . e . t h e r· e i s 

5 I " E x i s t i n g c o rn pan i e s p r e f e r t o i s s u e d eben t u r e s o r p r e f e r e ·n c e 

shc;.res rn~·i-nly for investment institutions. Even \•hen equity is.sues 
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are made by them they arE· most.ly in the form ad r·ight issue!:.;. Th•.: 
·--·., 

reluctance to issue equity shares to the general public by 

management is largely due to the fear: of dilution of capital, 

apprehensions about the probable Joss of control over the company." 

(Patel committee report· vol. 1, pg. 271 

6) "Technical insolvency" occurs \.Jhenever a firm is unable to meet 

it's current obligations. It 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 iabilities, and as a result it has 

riegative net worth. (See James. E. Walter "Determination of 

T e c h n i c a 1 I n s o I v en c y " , .J our n a I o f Bus i n e s s , 3 0 , ( J an u a r y 1 9 57 l . 

71 According to Radice (19711 dividend policy is 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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CHAPTER FIVE 

COMPARISON OF CHARACTERISTICS OF 

FINANCIAL INSTmJTION OWNED FIRMS AND OTHERS . -----------------------------------------------

5.1 lntr-oduct.i..on 

Results of Multiple Regression Analysis in the preceding 

chapter distinctly showed considerable influence of institutional 

holding on a number of financial variables. It inspired us to 

pursue further tests based on other multivariate techniques. The 

thrust of the present chapter centres round the issue -whether it 

is possible to discriminate between financial institution owned 

firms and others on the ba.sis of all the financial variables, or an 

amalgam of different reratecl variables. There is an oppurtunity to 

doubt the relevance of the present chapter in the context of it's 

rei lance on multivariate techniques that was a) so applied in the 

last chapter. There are at least three arguments in favour of the 

present analysis. First, if these two approaches produce the same 

result, it will obviously strengthen reliability of the findings 

of the study and w·ill increase acceptability of the conclusions 

based on the findings. Secondly, instead of correlating 

institutional holding with different performance variables per se , 

attemts will ·be ma.de to discr'imina.te between the two groups of 

firms mentioned in the study. This will help to understa.nd whether 

economic behaviour of the institution owned firm as a group differs 

from tha.t of others. It is visualised to be an attempt in a new 

direction. Finally, uni·.•ariate analysis of cha.pter three sho1.Jed 

that there are significant differences between the groups in case 



of many v a r i a b ! •? ·::; • Howe v e ' , f' e s u I t s of u n i v a. r ·i a. t e D i s t a. n c e 3. n 3 l y ,-; i s 

s how e d t h a. t no n e · o f t h e v a. r i a. b I e s was a. g bod. d i s c r i m i n a. t o ' o n i ;_ ' s 

own. Reliability of the findings of univa.riate Distance analysis 

may be open to serious questions beca.us e it was based on 

rest-• ~cted assumptions whi<..:·h does ·not hold gi)IJd i.n t.h~? P''"~-:;·:?l1l. 

context. Mul.tipl~ Discriminant Analysis carried out in this present 

reliable results; Further th8 present a.na.lysis is carri8d out with 

the hope that, even i f the variables was a good 

discriminator individually, Ca.s wa.s found in univa.ria.te Distance 

analysis) the whole ·.:;et of varia.bles ta.Y.en together ma.y a.chieve a 

high degree of discrimination. 

The order of discussions of the present chapter ·wi I J be 

a.s· follows i-

In section 15.21 methodological riotes on Multiple Discriminant 

Analysis IMDAJ wi II be discussed 

Section· (5.3) will show how the different combinations of 

variables have b~en selected for the purpose of ~he study. 

Sections (5.4-J g, 15.51 mainly will be used to present c;nd 

apalyse the results of the analysis. 

Finally, the last section (::,.6) will sum up the findings and 

draw conclusions. 

5. 2 _'i'!.!-..0:£~£!::£~ i'=.~!:: _?:!-=:.~~~ _-=:.-c::_d~!::'!:.ie!::'!._Qi:. ~'=-~i:~i:"0:~-o: !:_.:i-~9:!::~~i:.~:... 

W 'h e n t h e s e t o f v a.r i a. b l 8 s i n v o l v e d a. r e i n d e p e n d e n t o f 

one another mea.suremt?nt of degree of discrimina.tio11 between t\.JO 

groups becomes simple. On the basis of ~he discrimination achiev8d 

by the·.:;e_ va.ria.ble·.:; ind>.o>p~Jndently, degree of discrimina.tion which 

could be achieved by considering al the variables t6gether, c~n be 
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easily meoosur~Jd. In t:"Jrlll:-> ol ':ho cqnc::ept. used in cha.pter thrr.o>,?. t.ll•'J 

extent of discrim3nat.ion depends on the dista.nce between t:h'~ t.•..;o 

groups. If a.! 1 the va.ria.bles were independent of ea.ch other the 

squa.re of the combined dista.nce betwwen the groups would simply 

equal the sum of the:squares of the individual distances. 

Thus, 
p 

D y 2 d./ s. )2 
p 1 

. . . . . . . . . . . . . . . . . ( i ) 
l 

i = 1 

where D is the combined distance between the two .groups on 
p 

the. basis 

distance 

1 alone. 

of 'p'. variables 

between the groups 

taken together and 

on the bas is of 

When variables like profitability, 

d,/ 
1 

s. ] 
1 

is the 

the 
.th 

v a. r i -3. b l e 1 

growth, leverage, 

liquidity, valuation ratio etc. are being considered one must be 

aware of the relationships and dependence th~t exist between 

them. (detai 1 ed discussions on this aspect was made in chapter-

fourl For su6h dependent variables there exists no simple 

relation (as in equation il between the combined distance o.ncl the 

individual distances. ln these circumstances a sophisticated 

analysis is required which takes into account the interrelationship 

between the variables. It should be noted that, in general, t~Je 

relative discriminating powers of the variables considered 

own have no Ob\1 i OUS r e 1 3. t i.O's hip at all with the 

on th.-:.ir· - ~ 

r-elative 

discriminating power of the same variable in the multivariate 

context. However, in view of the inter- relationship between the 

var-iables, it is CJnly in the multivariate context that a pr-oper-

a s s e s m e n t o f t. h e r- e 1 a t i '·' e cl i s c r- i m i n a t o r- y p o \..' e r s o f t h E' i n d i '-' i d u .:=. 1 

variables can be made. 
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Discriminant analysis methods attempts to answer two 

basic questions :- First, can the two groups be distiguished on the 

basis of the set of X measure~ on which the data are available? !n, 

other words can it be. shown that the groups differ significantly 

in terms of their means on a linear combination of X variables ? If 

the answer to this question is yes, then it makes sense to answer 

the second, viz. how sha I I a particular individual firm be 

classified in terms of group membership ? 

MDA involves deriving the I inear combination of the 

i n d e p e n d e n t v a.r i a. b l e s t h a. t w i I 1 d i s c r i m i nate be s t be t we en t h •? a 

priori defined groups. In this study the a priori. groups a.re 

F. !.Q. firms (companies ·ha.ving institutional holding above 2!:,% 

and 0.0. firms (firms ha.v i ng holding below 25%) The 

discrimination between the groups is a.chieved by the statisticc-.1 

decision rule of maximising the between group variance relative to 

the within group variance. 

The discriminant function takes the f6rm 

'7 -
~·- - Wli +WV + 1.JX + 

1 1 2" 2 3 3 
••• W X 

p p 
..... ( i i ) 

where, 

2 = the discriminant score, 

W = the discriminant weights, 

X = the independent variables. 

As the groups involved in the study are two the expression 

oan be written as; 

... wpxip1 ....... . . . . . . . . . ( i i i ) \J r:• X • "' 1 .... l "" 

to repres•::nt the ·~ a. I u e o f Z for the ith individual in g r •Jup l. 

here i = 1,2, ......... n). 

Similarly for group 2, the equation can be written as: 
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·, 

:.:· 

.. ···· .·; 

· .. ; 

2i 0 = w
1
x . 1 r:, + w,.,x .,..,,.., + •••••••• w x. ,.., 

.,_ 1 ;:;... .t.. 1.t...t.. p 1 p.::. 
....... · ........... ( i v } 

The values of theW's in the discriminant eqtiation'are chosen so as 

to maximise the separartion between the two groups. 

On the basis of these general principles different 

linear models have been developed by three authors, viz. 

(a) Fisher (19361, tbl Hotelling <1931) and (c) Mahalnobis (1936!. 

The brief contents of each of the models are described below. 

(Al Fisher-•s disr-iminant analysis :-

In Fisher's d is c rim i na.n t a.na.lysis, sepa.ra.t ion between 

gro•Jps is expr·es.sed in terms of the discrimina.nt function for the 

two groups. !f the group means a.re described as , 

21 = 

and, 

n 
i 

i f1 

n 
2 

nl 

.2 
l = 1 

2 it 

2.,.., 
l.t.. 

n 
1 

l (Wlxill + w2xi21 + ......... wpxip1 1 

l = 1 

n 
2 

2 

+ •••••• 

l = •1 

= W1!!12 + W,..X,..,.. '+ ...••......•• W X,.., •••••• 
L LL p p.::. 

( v ) 

( \)i) 

Now, if eli :: x11 
denotes the difference between group 

means on variable X_ and 
l 

if D - z ...... 
..::. 

o = w
1

d
1 

+ w
1

dL, + ..•..•.•••. w d 
- p p 

is th~ quantity that must be maximised. 
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r 

D is ag.:d n random 

influenced by the va.riabi l ity 

variable and 

of 2 i 1 and 

it's 

2.? 
1-

value is 

within 

groups. AGcordingly, Fisher proposed that the criterion for maximum 

separation be the maximum of the ratio, 
.., 

D"-1 

in which SS is the within group sum of squares of the variable 2, 
w 

defined in equa.t ion ( i i ) • .3.nd A. is called the discriminant 

criterion . 

. ! 8) Hololl 1 nc,1• ~ T
2 ~ind ,J.-~ru::·r a] 1 ";;£!d .anal y.,; l s of var-iance. 

Hotelling :;howr:Jd how l:h•? univariate 't' test of the null 

hypothesis H
0

:.u
1 

= could be generalised to the multivariate 

case, i.e. the ca.se in which the null hypothesis is 

where and ar·e the vectors of population means on sever·al 

variables, X 1 •• • • X 
p 

For testing the hypothesis he used a statistic • 
? r- • 

This statistic is closely rela.ted tu Fisher's procedure and his 

s tat i s t i c n D " • T h i s i s g i v e n by t h e e qua. t i on , 

r, 
n

1 
+ nr,- 2) D ••••••••••••••••••• (vii·il'"" 

..!.. 

where n
1 

and n
2 

represent the number of observations in groups 1 

.and 2 respectively. 

(Cl Mab.alrtoLis• gener·alised distance analysis. 

Th•:!o MaiH• I nob i ::; r.1 I so used to thv 

difference between groups. The procedur.es propose.d by Fisher And 

Mahalnobis pi'c,bably based on the e:•;:,rl iPr work of Hotel! ing ::•f'E! 

esssentially equivalent. This can be seen from the equations below: 

1 rs Cl 



< n + 
1 

-2 

~1~22_ 
< n

1
n

2
l 

l D •••••••••••.•••••••••• ( i )( ) 2 and also, 

( )( ) 2 

For the purpose of the study ,out of the three models this 

p~rticular model is chosen. This is solely on the basis of 

-.computational facilities ;:)V<:d);: .. ble to the rease;;Hoher at pn?s(•lll. 

To test the signific<.u1ce of 
ro 

D..:.. 
M 

the F statistic wi 1 J 

,_-: used. This F will ha.ve a. distribution with F
1 

and F
2 

degrees of 

F
1
= p a..nd F

2 
= n

1 
+ n

2 
-p -1 .l. 

~-

.·.· 

. ·.< 

. /' 

·:~~ 
. , .. 

freed om . 

The value of F is given by the formula 

F = 
n + n -p -1 

1 2 

-2 ) 

n
1

n 7 7 
1--------=-----------l D~ 

n1 + n2 

While conducting MDA , two ba.sic assumptions are made: 

(i) Multivariate normality of the disrtibutions of the variables 

used to characterise the group members. 

(iil EquGI.l dispersion variance - co-variance matrices· across 

the groups . 

With these basic assumptions the overall significance 
r, 

of the discrimina.mt functions h;:;o.ve been tested by computing D~, 

and by testing the null hypothes"is wher·e DM refer·3 

to the multiva.ria.te dista.nce t)etween the two populations. !f thf? 

null hypothesis is not rejected a.t a.n C).cce p ted level of 

probability, it means that the groups cannot be distiguished on the 

basis of their multiple cha.racteristics. lf on the other hand, the 

null hypfJthesis is rejected a.t a.n a.ccepted level of proba.bi I ity 

169 



'' . .: 

lt :~ugg•s.r~t.:;J~ th;:JI. ll,u•··~~ ..,. .. ,,J r•;~ol diff"Jl'•:ilJFJ•~:;; br;1l-.Wt;;Jo;1n ~rr:>1Jps ::~nd l:h.:)t. 

t h e c o m p u t e d 1 i n e a. r d. i s c r i m i n a. n t f u n c; t i •J n d i s '~ r i m i n a. t e s b e t w e e l'l t 1\ e 

groups in a.n optimal w::Jy. 

Turning to the va.ria.bles used for MDA a.l though there 

are many possible combinations of the variables K1 to K9, which can 

be •.1sed., only a. few ma.y be mea.ningful in the •::ontel<t of the issues 

of the study. Clubbing of variables into different groups to test 
. - '· .~ 

their joint discl'imina.ting power's deserves utmost ca.re to a.void 

possible bias. In the simplest form if we select al t the val'iables, 
.. · . -·-

the controversies over the issue of selection of varia.bles ca.n be 

! '.( avoided. But any combination that fat Is short of 9 variables should 
-' _· 

be supported by strong reason to avoid all possible confusions. 

For the purpose of the present study, selection and 

. : ~ ' 

.~· clubbing of variables are guided by the following principles. Wide 

use of va.ria.bles used in earlier studies of similar na.ture, 

statistical relev~nc;e of variables of the variables as.reavealed in 
.,'.,·. 

the preceeding cha.pters of this study and the interrela.tionship 

among the variables are the three points that i nf l•Jenced our 

decisions while clubbing the variables. Say, for example, the 

sma.llest mea.ningful subset would consist of only two v01.ria.bles 

ignoring the r:others, 01.nd the best chaise is obviously profita.bility 

and growth. These two variables are the most important measures of 

efficiency a~d have been widely used in the earlier studies. 

Further, throughout the study it wa.s found tha.t va.lua.tion ra.tio 
'/j.!· 
-:. 
·' changes significantly with the change in institutional holding. So, 

valu.:;~tion ratio along with three closely rela.ted va.ria.b!l:?:.:;, X ') ~. 

Xt1, .-.1\d Xf} WHJ'•:> lrn:i·~~)l \y groupod to>£el:her. Another c•:>mbin;;~tion of 
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··-.·./· 

' :_ .·."~ ... 
'~.· variables which wa.s considered to be ecomica.lly me3.n i ngf u I 

·:· consisted of profitability Cb1~th Xl 3.nd K2l, growth rate (X:3 ~"" X4l, 

'.·-:.· and liquidity !X8l, ;ge.:3.ringiX7l, and retention (l{.5). Thus this set 
".· .. · .... 

would consist of seven varia.bles. lt is worthwhile to note that 

sig~ificant statistical relationships were found between these 

variables in the la.st cha.pter. After deep contempla.tic>n, f ina.!ly, 

•' ••. " I 

five sets of variables were selected for the analysis. 

The sets are as follows:-

(i) Kl To K9 ••.•.•.••••••••••••••••••• 9 Varia.bles 

_:,i:T'' !iil Kl, X2, X3, X4, X5, X7, K8 •••••••• 7 Varia.bles. 

<iiil X2, X3, X5, X7, X8 •••••••••••••• 5 Varia.bles. 

( i v ) X2, X4, X6, X9 .................. 4 Va.riables. 

<vl X2, )(.3 ........................... 2 Variab~es. 

Following the pattern of cha.pter four, the a.na.lysis has 

been done separately for each industry and for each of the two time 

periods 1981-85 and 1981-8,3. [n the tables, the first two co!oumns 

indica.te industries a.nd time periods and the fifth co!oumn gives 

2 
the value of DM. The sixth coloumn gives the variance ratio based 

on D~ which has been shown to have a F distribution with F
1 

and F
2 

degr~es of freedom. F 1 is given in coloumn 3 ; and in coloumn four, 

. \ 
in order to .indicate the number of F. 1.0 and 0.0. firms in eac.h set 

of data n
1

, n
2 

and (p·tll arE• shown 1:;eparetely, Finally, coloumn 7. 

gives the critical F values 

10% level ~~f significance. 

17 1 

and F~ degrees of 
' 

freedom at a 
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' •'' ;~. 
··.'-' 

.. • 
"·•, 

'·' ,, 

. ,· , .. 
• • i ~. • 

Table 5.4 

Dista.nce between F.I.O. & 0.0. firms: l1ultiva.ri:o<.te Analysis 
-----------------------------------~--------------------------L------· 

.., 
Mahalnobis D~ for 9 variables !X1,X2,X3,X4,X5,X6,X7,XB,X9) 

---------------------------------------------------------------------· 
D2 

F 

Industry Period Fl F2 F based F 
1 (0.10) 

M D r. yea.rs on 2 

------------------------------ ----------------------- --------------
Textiles' 5 9 14+17-10=21 3.306 1.876 1. 95 

3 9 14+17-10=21 3.344 2. 066c. 1. 95 

Engineering 5 9 8+17-10=15 2.414 0.952 2.09 

3 9 8+17-10=15 1.535 0.605 2.09 

Chemicals 5 9 6+ 9-10=5 8. 161 1. 256 :3.32 

3 9 6+ 9-10=5 4.578 0.704 :3.32 

.., 
Mahalnobis D~ for 7 variables CX1,X2,X3,X4,X5,X7,X8, l 

---------------------------------------------------------------------

Industry P8riod 
yea.rs · 

-----------------------------------
Textiles I=: 7 14+17-8=23 ·.J 

:3 7 14 + 17 -8=2-3 
\ 

Enginl3ering 5 7 8+17-8=17 

3 7 6+17-8=17 

Chern ica.l s 5 7 6+ 8-8=7 

:] 7 6+ 9-8:::7 

F be1.sed 
on D 

---------------------------------
3.009 2.617b 

2. 788 2.425b 

1. 988 0.940 

1. 53:3 0.725 

7. 871 2.207 

/~. 452 1. 2:3:3 

1. 99 

1. 99 

2. 10 

., .. : ... 10 

2. 78 

,., 
7fl .l:... 

I 

' -------------------------------------------------------------------~ 
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, 

Industry 

Mahalnobis D2 for 5 variables (X2,X3,X5,X7,X8l 
M 

F 

Period 
y ea.r s 

F based 
on D 

F :t ( 0. 10 l 
F 

2 

-------------------------------------~----------------------------------

Textiles 

Engineering 

Chernicad s 

Industry 

5 5 14+17-6=25 1. 998 2.645b 

3 5 14+17-6=25 2.751 3.642a. 

5 5 8+17-6=19 1. 086 0.976 

3 5 8+17-6=19 1. 491 1. 339 

5 5 6+ 9-6=9 7.564 3.771 
b 

3 5 6+ 9-6=9 5.457 2.727c 

.-, 
Mahalnobis D~ for 4 variables (X2,X4,X6,X9l 

Period 
years 

F based 
on D 

2.09 

2.09 

2. 18 

2. 18 

2.61 

2.61 

F 

F 
1 (0.10) 

F 
2 

------------------------------------------------------------------------
Textiles 5 4 14+17-5=26 2.642 4.5460. 1 ,, 

L.. 17 

3 4 14+17-5=26 1. 998 2.645c 2. 17 

Engineering 5 4 e+t7-~::.,2o 0. 851~ 0.767 ') .... c: 
~ • L-=> 

\ 

3 4 8+17-5'=20 1.402 0.805 2.25 

Chemica.! s 5 4 6+ 9-5=10 7.274 .5. 036a 2. 61 

3 4 6+ 9-5=10 4. 2-36 2.933c 2.61 
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Mahalnobis D~ for 2 variables <X2 & X3) 

;·''. --------------------------------------------------------------------------

· ... •;' 

. ::. j>.: 

·~··.> -' 
'-,: . 
. .• ·:.! ~ •.. 

· [lidustry 

·. T e x t i 1 e s 

:Engineering 

Chemicals 

Per i.od 
yea.rs 

5 

3 

5 

3 

5 

3 

2 

•") 
.<.. 

2 

2 

2 

2 

14+17-3=28 1.280 

14+17-3=28 1.035 

8+17-3=22 0.506 

8+17-3=22 1. 402 

6 +9-:3=12 5.549 

6 +9-3=12 1.986 

F based 
on D 

4.5970.:1 

3.836b 

1. 316 

0.805 

9.2190.:1 

:3. 270° 

Not.;;;;;: o.1 d.;,not,;;s si.gni.fi.ca.nc,;, a.l J.% L..,v..,l. a. a.l 2. 5~6 l""v;;,l, 

b at !5!16 l&v,;;.l and c a.l J.O% l.;.v"'l. 

F 

F 
1

C0.10l 
F 

2 

2.50 

2.50 

2.25 

2.25 

2.81 

2.81 

The conclusion which emerges overwhelmingly from the 

tables is that the nul I hypothesis is rejected almost everytime for 

·· · the T ex t i l e and C hem i ca. t i n d us t r i e s . F o I' the Eng .i nee I' i n g i n d us t r y , 

the nul I hypothesis is never I'ejected. In 15 out of the .30 cases 

examined, results a.re significa.nt at 1% level in 3 cases, 2% level 

in 2 cases, 5% level in 5 ca.ses and 10% level in 5 cases. These 

results strongly suggest tha.t \it is possible, on the basis of 

multiple characteristics of the firms, a.nd taking into a.ccount the 

inter-relationships between the various characteristics, to reject 

the hypothesis that the two groups belong to the same population. In 

specific sense real differences in fina.ncia.l characteristics exist 

between the two gi'oups. 
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However, before such conclusions can who! I y be 

: ::· accepted , the :r e a :r e c e r t a i n p o i n t s to be pond e r e d o v e r . I t. m a. y b e 

recalled from chapter three, that univariate distance analysis 

resulted in 30% to 35% misclassification between firms, and none of 

the variables could individually discriminate between the firms. 

Howe v e :r , when a I 1 l he m u 1 t i p I e character is t i c s of the f i r m s a r- e 

considered together we find that the dist~nce between the firms 

are significant. This apparent inconsistency between the results of 

the univariate analysis and multivariate analysis is not an 
.-~ 

'.uncommon occurence; it arises from the fact that inclusion or 

exclusion of the variables in and from the analysis always changes 

.the distance between groups. A comparison of the results of table 

·:·. :· 
(a) and (b) with those of (c), (d) and. (e) would make the point 

clear. It is clear that exclusion of variables X1, XZ and li6, that 

contributed very little additional distance, have resulted in 

.sta.tistica.lly significa.nt va.lues of Emphatically it can be 

·said that combina.tions of profitability growth, l evera.ge a.nd 

valuation ratios ha.ve been successfully able to discriminate 

between the two groups. These res1...1lts a.re in a high degree of 

·:,~consonance with the results of the tests a.ppl ied in cha.pter three. 

~urther, the combina.tion of X2 a.nd X3 i . e • , p r o f i t a. b i l i t y a. n d 

growth ::;._s contempla.ted ha.ve discriminated the firms of the 
\. 

Textile industry a.nd Chemica.! industry a.t 1% level for the five 

1 ~~ yea. r p e r i o d . N o t.. i ca. b l y , the l a r g e s +.. ex ten t a f d iS c r i m i n a. t i on w a. s 

Ql.chieved in the c-:.1se of Texti l•? industry. IJut. of the 10 cases 

examined for this indusl.ry, 9 results w•?r•:J found to be significant 
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The co-efficients of computed discriminant functions 

along with the figures for the probability of misclass if ication 

entailed by the use of these functions in discriminating be•tween 

the groups of firms, provide further information helpful for 

improved decision making. 

(a) Discriminant Co-efficients: 

Linear· discriminamt functions were calculated for each 

set of data for which distance statistics were reported in section 

5.4. The co-efficients of computed linear discriminant functions 

... give an indication of the relative discriminating powers of the 

< ' 
individual v i'J.I' i a b I e s in a rn Lt I t i ·v a r i a t e context. an . ' 

illustration, coresponding to part (a) of table 5.4 the I i near· 

discriminant functions for the six sets of data in the three 

industries are given in tables 5.5 (al· and (b). This table gives 

the vector of the discriminant scores of the function:-

Z. = W1 X. 1 + W,..,X. '"' + ••••••••••• W l!. lg lg ~ lg~ . p lgp 

Corresponding to each W table 5.5 gives also the corresponding 

scaled vector W which has been obtained from W by multiplying each 
s 

element of the latter by the square root of the corresponding 

diagonal element of the pooled matrix. 3 This procedure standarises 

the discriminant co-effic·i~nts and the elements .of W 
s 

thus ref I ect 

the relativ~ contribution to the discriminant ma.d e by each: 
' 

v<u ia.b I e. 
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Table 5.5 

Discriminant Co-efficient <Wl and scaled discriminant co-efficient (l 

______________________ !!1_§_~~~~-P~~!~~-------------------------------· 
Va.r ia.b 1 es 

)( 1 

X2 

)(3 

X4 

X5 

:<6 

X7 

X8 

)(9 

Textiles 
w w 

s 

0. 12 5.22 

0.06 4.E!.1 

0.67 87. 11 

0.71 8:3.22 

0.29 11.62 

0. 11 13.77 

0.51 62.44 

-0.34 -31. 22 

0.86 134.20 

Engineering 
w w 

s 

0.05 5.61 

-0.02 -3.20 

0.37 18.91 

-0.33 -22.53 

0. 15 9.22 

-0.20 -11. 77 

0.:39 25.33 

0.08 6.:32 

0.42 :37.30 

Chemicals 
(J w 

s 

0.33 7.78 

0.01 0.93 

-0.20 -12.72 

0.31 16. 7 1 

0.25 1'? ~. 11 

-0~04 -1.20 

0.71 47.20 

0.03 1. 19 

0.79 4:3.70 

______________________ iiil~~-~~~E-P~E~99 _____________________________ _ 

Variables 

X2 

X3 

X4 

X5 

X6 

X7 

XB 

X9 

Textiles 
w w 

s 

0. 11 6.73 

0.60 62.20 

0.72 73.01 

0.41 47.51 

-0.01 -1. 61 

0.30 21.33 

0.31 29.:34 

0. Q/j ~~4 • Lj(l 

Engineering 
.W W 

s 

0.07 1. 03 

0.20 6.01 

-0.02 -0.79 

,o. 18 -3.67 
\ 

-0.27 -6.77 

0.49 27.80 

0.31 33.60 

() .. 22 31. so 
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Chemicals 
w \J 

s 

0~01 2.30 

0.77 57.30 

0.43 21.20 

-0.04 -3.60 

-0.06 -4.60 

0.72 55. 10 

-0.06 -1l.:::!U 

0.64 59. ~w 
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The following important points emerge from the 

information contained in table 5.5 

Ul The relative discriminatory powers of the variables in a 

multivariaie context are often quite different from those observed 

on a univariate basis. In spite of these, var·iables X3 and X4 

<relating to growth X7 <leverage> and X9 (valuation ratio) 

emerged as the most important discriminators. Profitability were in 

no case able to act as a good discriminator as it was in the case 

of multivariate analysis. 

( i i ) The computed vectors W and W 
s 

for the various sets of data 

show the relative discriminatory powers .of the variables differ 

considerably between industries and time periods. However for 

almost al 1 the industries X3, X4, and X9 were found to be the best 

.•. discriminators. 

''S.5 !bl Probability of Misclassification 
~·· -------------:---------------------
.. 

Tables 5.4 (al to (e) showed that out of 3Q sets of 

data, there· a.re 15 sets of data. for ·which is significantly 

sets of dat:;~. there are rea.! differences between the F.l.O firms a.nd 

0,0 firms and the computed discriminant functions best discriminate 

betw13en them. Tht~ qiJf.ll::;l:iun, however, still rema.ins: h•:)W good are 

the discriminant fur\ctions, i.e.' wha.t is the extent. of 

dis6rimination achieved by them. 

A :simple way of 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 ans\o~er depends 

among other things on the foil owing conditions: ( i) that there is 
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no sampling error of ( ii) that the data possesses 

multivariate normal distribution and the identical dispersion 

matrices in both gr·oups. Nevertheless, it is to be. pointed out that 

? 
the computed values of D~ in tables 5.4 (a) ta (e) even when they 

are significantly different from zero, are not very large to reject 

. a 1 l probabilities of misclassification . Thus, there is the 

necessity to compute the extent of misclassi~ication by avoiding 

these assumptions. 

A second and more direct way of solving the problem of 

misclassification .. is to compute the empirical probabilities of 

;misclassification with the he 1 p of the computed discriminant 

· .functions. In ouy analysis we have adopted this method. The 

procedure adopted was as follows 1 n each of the set of data for 
.. ~~· .- ,.., 

which o'- was f CJ\Jnd l () be significant at 1% to 10% level thE> fir-ms 
M 

·were classified into F. I • 0 and 0.0. firms on the basis of th~;d r 

-;:!iscriminant 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 

allocating firms to the two groups was intended to minimise the 

probability of misclassification. The results of these calculations 

r •. :···, 

for the three industries for 5 and3 year periods are given below. 

The I inear discriminant function was based on ( i l 9 variables ( i i J 

7 variables, ( i i i ) 5 variables ( i v) 4 variables and ( 'J l 

variables. 
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·. ~ :. Table 5.5 (b) 
Probability of Misclassification of Firms {3 industries together) ----.----------------------------------------------------------------------

--------------------~!!_~-~~£!~~!~-f~~£~!9~-------------------------------
________ §_~~!E _______________________ ~_l!!£ __________________ _ 

___ !9~~! __ ~9££~9~--!~~9££!~~-----!g~~! __ g9EE!9~--!~9?££!9~----~ 

F. I. 0 firms 28 15 

O.O.firms 28 19 9 28 18 10 

To ted 71 47 24 71 48 

(il 7 variable function 
' . ~- ---------------------------------------------------------------------------~- .- ________ §_l!!! _________________ ~-----~-l!!£ ___________________ • 

Toted Correct Incorrect Total Correct lnc.orrec::t ----------------------------------------------------------------

F. 1.0 firms 4:3 3:3 10 43 :33 10 
: ... 

.. -. D.O. firms 28 23 5 28 20 8 

' Tota.l 71 50 15 71 5-3 18 . ' 
,,(,·' 
'j,. 

.. 

____________________ !!!_~-~~£!!~!!_!~~~~!9~--------------------------------
--------~-~!~·! _______________________ ~_l!!£ ___________________ _ 

___ !9~!! __ ~9££~9~--!~~9££!9~ _____ !9~!! __ ~9££!2~--!~99££!9~-----· 

F. I 0 f irms 43 34 9 4'"' ·J 33 10 

.. o. 0. f irms . !_'/ .· &<--
28 22 6 28 24 4 

· .. t" 
··: Total 71 51 15 71 57 14 '·· 
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I il 4 variable function 

--------~-~~~~-----------------------~-~~~£ ________________ _ 
~ :·. 

Tota.l Correct Incorrect Total Correct Incorrect 

F. I. 0 firms 4:3 8 4.3 35 8 

O.O.firms 28 5 28 22 6 

Total 71 58 1 '=1 .... 71 57 

· .. ·.··%of Misclassifica.tion. 18.3<)% 19.7% ------------------------------------------------------------------------
,'• 

~.· 
,'/·: 

I i l 2 va.ria.ble function ... 
------------------------------------~-----------------------------------

--------~-~~~£-----------------------~-~!!£ ________________ _ 
Tot<d Correct Incorrect Tota.l Correct Incorrect --------------------------------------------------------------

-~ . :,: : 
F. !.0 firms 4.3 :34 9 43 .3.3 14 . ' . ~ . 

:.> ,. ' O.O.firms 28 20 8 43 2.3 5 

Total 71 54 17 71 56 15 

'){.of Miscla.ssification. 2:3 .. 3% 21.1% ------------------------------------------------------------------------
The results above amply demonstrate that 18% to :34% of 

the firms were miscla..ssified in genera.! for the short and long run 

periods. Further, there is a tendency for the p~obability of 

misclassifica.tion to decrease with the reduction in the number of 

variables. Though it is not the number of variables but the 

relationship between the variableswhich matters much, yet the 

minimum degree of misclasstfication is noticed in the three 

variable case. Although this information represents a definite 

improvement over the error of misclassification expected on random 

cla.ssification 150%), it indicates some degree of overlap betweenm 

the chc..racteristics of F. !.D. a.nd D.O firms. Possibilities of 
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misclassifi~ation are also low in case of functions where 7 and 5 

variables are included. The fact there are low possibilities of 

misclassification also flo\.JS out from the information in the 2 

variable case. 

Thus it is felt that the results of the Multiple 

'~·~ ·: .... 
'Discriminant Analysis have considerably helped us in corroborating 

the fact that differences do actually exist in the financial 

,behaviour of the two groups of firms. 

· 5. 6 ConcLusions·. 

To sum up the contents and findings of this chapter the 

iol lowing points are I isted down 

(i) The obje6tive of statistical analysis ~onducted in the 

present chapter was to confirm or ratify the findings of the 

~artier chapters. 

( i i ) The rE·su1 ts genera 1 I y show that it is possible to 

discriminate between institution owned firms and the others on the 

basis of some variables. 

( i i i ) Analysis of the results of ·this section shows that 

~:~···' discrimination between the two groups firms is possible but, no 

explicit conclusion can be drawn as to whether F. J.D. firms perform 

better or worse than the D.D.firms. Howe\ler results of the 

p:c·eceeding chapters show tha~ F. I .D. firms have infer·ior records 

for some variables g en e r- a ·J 1 y t h e s e v a r i a b I e s a r e f o u n d to be t h e 

best discrirninatof's bet.\.Jeen the two gr·oups of 'firms. Thus from this 

angle it can be stated that performance of the D.O. firms are 

better than the other group. 

( ivl Lastly, a genera.! conclusion that the institution owned 

i1·ms are relatively inefficient can be drawn based on the findings 
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of the total empirical study. Though the findings of the study do 

not fully confirm managerial theories of fir·ms in the lndi.an 

context, yet results of some 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 basie discussion ha.s been made by Ajit Singh in his book 

" Take overs - Their Relevance to the Stock Market and the theory 

of the Firm. II • • Ca.mb t idg e (1FJ71) Rea.ders who a.re interested 

de t a i 1 s m a. y r e f e r t o t he a. r t i c l e by W • G • C o c h r a. n ( 1 9 6 4 l ; On the 

performance of the l i near 

International Statistics 

Technometrics - May 1964 . 

discriminant 

[nstitute, 

function"; 

Book •") 
..:.., 

Bulletin of 

reprinted in 

· > 2 , F o r d e t. a i I s o f t h e r· e 1 <:d i <.J ru.> 1 d f.! b e t w e e n F i s h e r· 1 s Hc,tt?l! in~.::· s 

··. 
: ~ . 

and M aha I nob i s 1 M u I t i p l 8 · D i s c r· i m i nan t An a I y s i s m o cl e 1 s· r e f e r t o : ·· 

R.H.Lindernan P.F.Merenda and R 7 Gold "lnt.r·oduclion to 

Bivar·iate and Multivariate Analysis. (pp 171-183).; Scott, Fon~sman 

and Company , London, 1980. 

3. The pooled ma.trix 'S' is given by S= s 1 ..., 
+ ·s"- where a. typical 

1 t S 1 e emen. in s 1 is defined as 
N 1 pq 

s 1 
= \' <X. -

pq L 11 p x1p (X . 1 
1 q x1q 

i = 1 

and similarly the typical element 
N, 

,(.. -
s2 = \ (X . ,.., - X,.., (X . ..., - X,.., 

pq L l.t..p 'P l,q ,q 
i=l 
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( p= 1 •.. k' q==l •••• l<J 

? 
ins- is defined as 

••••• (p=l ••• k, q:::l, ••• I<J 
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CHAPTER SIX 

CONCLUSIONS AND POLICY IMPLICATIONS 

The overwhelming importance of an efficient financial 

system for the development of any economy farmed the basis of our 

entry into the study. Deliberations on the characteristics of 

financial system highlighted the fact tha·t by definition, efficient 

use of resources for economic development are ensured by a pot~nt 

financial system. In this context, while tracing the impact of 

~ndian financial system 6n its economy, three basic trends vie re 

identified, (i) increasing reliance of corporations an funds of 

financial institutions and internal savings (ii) law dependence on 

stock 111 a r· k e t fun cJ ~ und ldslly (iii) in equity holdlny o·f 

• pravate corporate sector firms by government controlled financial 
;:,";· 

. ; · .. >. 
institutions. 

In fact gradual rise in institutional investment 

along v.1i th their gPo•~ring importance in the corporate power 

-~·-.~~ structure, inspired us to rev i el•l the quest ion of role of f inane i al 

institutions in the private corporate. sector. Our objective l.l-Jas to 

develop a set of guidelines for institutions that would enable them 

to inculcate element of efficiency in private corporate se~tor. 

The t~sk, as was felt, was arduous, specially .... ' the 

context of piebald characteristics of the philosophy of mixed 

economy followed in India. It was prudently comprehended, that, any 

dictum, if not based on robust objective criteria would unnecessarily 

drag L{S in to an ideological debate. Thus, the criteria of 

efficiency was treated as a basic foundation of our study to examine 



on an objective basis, the role of institutions in the private 

.. ,.· corporate sector, both an investor and development agency. 

Specifically, the study was posed to d~lve into the fact \llh ether 

corporate efficiency in any way was related with insitutional 

:.,_:·. equity holding?Alternatively, the study was an attempt to me as;_,_ re 

efficiency consequeces of rise in institutional holding in the pr·ivate 

corporate sector. Based on the findings of the empirical an.=tly-~is 

an attempt was made to solve the basic policy issue of the present 

study. Thus discussions on the relevance of the present study was 
~--

the subject matter· of first chapter. 

For the purpose of empirical analysis, a total 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 
.I· . 

. . 

. ··. into tlAJO g rOL!ps to 11 OI•J i ng the p rov is ions of Securities E:<ch ung e 

(R~gulation) Act. These two groups of firms t.iJere identified as 

· '· "Institution Ot•lned" firms and "others". After a careful scrutiny of 

various theories of the firm nine financial ratios were selected to 

--.·-~~ discriminate betwen these two groups of firms. Time period of the 

study 1,11as 1981 to 1985 l>Ji th a subperiod of 1981-83. Second 

chapter mainly dealt with these methodological issues. 

Various non-parametric and parametric univariate 

were used to find out the ~ifferences in performance between 

financial institotion owned and others owned firms. These tests, in 

general, revealed that F.I.O. firms were outperformed by 0.0. firms 

in many cases. Specially, statistically significant differences 

t•le r·e found in ca:;;e of var· i ab l es like profitability, g rm•1th, 

leverage and valuation ratio. Thus, the th:lrd chapter, 
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initiated empirical analysis, provided us the first impression that 

the firms with highe~ institutional holding were performing 

relatively inefficiently. 

The follu1•1ing chapter, in a multivariate corite::t, 
•,:•, 
:-! .. · 

disclosed through correlation and regression analys.is, that 

negative relationship existed between institutional holding and 

performance variables in general, with the exception of debt equity 

ratio which had significant positive relationships. This 

corroborated the findings of the third chapter that rise in 
y 

fnstitutional holding led to corporate inefficiency and risk. 

Finally, the last stage of statistical inquiry based on 

.·,: ' 'Multiple Discriminant Analysis· also revealed the ·fact that the 

two groups of firms could be distinguished on the basis of all the 
. . 

_::.\.'variables or combination o·f related variables. This finding also 

·was in consonance with the findings of the earlier chapter. 

Findings of th~ study have serious and far reaching 
···.' 

·implications. Funds of financial institutions are in' all practical 

sense public money. When such money is misutilised," institutions 

... 
.:~ cannot afford to be a mere spectator to the t•Jhole sho~.>J. 
··'i\'' 

Emp i rica! 

analysis shows the negative results of involvement of institutional 
_ .... ,· .. ~ . 

·.fund on the efficiency of the firm. Underlying reasons of 

inefficiency are discussed in the next section. 

Development of modern corporations obviously helped to 

meet some of the pressing economic needs of the time, out 

unfortunately also brought it the vice of . 1 manager1a,_ 

exploitation of 01.•1ners. Grot•ling d i ssa t i sf.3.ct ion . !l.Ji th the 
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... 
t'<>. :- > functioning of the boards, both in developed and developing 

countries speaks eloquently about it. In India, contribution of 

unbridled management in the inefficient use of national resources 

is an issue in vogue 1 . Factors contributing to the- develop~ent of 

the present situation are briefly discussed below: 

···.:,·. (i) Cap i t a 1 . market in India can not act as a 'guard i~n. of 

efficiency' and proper 'allocator of scarce resources'. Under the 

circumstances ~f heavy dependence of corporations on 'internal 

financing' and reliance on 'funds from financial institutions', 

. _!:::orporate managers have avenues open for avoidance of "stock market 

? 
··disci p l in e" • -

d,i) tndividual shar(!OI•mers ar·e disorganised and widely disperseU 

and have very little, if any, influence on the corporate 

management. technically shareholders are expected to 

scrutinise the a~nual report of the directors and approve them by 

formal· mot ian·, in practice diffused shareholders often do not have 

,.·,:.'l.r, 
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 are managed, in most cases, by families or 

groups holding insignificant portion of equity shai~es. Financial 

institutions, intact, the real OI•Jner ot the business prefer to 

remain as passive spectators to many corporate activiti~s. In other 

!•lords the phenomenon Df di>'or·ce of cdpor·ate ovmership from control 
" 

is not uncommon. Such features of corporate control by families 
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lead to abuse of managerial position to create fam~ly empires (ll i th 

high speed and results in intense managerial exploitation of owners. 

<iv) Audit, a tool to protect the interests of shareholde~s, has 

become a mere formality. Auditors considers the mangement and not 

.the shareholders as their employers. "The blatant use of financial 

principles ~anctified by professional opinion helps in formulation 

·of accounts in a manner to suit the purpose of managers and keep 

ttie real owners in dark". (Thanjavur, 1987). 

(~).Though the Companies Act has been amended several times to 
.. 

s~itably streamline managerial and other activities, yet it has 

a large extent, deficient in doing so. Rather, it is felt, 

that ."management in collusion with the Government has resorted to 

v~olating.the provisions of the Act most blatantly." <Thanjavur, 

1987). Serious dubitation is ofteri cast as to t>shether the har·nesses 

an the processes of issue of prosepectus, financial disclosure, 

intercorporate investment, managerial remuneration etc. are at all 

~dequate. 

<vi) Absence of an assiduous corporate control market and fierce 

takeover battles like capitalist countries, often permits 

' inefficient Indian managers to'·"'salk ai•Jay even with the most inept 

teats. Ineffic'iert management is rarely intimidated with possible 

takeover threats form their counterparts. 

Thus, Indian management being quite free from "capital 

market constraints", "individual shareholders influence", 

"regu.l at ion of Camp ani es Ac:t", "threat of takeovers" and 
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~.:: .. 
functioning ~ith tacit support of financial institution·:; ar~d 

auditors, have opportunities to show indifferent attitude 

• public money. This unbridled management produces results that can 

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 16% of the listed companies 

have been declared as sick. As a result large volumes of funds have 

been blacked and virtually wasted. World Bank experts after going 

through the accounts of institutions reported that no less than 35% 

of the total portfolio of financial institutions are found to have 

been 'contaminated' . 3 Considering the aggregate assets of the 

finahcial institutions, estimated at Rs. 90,000 crores, the bad 
··.i· 

advances of the financial institutions would by any reckoning be a 

large amount. Mismanagement and diversion of funds are the main 

reasons contributing nearly 52 per cent of the total causes of 

sickness . l •t 4 
1n . arge un1 s. Industry, banks, government and 

professional managers periodically participate in. 

ritualistic exercises on revival 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 , cddes governing the fiduciary 

. '!•: responsibilities of directars·have neve~ been teStQd to bring to 

book corporate management guilty of misfeasance. 

(b) Many companies do not pay dividends to the shareholders; the 

p rop•j ,~ t ;_on of non-dividend paying cornpan i es is nearly 40Y. nov1. 

Even companies after' declar'ing dividends fail to meet their 
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, 
commitments fo~ long periods of time.~ This is in gross violation 

~of the statutory obligations of the company di~ecto~s, t~Jh e ~e they· 

ar~ · · r-equ i r·ed to distribu.te dividends within 42 days of its 

~d~claration. Thus company boards very often fail to discharge their 

:·j 

towards suppliers of risk capital. 

Corporate anomalies have reached such an e:-:tent that 

' ~:bentu~e-holders are also deprived of their interest in may cases. 

amounts not only violations of the Companies Act, but also 

raging the supplie~s of debt capital. 

·Companies tend to l1rnpha5i'iow niuc:h on growth of· assets T'at!iflr' 

P''oduction. ln<Jian C:l-:>r·po~ate ~:;;ector· has one of 

highest capital butput ratios among developing countries. It 

has been hypothesised that "high incpemental .capital output ratios 

get liquidated by low productivity of investment"~· <Desai, 1981). 

Thi~ in ~any cases is reflected in the India~ corporate sector 

~here scarce resources are wasted by inefficient functioning o·f 

Thanjavur observed "even the chairman of a leading 

augmeht assets but not prbductich. What is important i~ that 

are greater personal returns 
\, 

production". <Thanja.vur·, 1987) 

in promotion and 

(e) Lastly, it is to be alleged that corpor·a.t~ managers 

not 

in 

there 

in 

the 

private sector may have lost sight of the eithics o~ a socialistic 

economy and a welfare state. Rather than observing the principles 

of "of the people, by the people and for the people", they have 



,', ,·,. 

cultivated practices to me~t their ov1n fanciful ends. The 

and practice of management has failed to resolutely address 

to the dilemma between the of capital accumu.l a t..i on and 

i~peratives of constitutional legitimacy. This has signall£·d the 
.,,( 

· ·.erosion of the consti tu\:ional estate of the democratic ;1n c1 

sovereign republic of Indial. 

. _:, Just a 1'<~t•l point·"', ht:\ve bt!en t'ai<:,Pd het·e only to t>rint) \.<) 

light the ineffectiveness of corporate managements in general. To 

~·.substantiate the phenomenon several other e:<amples may be cited. 

However inefficiency of the board system are not the unique featur·e 

of India alone .. In industrially developed countries like U.S.A. and 

U.K. the functioriing of the board is under severe critit:ism at 

pr-esent. It is often been felt that declining thrust and 

productivity in these two countries is to some extent traceable to 

mismanaged boards.
6 

In modern corporations, ineffieiency of board to an extent 

stems from separation of ownership from management, Corporations 

of both developed and developing countries suffer from this 

However, there are some un iqu.~ India as mentioned 

earlier that contributed much for the emergence of unbridled 

management responsible inefficient use of resources. Thi:; 

situation is by no means comparable with the scenario of developed 

countries. 

A possible r-2medy to these problems could be active 

participation in the corporate man.:tgement by the fin .s.n cia l 

institutions. This aspect was also highlighted in chapter one of 

this study where it was pointed out that financial institutions by 

virtue of their shar2holding could discipline e:-~isting 



r • ·. 

management and act as 'guardians of efficiency·. Such action on th~ 

part of the institutions can be supported on two basic grounds. 

(i) For all practical purposes, institutions with their large 

7 equity holding can be treated as the real owner of the corporate 

sector. In other words, government has become the real owner of the 

private sector corporations and the theoretical distinction between 

public and private sector has virtually disappeared. As the real 

yo~.omer, it has in principle the right to interfere into corporate 

matters to discipline erring management. The issue that we like to 
.,,,· 

emphasise, institutions ' the privilage of selection 

and dismissal of manager's. cannot be deprived from their ri9ht 

as owners. 

/ 

(ii) Results of the empirical findings further reinforces the claim 

that owner of corporate sector must behave like an ov1ner. Wt1en 

~there is clear evidence, that greater the involvement of pub 1 i c money 

more is the inefficiency of the firm. Institution as custodians of 

~. 
public money cannot remain as spectators. 

Mr. N.A. Palkivala, ernirH''lt jur·ist echoed our viet•IS vlhen he stated 

IIP!.,tblic financial institutions had the same right as ordinary 

shareholders public financial institution must e}~ercise its 

voting pOllJer in pub 1 i c interest and also inturest of 

shareholderes". Lately steps have been taken to ensure direct 

institutional participation in corporate management. During the 

~ -' ' . ' . 

·last 15 years the nominee director system has been in operation in 

-.. 

'J India. But the issue remains open, hot>! far nominee director system 

.was effective to a~tieve both corporate and national goal ? 
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· .. , 6.3 Nominee Dire;::tor~s - E,v:oectations and Achivements 
----------------------~-------------------------

(a) Definition 

Before entering directly into critical ev.aluaion 

of role of the nominee directors a few introductory WQrds regarding 

these type of directorships will be in order. 

The Companies Act has not defined a nominee director. 

Specifically, a nominee director is one whose appointment on 

.removal from the board of directors of a company is the prerogative 

of the controlling authority - whether it is an individual bcYdy 

or any person. 

The Institutional nominee directors in India came into 

with the establishment of the Industrial Finance Corporation 

India in 1948, which under it's statute retains the right to 

the borH'd"u of 

concerns. Si~ilar rights have also been given to some other 

institu~ions under their st~tues. However during the early years 

the institutions did not exercise their rights with great emphasis. 

It was only since 1971, that f inane i al institutions started 

appointing nominee directors on a regular basis in pursuant to 

·~.. guidelines issued by the government. 

(b) Appointment ~Withdrawal 

Financial institutions impose at th~ time of sanctioning 
\ 

a te.r·m lo<m d!' und~~r·l•lr' it iny an ~ssue, that it vli ll have the right 

to'nominate one or ~ore nominee~ on the beard of directors of the 

assisted units so long as the term loan or interest ther·e on 

remains outstanding. The lending institution also has the right to 

~ remove any of it's nominees and appoint another in his place. 
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However the basic policy with regard to appointment of 

nominee directors is as und~r. 

(i) Financial institutions shall appoint nominee diretor(s) on 

the Boards of all MRTP Companies. 

(ii) In respect of non-r1RTP companies,- financial institutions 

shall appoint nominee directors on a selective basis, 

especially in cases where one or more of the following 

conditions are in vouge. 

(a) The unit is facing some serious problem an~ is tending to 

become sick. 
··,'-

(b) The institutional shareholding is more than 26X 

(c) The institutional stake by way of loans or other 

··.: investments is Rs. 5 crores. 
,I •. 

(iii) The exact number of nominee directors required to be 

appointed on the board of an assisted cocern would be 

decided by the> institutions a f t e r mu t 1..1 a 1 

with the concern. 

While appointing the nominee directors the financial institution 

--~'· emphasise that the board shall be broad based to represent 

adequately the interest of various 8 groups. 

Regarding the vii thdrai•Jal procedure, nomine~s are normally 

with drat>Jn after a period of 3 ye~rs. Ho~ever a nominee director 

is generally not subject to retirement by rotation, in 

certain cases the institutions may have it's nominee elected as a 

rotational director by mutual agreement with the assisted company. 

From a critical perspective the appointment mode of the 

nominee by the institutions virtually appear to be quite rational 

and democratic. Just because they' hold large chunks of share they do 
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not like to show 'big brotherly' attitude and impose on appointing 

of a large number- of d1rector·s. The attitude of broad-l.l.:i!:.dttl~ 

board f1DSsibly rl~flf'c.:l.,_; lo d lat'tJe extent the dEHnocr·at1c 

of institutions in corporate management. Again, appointment of 

nominees in cases where companies are sick or where their 

shareholding is more than 26% demonstrates the rationality of the 

institutions. The first shows the caretaken approach and the second 

moves in line with the Securities Exchange <Regulation) Act. 

Further to ensure that expert and qualified people are appointed on 

the board, there exists provisions of disclosure of particulars of 

the nominees • 

The Government expects that the nominee directors thus 

appointed should discharge the following duties on behalf of their 

appointing authority. 

(1)· Ensuring payment of institutional dues and observance of 

the. loan terms. 

(2) Ensuring payment of government dues, including excise and 

custom dues and other statutory dues. 

(3) Ensuring that there is no siphoning 'at funds and abuse of 

power by the promoters. 

(4) Improving productive efficiency and maintaining 

dynamism. 

(5) Controlling expendi.ture being incurred by the company or 
i 

management group. 

(6) Looking after financial performance of the company. 

Thus, it is expected that the nominee directors would safeguard 

the interest of government, ensure efficiency of assisted 

companies and control financial misdeeds of the management group~ 



.· 

( :·: 

·~ 

' .. ·.; 

,. 

In this section, we have simply stated the procedure 

of appointment and responsibilities of nominee directors. In fact, 

it is more important to concentrate on the b~sic policy of public 

financial institutions towards corporate management which will 

ultimately decide the nature of relationship between owner and 

management of the firm. 

<C> Changing Outlook of Institutions 

Depending on their experiences, pub I ic financial 

institutions on several occassions ~hanged their outlook tm11a rds 

corporate sector. Initially, they lured a policy that by any 

sta.ndard could be deseribed as sufficiently' liberal if not fully 

indifferent. Their tremendous importance in the corporate power 

structure was neither used to determine ch~racteristics of boards 

nor to control management of the corporations. Tt-.ey avoided 

shov.Jing "big brotherly" attitude and seldom insisted on inclusion 

of large number of institutional representatives on the board. On 

the contrary, institutions were in favour of "broad basing the 

board" 8 and inspired inclusion of "e;<pert and qualified" persons 

in the board. Institutions persuaded nominees to act as "friend, 

philosopher and guide" of the management of assisted companies. 

Nominees were expected to fo~low the policy of non-interference in 

the corporate management and help 
I 

"management team" capable to look 

concernd •. "Skills and specialised 

for the development ·of a 

after the interest of all 

knowledge" of institutional 

representiatives were considered as the dominant reason for their 

inclusion in the boards. 

Thus, very often necessity of inclusion of nominee 
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directors on the board (•Jas justi·fied in the fbllovd rig t•Jay-

"necessity and desirability o·f l.ndependent outsid.e_r,s in the 

stems primarily from the fact that in todays complex, business 

environment where each organisation is a part of the total system 

and has to respond to the total environment ;· sharing of kno~ledge 

and skills with outsiders who do not have vested interest, would be 

of immense benefit for achieving the corporate busines principles 

(Bhattacharya 1989]. 

By definition, thus nominee directors are simply 

outsiders, not the representatives of real owner of the business. 

They are merely responsible ·for imparting their "skills and 

knot.aJledge" assential for the achievement of corporate objectives. 

In a true sense, l•lhen real relinquish their to 

"control business eith~r directly or indirectly, it results in 

separation of ot•mership from management. Unlike industrially 

developed countries, passive attitude of the dominant shareholder 

of the Indian corporate sector was conducive for the divorce of 

o~omership from management. Obviously, it allowed management 

largely to function free from government contrcJl and helped to 

preserve separate indentity of private corporate sector. In this 

process, undoubtedly it keeped to preserve the very essence of 

mixed economy. 

However, Indian management was not responsive enough to 

the liberal attitud~ of financial institutions. All the vices of 

separation of ownership management such as "e;<tr.3.vagance, 

lavish expenditure, diversion of funds" <Gupta 1988) , abuse of 

power resulting in inefficiency of the firm 1•1ere prevalent in 

Indian industrie~. 

199 



.~ -~<_'· ' ... 
·• ·• ,! -~·',.. . 
··:\:./~ .. 'f 

·.:-.- ·.J';~. :: ;' ~ 

;;i\\{J: , There ••as a strong feeling that the whol 0 purpose of 
~~~~sett1ng up public financial institutions were going to be defeated 

~fr~~r;fct:n:::::::i::: e .. ::. t::t::::::::n:i :: t::· ho::r::::t:en::c ::~~h 
:'i:.:i~::V; ~~all big business t>Jould be borrot>Jer from government and government 

able to discipline them" <Thanjavur, 1987). This t>Jould also 

the gove~nment an unique chance to integrate the 

corporate sector to achieve broader· socio-economic 

~~:Jttt:::,~9~.ls. of the country. Thanks to the non interfering attitude of 

~*~·:0~H• < i',-;st i tutions, all theSe hopes were belied and institutions 
;::,:Jp.:l:!;,;were .forced to persue a stiffer attitude towards corporate sector. 

di~tincti~ emphasis was shifted from "advisory" to 

and "control" functions. 

G~i~~lines issu~d by the 
. . i 

IndustrialOevelopment 

"vJa tch 

Bank of 

emphasized the role of nominee directors as "gu.rd ians of 

::·!: . ':~:;·· .... ' 
('~>:;:·public policy". For a clear understanding of th present attitude of 

<:.\.( ·,. f inane i al institutions t>Je quote a part of the 
~.\,:;· :· .... :, . above guidelines. 

i'£1t,.··, "T~e nominee directors on the boards of assisted companies are not 
·.:·~ ••

1 only to safeguard the interests of the institutions but also to 
·r~.~' .~;~;_\\' .. . . . . 

:~:~d:\~:'.( ·'~erve the interests of sound public policy. Since the interests of 

~i~t;: :::ic::::n:::~er:::t::::::::· of s:::::::::::s :::1 °:e t::ll c:::::: 
\',• 

\ 
only when the project is impleme~~~d within the estimeted cost and 

tim~ schedule and i~ run on sound commercial principles and within 

the pol icy framevJork of the government" ( IDBI guidelines 1986) • 

This definition specifically asserts that as trustees of public 

r money, nominee directors should look after the commercial viability 

of the projects. This is essentially a • {.1/a tch dog· function and 
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suits perfectly with the theoretical concept of ·institution as 

"gurdian of efficlPncy". c· .:>lnce the character·istics of f. 1 n <I n c 1 , 1 1 

institutions are conceptualised as 'developmental agencies', it is 

natural to expect much more from the no~inee directors. 

Incidentally the government had also emphasized the 

boards "lllatch dog" and 'control' functions in view of ·growing 

industrial sickness even among large corporations "due to 

managements ineptjtude and larceny with boards as helpless 

spectators".[aupta 1988] The emphasis on such functions can more 

vividly be understood jf government guidelines are carefully 

observed. "The nominee directors should ensure that the tendencies 

of the company towards extravagance, lavish e:<pendi ture and 

diversion of funds are curbed. With a view to achieve this 

objective, the institutions should seek constitution of a small 

audit committee of the board of directors for the purpose of 

periodical assessment of e :<pend i tu re incurred by the assisted 

company, in all the cases where the paid up capital of the company 

is Rs. 5 crores or more. The institutional nominee directors ll!ill 

·.j, invariably be a member of these audit sub-committees" [As quoted in 

article of Gupta ,1988]. It seems government has a clear 

understanding of the problems arising out of separation of 

Ot>.ln e rsh i p f\Om management in Indian industries and therfore 

\ 

appears to curb managerial exploitation of owners. In other words, 

to Government has conceived the idea of introducing sentinels on 

\:f':' the board to act as vigilant "1•1atch dogs". 

In view of the findings of the present study, it is 

r 
difficult to r·efute tht~ r·i~lev:tnce of "t•lutch dog" functions of the 

nominee even if it contradicts the basic philosophy of mixed 
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economy. In addition, representation of Federation o~ Indian 

Chamber of Commerce and Industries t N . h c 't+- 9 
o aras1m am omm1 ~ee, 

emphasizing the need for maintaining sanctity of private corp6r~te 

sector in the mixed economy looses its significance inview of our 

empirical findings. Thus the scope of disputing the recommendation 

of Narasimham committee that favoured alert attitude of institution 

toward corporate ~ector is minimum. 

There is many a slip betwen the cup and the 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 the same thing. So there is scope of study to 

what extent this changed policy has been implemented in practice. 

Our experience shows very often we formulated high sounding 

guidelines that were never executed in reality. 

(0) Expectations and Arhievements:- Need to Bridge the ~ 

The study of L.C. Gupta confirms our belief about the 

·possibility of e:<istence of a gap bett•Jeen expectations and 

'achievements. The study observes that most of the nominee 

directors prefer the role of "friend, philosopher and guide" 

.iflstead of "watch dog" and "control" functions. 10 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", o;;o it i5 better tn fnllm•r the soothing toJay. A "gaunJi an" 

in all esst:!nce and pr·inc:iple, is expected to play the dual roles 

of "advisor" and "t•Jatch dog". HotJJever· ttl is attitude of nominee 

directors would have often made things unpalatable for corporatf? 

managers ~nd they would never converge with the idea ~f boards 
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emphasizing on control function, simultaneously with "advisory" 

functions. Execution of advisory functions 6nly can not under any 

circumstances be said to be violations of guidelin~s, how~ve~ it 

may be ascribed as a case of circumv~ntion of the main role i.e. 

"watch dog" function. 

It seems proper to mention here that~ on the basis of 

a fe~ stray examples, there are some feeble attempts to show that 

the nominee directors, merely as an advisor to the board, played 

·s"ign if icant role in the development of a nel>J pattern of 

management in Indian industr·ies.To quote an author , "There is no 

denying the fact that the association of institutions in . the 

management of corporate bodies has consider·ably facilitaled the 

process of progressive professionalisation of corporate 

·managements. Institutions have been able to convince the corporate 

management to appropriately re-orient their organ·i sat ion a l 

structure, personnel policies and planning and control systems. The 

shar·ehulders of Nall.Oilul Hd.yun Co I'JJCl r· d t ion, l(amani Eng l n t.• ~o•r· llltj, 

Sylvania Lax man, ElD to mention a recall 

gPatitude the constructive role played by the financial 

institutions in safegaurding their investments. While some of 

these companies had been incurr'ing heavy losses due to 

inefficient, weak or divided managements, some others had been 

reportedly bled white by unscrupulous elements. In some other' 

controversial cases like Baroda Rayon or Dharamsi Morarjee, the 

financial institutions had maintained a more or less neutral 

role". [Mukhi, 1990]. 

The proponents of this vievJ select some special cases 

to prove that nominee directors simply as an advisor also can 
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the management to appropriately reorient organisational 

~~ructure, personnel policies, planning and control system a~ the 
)I ' ,;/ 

,··, 

~rganisatian in a way that may produce encouraging results. We 

.· ~refute this argument mainly for two reasons. First, proponents of 
~- .;. ·:. · ... ' :. . 

>!<::this argument, very unfortunately, manage to forget a large number 
:..-:.-: 

:·. 

of, c'ases llJhere the "advisors" !!Jere not even consulted while taking 

some major policy decisions. 

Certain specific examples may be cited to shovJ holll 

:'-f,;·tontrolling group even after issue of different guidelines simply 

'>:· ignored institutional representatives llJhile taking major policy 

,, decisions. Escorts where institutional equity holding is roughly 
t)', ... ·, 

5·3%, issued shares and debentures of Rs. 15 crore llJi thout 

-~~~onsulting even the institution before hand. Premier Automobile 

.';.,·, raised car prices taJithout consulting company's board of llJhich K.B. 

'• . ~- . 
Punja, Chairman, I.D.B.I. l•Jas the nominee director. Most 

. _.,'.: 

· interestin~ example i~ Shaw Wallace where there were at all no 
·.' -·. 

institutional representatives in the board till 1985 despite 

per cent collective equity holding of L.I.C. and U.T.I. As a 

·· . ...:_)matter of fact, the controlling interest of public financial 

:-.· 

institutions is .generally used merely to takeover of 'sick' units 

~or marginal units saddled with large losses. 

... Our feeling is there might be a few cases where 
I 
\ 

institutions had been able to disci~line management but probably 

in most of the cases inominees decorated their seats as silent 

observers. Secondly, findings to the empirical study suffici~ntly 

corraborate our above obser'lat ions. We have found that the 

performance of F.I.O. firms are lagging behind the others. If the 

nominees had really been vigilant the resuts would have been 
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better. 

What mot i va.tes nominees to act as an "advisor" 

instead of ""'latch dog" ? What steps should be taken to tu.rn 

"passive" nominees into "active" and "vigilant" ones. Than j avu r 

was partially succe~ssful to answer first question. The author 

felt that management aught to be disciplined but nominee failed to 

do that as the "cultural heritage of professional managers in 

these institutions" beiog idential l•Jith corporate manager, little 

··~. 
could be achieved from them. Vested interests, lack of proper 

acumen to go deep in to problems, inadequate provisions 

. ·::: .· Companies Act 5 quest iona.b l e audit standards, 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 guidelines have been 

developed in the background of "I•Jatch dog" functions of nominees 

\ :·:•··. 
that are only capable to discipline existing management and ensure 

,··: ···''• 

implementation of public policy in the present situation. 

At tht~ outset, 1,1.1e prefer to mention some relevant 

points pertaining to the discussions of the present section 

We suggest t•.•IO sets of actions:- corrective and 

punitive. While corrective action denotes remedial measures, 

punitive action implies removal of e:-:isting management. The 

question of punitive action comes, only when corrective action 

V.J i thout -3.ctive participation of real 01,11ners in. the 
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management of the corporation, none of these actions can b~_taken./ 

All the sugesstions do not necessarily directly 

imp 1 icate institutions. A more or less comprehensive set of 

sugesstions involving institutions, auditors, Co~ganies Act etc.,· 

have been designed. These are e:-:pected to fac-ilitate corrective 

action against management. However, broadly speaking these 

sugesstions relate to Nominee Directors and amendf!)ents of the 

provisions of the Companies Act. The former is actuaily dependent 

on the latter because the the legislations are. expe~ted to serve as 

the broad fr~mework within which the directors are to function . 

. Finally, the scope of implementing many a sugesstions 

will depend upon the relevance of institutions in the 

pov1er structuT'e. With an avel~age equity holding of 26X can 

reasonably be expected that a large number of companies will come 

unde-r the ambit of institutional corrective and punitive 

measures.With these fetJ.I v1ords, tJ.Ie mention be lot..., some corrrective 

steps. 

~ Corrective Actions:-

f"• 

(A) On Nominees and Boards: 

The primary we~kness of corporate boards in India 

stems from their dummy characters. This characteristic is a ,~esu l t 

of Board appointment being monitored by the controlling 

group of th~ company. Boards thus constituted, act as watchdogs of 

the interests of the controlling group instead of looking after the 

interest of shareholders dt large. Institutions, being I; h!! l'l.' d l 

owner of many enterprises, should urgently take steps to transform 

boards from "rubber stamp" bodies to very vigilant bodies. 
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Anomalies of separation of ownership from control and the vices of 

managerial exploitation of owners can only be avoided if 

institutions play the lead role in formulating the policies 

regarding composition of boards, selection of personnel etc. 

All the decision5 of the institutions 

corporate boards should be guided by the philosophy ,that 

step for ensuring corporate efficiency is that an e:<cellent hoard 

should be formed. The primary attribute ~f an e:<cellent board is 

that it should have on it all the proficiency, competence, 

adaptability and ingenuity relevant to its work in the context of 

the companies business. A board's performance is maximised "if it 

is heterogeneous. For, it has been observed that groups comprising 

people of markedly different styles and backgrounds produce better 

solutions and ideas than a homogeneous group." 
I 

Mills 1985 ) . 

Institutions responsible for developing a vigilant board with all 

the above attributes are urgently required to initiate some 

actions. The steps relate not only to the selection of their o,_.,n 

representatives, but also the other members. Keeping these in mind 

1 the institutions should take the following steps:-
,"""""-J.,.· 

* They should select nominees in a manner so as to represent 

people from different fields of specialisation. 

* In addition to the academic and professional qualifications 

and service experience, the personal attributes of the nominee, 

such as their aptitude for work, honesty, integrity and personality 

should be judged in the context of their potential contribution to 

the board process. It should be ensured that the nominees have the 

qualities to make their presence felt on the board rather than 
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~- act as" yes men" to the cont;·Dlling group. 

* Institutions must ensure that automatic inclusion ·of th i? 

younger members of the controlling groups and families are stopped. 

Their inclusion, if necessary, must be subject to a strict 

of their attributes and competence. 

rev i e\•1 

* Institutions must ensure that the directors appointed under 

the principle of broad basing the board, should pledge allegiance 

to the general investors instead of the controlling group of the 

company. 

* Before inducting a 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. 

~ Institutions should establish 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 company 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 

directors to attend every board meeting; 

is 

but 

drive home the fact to the nominees, that, 

no binding upon the 

Institutions should 

according to Section 

283(1)(g) of the Companies Act, the offic~ of a director shall be 

vacated if a director absents himself without leave of absence from 

three consecutive board meetings or all meetings of the board held 

l•Jithin t;hree months- t•Jhichever· is longer. The nominees should be 

asked l·.~· pay,str·icl att.o?ntior. tn this clause, and be caref'u) so 
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that the directors of the controlling group cannot use this ~'legal 
.• 

guillotene" on their· necks. 

* Ttle nominel~ di r·ec LOT'S• must ensure tllat all relevant 

influencing corporate performance and policies are~discussed on the 

board meetings. They should be at>Jare of the f a c t · that . ." b o a f' d 

meetings can become excellent grounds for playirig hide and seek 

games under such conditions where the functional director·:; 

representing the entrepreneurs are a determined lot not to give a 

correct/ clear position to the board about the company's 
......,,_ 

performance, problems, strengths and weaknesses." [Ramakrishna.n 

1986J. Thus, nominees must be on gaurd to remove these practices. 

* Institutions should ask the assisted companies to despatch to 

them and the nominees 5 copies of all agenda papers at least 10 days 

in advance of the board meetings. They should oppose the practice 

··of the company presenting supplementary items on important matters 

the day of the meeting. 
'.' 

>:··v: .. * Number of directorships that a person can hold at a time must 

l ~ : 

be limited , so that the he can devote sufficient time and effort 

for each company's meeting. Directors ''should be prepared to commit 
_."..} 

the time needed for the board's work, i . e • , doing the homet•iork 

required for board meetings, attending meetings regularly, being 
•'· ·:·. 

available to servf~ on boar·d committ£•es, and-doing such other t>Jork 

as may be assigned to them by the.Chairman of the board." (Gupta 

1986 ). 

(B) On Pf'iorities of Fun·-t:inn:-== 

Nominee directors can function more efficiently if the 

priority of their functions are well defined. Government guidelines 
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~ have listed down a long series of duties, with out specifying which 

ones should be attended with greater care. Thus it is suggested 

that:-

* Functions like monitoring of timely payment of institutional 

loans, government dues and taxes by corporations etc,.should in no case 

be the prime function of the nominees. These should left to the 

_appropriate bodi e·:o; like "Recovery Cells of Institution·:;;" 

,"Central Board of Direct Ta:<es" etc. 

* Top priority should be given to the 'watch dog' functions cf 

·.~· 

•· ~'. 
the nominees. Since many proprietary types of malpractices such 

extravagant management perqusites, lavish bungalows, foreign car's, 

vast amount of entertainment allowances, etc. , fall outside the 

ambit of audit, the nominees as 'keepers of corporate conscienc•? 

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 closely 

monitor the progress of the assisted units. They should flash back 

in time, the f i l"S t signals of corporate sickness so that 

appropriate steps can be taken before it is too late. 

(C) On Corporate Accounting And Audit Svstems: 

Presently in many cases, the system of accounting and 

audit, instead of catering to the- shareholders, have become a.n 

effective tool of the management to suit their own desires. These 

systems should be modified 1 so that the extra pecuniary goals of 

the managers at the cost of the loss of the real Ot>Jners are 

miniinised. In fact ace oLin t i ng has become an art either to 

Cdif!DLtfl3.ge the misdeed·:; of n,anagement or to project a particular 
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type of image best suited for management. 

Because of tile vast domain of accounting and audit it 

l)lould not be possib}e to elaborately suggest remedies in .::d l 

specific clauses; however, some sugesstians are made as examples. 

* If the net worth of the company is inflated by revaluation of 

assets, the additidnal depreciation an the inflated value of the 

asset? should be debited to the prOfit and loss account. Othert•lise, 

the shareholders will be presented with a distorted picture of the 

state of affairs. 

* Minimum disclosure requirements should be modified 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 requirements 

of the Companies Act and provides an e:<cellent opportunity to 

further the economic goal of managers in exclusion of the owners. 

* The practice of treating depreciation as a residuary entry, 

i~e., writing back, writing conversion from one rate to 

another should be strictly restricted. These' are only practiced to 

satisfy managerial needs. 

* Audit standards and practices s~ould be suitably modified so 

that the professional auditors legally a~d ethically bother about 

the security of funds of the investing public. 

* Steps should be taken so tAat the nominee directors enjoy the 

right of free access to a company,s records, accounts and personnel 

to discharge their responsibilities. Institutions on behalf of 

general shareholders may also think in terms of sueing the auditors 

guilty of misconduct for damages which is a common 

in developed countries. 

211 

place pr'actice 



~.-~ * Auditors should be asked to ensure that true and fair view of 

the company should actually be presented to the shareholders. 

Auditors should be debarred from presenting lengthy reports,with a 

lot of technical jargon in it; this action should be only· 

t>Jh en auditors attempt to satisfy their conscience or escape 

possible proceedings for professional misconduct. Reports for the 

shareholders should be easily comprehensible and streamlined. 

* Nominee Directors should be instrumental in ensuring that the 

baaed gives attention to the auditor,s objections comments and 

suggestions. 

* If Nominee Directors have any doubt regarding the standard of 

audit conducted by the statutory auditor, they must have the right 

of formation of the board's audit committee and in tolh ich the 

nominee director will be represented. 

* To restore confidence to the shareholders, i~stitutions on 

behalf of the investors may arrange for some form of supervisory 

audit by a committee shareholders who are not members of the 

board. 

'·. ;·:' .. 
·:, .. ·. (0) On Shareholders Participation in AnnLtal General Meetinas: 

One of the basic characteristics of modern 

:.,corporations " with stock widely scattered among individuals, 

investment trusts or institutional investors, who faithfully vote 

for incumbenty managements and resolutely refuse to participate 1n 

its concern" results in "stockhcJlder·s obeying the management 

not the management the stockholders." <Rostoi•J 1959). To check 

,_ situation it is necessary that; 

* Shareholders should be vigilant and participate in corporate 
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proceedings. They should not leave the task of vigilance only to 

the nominees, but should co-operate with them in doing so. 

* Well informed shareholders whb have the habit of selling the 

stocks of "not so profitable" companies, should shun the habit of 

doing so and should engage himself in the debates for remedying 

managerial shortcomings. Responsibilities for- cr-eating such 

outlooks do not fall within the ambit of the Companies Act or 

~ functions of the nominees. Rather it is the task of 'the Government 
_7 

and the public media to create such awareness. 

* To promote interest of the general investors in the corporate 

activities, Shareholders' Associations should be formed and legally 

recognised. Management should be directed by law to submit reports 

to such associations at regular intervals. The Articles of 

Association of companies can be used to compell the shareholders to 

participate in corporate pr-oceedings and in the AGMs. It is 

.suggested," For failure of complying t•Jith the obligations of a 

~ember, the membership rights and status may be lost if so provided 

-;:);~:·in the articles." (Sen !971). 
::_. .. ·· 

* Shareholders associations should be permitted to effectively 

participate in the AGMs in a representative capacity with a right 

=to speak and vote on behalf of all its members. 

* Institutional representatives, who happen to be the best 

to the Sh;lr·ehnldc•!··::;' 

Association and also can al$o lead the association in its infancy. 

(E) On Ifltercorpora.te Investments: 

When inter corporate investment, are made out of 

pr'Opl'r' ::;urpluses \.lJi t,h a. vie\•! to divey·sify, keeping in mind the 
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interest of shareholders, no eyebrows can be raised. Ho~ever~ \•ihen 

these investment are made l•li th other fanciful purpo5es; 

institutions should keep a vigil on the following aspects:-

* t-Jhen institutions are convinced that the purpose of 

intercorporate ·investment is to expand family empires, tAli th 

disregard to the ethics of 'socialistic pattern at society'·, they 

should stop the practice by vehement opposition in the board 

* Careful assessment of financial viability of proposals of 

siphoning of funds should be undertaken, so that the investing 

6rganisatian does not turn sick. It is known that one of the major 
.. :.· 

reasons for corporate sickness is uncontrolled siphoning of funds. 

Nominee directors shouid 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 oth~rwise of the investment, in these case·::; also, 

t:. they may insist on forming an audit sub-committe~ from ~>Jhic:h th (> 

chief executive will be excluded. Audit committee shou!d conduct 

·'1. 

the audit absolutely free from any influence of the company's chief 

e:-:ecutive. 

* Provisions of section 372 of the Companies Act should be 

enforced and properly administered so that t.he interests of the 

shareholders are:protected. 

* Amendment of Companies Act is necesary to permit 

shareholders, not the board of directors, to decide upon their 

representatives 1n the company where the investment is made . So 

long board is not properly constituted as mentioned earlier, it 

will provide some leverage to the financial institutions so far 
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' ' ~ 

selection o-f comp -'iny are concerned. It l•JOUl d 

obviously discourage existing management from makiny uneconomic 

intercorporate investment. 

(F) On ft.mctinninq of th~ Compai!Y La~·' Board _ 

The Company Law Board can be instrumental to qaurcl 

again5t the management and auditor t•Jho fail to d i sch a t·g e t;h e i , . 

duties properly. 

The Company Law Board 

* should be given the right to order invest iga·t ian into any 

affair of the corporation. 

* should implore auditor~ to gd deep into transactions 

'have a foul smell' and disclose managerial expenses supported by 

dubious vouchers. 

* should direct the removal of auditors t•Jho fail to discharge 

tllt::ir· dtt(~rt,"d, •IIH/ dnll,,,.,.· l.llt~Hl fr·om pr·aGtil;;c.~ nutt•litl"n>tandltii.J .~tlyi:ltill\ 

contained in .the Chartered Accountants Act. 

* should keep a liason with the tax authorities,_ so that the 

shal'eholders ar-e informed about legal disallo\llance of any 

expenditure incurr-ed by the company. 

<11 P~nttive Actions:-

Lr=>t u.s Like a pause· at this jLincture td have a f r·esh 

look at the industrial economic scena~io of our country which is 

flooded l•Ji th fier-ce 

D t h e n•l i s e , and 

take-over- battles 

sedentary business 

at ~ 11 pr-esen,.. 

environment, 

sense of insecur-ity amon•;j 

2l~· 

.1n 

tak(?over 
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management. Take-over with all its drawbacks is essentially an 

effe~tive device, wid~ly used in ih~ capitalist countries to 

improve• efficiency uf the firm. 12 Constant increase in efficiency 

is tne only means avai.lahle to existing management to 

control over company amidst take over battles. In this sense, 

take-over may be considered as a punitive action against existing 

management who fails to utilise resources efficiently entrusted to 

them. 

A take-over bid in India has different implications 

than any 1>1here else because of the large equity holding of 

financial in·::;titution·;:;. Depending on their attitude tov1ards 

existing management, they can frustrate of induce take-over 

attempts. Who will be in driver's seat of any corporation, 

largely depends upon the attitude of institution. 

Role of institutions defined earlier may be described 

as "corrective" steps of institutions to streamline the activities 

of inefficient management. Change of management through direct or 

indirect support in take-over may be. considered as a "punitive" 

J tool available to the institution for replacement of e:-:isting 

management who failed to respond 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 compitition in a modern industrial economy 

is manageria1 competit.ion, t•Jhich implies, among other things, take 

overs and me r·ge r·:o.. The operation of the over-all 
·. 
~· 

and and the discharge goverrdng take-overs mergers by the 

financial institutions of their functions in this regard, should 
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be guided primarily by objectives of 

Committee Report] 

efficiency". [Narasimham 

Before cone l ud ing ·our study, t>Je seek to provide 

clarification on some essential points to avoid confusion . 

are as follows:-

They 

(1) The guidelines have been developed to suit the basic 

economic philosophy of a mixed economy. It requires a proper 

blending of managerial autonomy of promoters and watch dog 

functions of nominees, which seems to be a difficult task. 

<2> Some times it becomes difficult to make any finer 

distinction between "high handed' attitude and "~>Ia tch dog" 

functions. While "!11atch dog" function is \llelcome, "high handed" 

attitude is to be avoided. Detailed guidelines will minimize the 

scope of using di~cretionary power, thereby high handed 

of management. 

attitude 

(3) No claim is made that the afo~esaid guidelines are 

e:<haustive. In fact, no such fll.Dll proof guidelines are possible to 

prepare. Depending on the situation nominees have to use their 

· _} skill and intelligence to discharge their duties. 

(4) Revision of companies Act, attitude of auditors and 

shareholders are necessary conditions for successful functioning 

of nominee directors. Thus, an all out change in the outlook of 

all concerned 

cnrpo1'a t ions. 

are 

( 5) Last]y, 

essential 

f~vourable 

to promote efficiency of the 

response of the Government is 

absolutely essential for implementation of the true spirit of the 

guidelines. 

We end ~~ith a high hope that these corrective measures 

217 



along with the threat of punitive action will help to: -~is~br~ 

efficiency in the private corporate sector. In future, ·companies 

on the basis of their proven efficiency will be in a position to 

raise required funds from-the stock markets. Thus institutions 

will be largely relieved from financing corporate sector and the 

Government no more will have to act as a dumpin~ grbund of sick 

units. 

************************ 

·::·' 
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NOTES < CHAPTER SIX > 

Professor Ba:<i, Vice-Chancellor, De lh.i University, t•Jh i l e. 

c;ommenting on. Indian management practices said, "the theory arid 

practices of management would assess the soverign pre-rogative of 

ma~agers and owners to ga1n e:<ploitative access to unorganised 

labour, effortless!~ and without liability cause industrial hazards, 

intensity pollution on environment, participate in organised 

corruption, exploit the vulnerable consumers, cause industrial 

·~sickness, obtain immunity for professional crimes (e.g. the amensty 

provision for FERA violations>; subvert the legal· profession into 

it's being the fighler for un·fair and unethical 

' business practices, pur·chase state officials, inflict occupational 

diseases and fatalities and subvert in all possible way~ state 

regulatory efforts and measures. Clearly the Constitution and legal 

order of India enjoin that development of ~anagement sciences forbid 

political power in the managerial classes and the Olllners of the 

means of production to knot•lin•:]ly or intentionally har~ individuals 

groups or communities. ~:'1 managerial cu 1 tu re l•lh i ch a 1 1 Ol>IS t h i S 

privelege and is not merely unconstitutional but 

anti-constitutional. [Baxi 1991] 

2) This aspect was discussed vividly in the first chapter. 

3) This word 'contaminated' was actually used by the observers of 

the developed countries. Independent studies by the Ministry of 

Finance as well as the World Bank team comfirm that nearly 35% of 

the funds advanced by financial institutions are lo~ked up in sick 

units and are the contaminted. (source- The Economic Times, 17th 

March 1991 1 Pg. 1) 

4) Studies shov1 that ,nismaniigement including diversion of funds, 

lack of marketing strategy was the ma1n rea.son for c<.:>r·po1"'~1.te 
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( .' sickness <in 52Y. cases). Ne:-:t, in order of importance was market 

recession which accounted for 23%. Labour troubles, pot•Jer cuts, 

shartages and famely planning contributed the rest 25%. (Source 

The Economic Times. 11th September 1988) 

: .. ::· 5) This is a very common allegation against company directors. 

Though hundreds of cases can be cited, yet for want fdr space two 

cases are cited here for the purpose of demonstration only. 

(i) Karan Kumar Taneja (82C/72A, Janak Puri, N.tielhi) wh~ held shares 

of Nirman Mechanical Erectors <Ref. folio S-0581 and K-0256) did 

not receive any dividend or receive the balance sheet of the 

company 7 even after dividends were declared in the AGM. 

(ii) Sudha Jain & K.K. Jain CG-80 Ashok Vihar, Phase 1 Delhi) 

held 115 share of Nippon Dendra CRef. folio 80-2742). The company 

declared interim dividend at the rate of 15X for which the record 

date was 16.01.90. Even after three months the ~har~holder had not 

received any dividend. 

6) This aspect did not escape the attention of Harold Geneen, 

former chief executive of the International Telephone and Telegraph 

company of U.S.A. In his t•Jords "under present conditions 

shareholders,whether individuals or institutions 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 rr.anagement r·ather tt1an effective representatives of 

the company ot>iner·::L" He also argued" ••• the prime funt:tion of a 

board of directors is to form continous judgements on whether or 

not the chief e~ecutiv@ and his management team are running things 

properly" .Present board ·sy·stem ·failed miserably in this respect 

Genee~ further opined that the present system of functioning of 

board} lack of strict regulations 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. Gupta, 1988] 

7) This aspect was vividly discussed in the first chapter. If one 

moves in line with strict legal interpretations, institutions 

holding move than 25X 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 26%, a 

large number of private sector corporations can effectively said to 

be owned by· the Government. 

8) To make the board broad based th8 institutions, in the case of 

medium sized projects (4 to 5 crore~) determine the composition of 

the board in the following manner. 

Represantatives of :-

( i ) Promoters (in case of SIDC joint ventures>-3, ( i i) 

.\~ Entrepreneurs-2 (iii ) Central financial institutions-3. ( i v) 

Public-3/ Total 11. 

In very large organisations this practice is also 

;follDwed, but naturally the number of directors are move. For 

.;;; .. example in the case of Larsen ~{ Tourbo Ltd's, board, financial 
.\; .. ~.< ;,:;': . ' 
r::~</.inst i tut ions holding 37% of the stake of the camp any' had s i :{ 

;'.· 

·nominee directors including the ch3.irrnan. (The chairman was Mr. 

D.N.Gosh~ former chairman of State Bank of India). Another 

controlling group the Ambanis 5 holding 25% of the st:ake had 3 

director of the board. This was the pbsition on M~y 1990. 

9) FICCI in their memorandum submitted to the Narasimhanm Committee 

practically urged the Government to follov1 two distinct policies 

r·ega.rdir~':; t;.;i:eover·;;. It stated, "as a general rule the instituticns 
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should support the existing management unless the latter are found 

to be grossly deficient. This would bring about a compromise 

between the independence of management and the rights of the 

institutions as shareholders." [ Memorandum to Narasimham 

Committee, FICCI, New Delhi.] 

10) In Dr. L.C. Gupta's survey (conducted in 1982)' 191 nominne 

9irectors, both official and non official were covered. These 

directors were requested tp rank five specific ~ays of looking at 

the board's role, viz: 

<a) Providing expert professional advice to the chief 

executive on specific matters, 

(b) Acting as watchdog ag~inst managerial abuse, 

(c) Acting as friend- philosopher- guide to the chief. 

(d) generating pressure to drive the executive ~anagement to 

greater efforts and, 

(e) ensuring social responsibility. 

The findings of the study were that (a) and <c) 

~r~nked highest by as many as 62.8% of·the nominee directors; 

- ___ ,,-·dog and control functions i.e., (b) and (d) lllere given rank 1 by 

~- .. ::-~:Jlo~ly 28.91. of the r·espcmdent directors. 

,~- :.·. . ";,_' [Source: L.C. Gupta 1988] 

11) Some examples of takeover cases are:- D.C.M., Escorts, 

Wallace, Dunlop, Standard Batteryt·Tiru Tea, Jokai Tea etc. 

12) The fact that tak~over mechanism can be partly effective to 

discipline management controllled firms was also stated by Peter 

Hall in the artic:le " Control Type and 1'1at~ket for Corporate Control 

in Large U.S. Corporations." [The Journal of Industrial Economics, 

r- voi, XX'.I) Ju.ne 1977.] 



REFERENCES <CHAPTER SIX> 

(i) Ba.Jd, Upendra_. "Speech at the Indian Institute of t1anagement, 

C l t II ..., th c t . a cu ta. L6 onvoca 1on, March 16- 1991. 

( i i) Bhattacharya J' S. K. _, " Corporate Board ~"{ Nominee Directors", 

Management Developement Institute Journal,1989. 

(iii)Desai,. A.V., "Factors L\nderlying the sl01.11 g-rowth of Indiah 

industry". Economic and Political Weekly, Annual 

•.·~.-
Number, March 1981. 

,":'·; 

.. '· 

~iv) Gupta, L.C., "Nominee Directors:- In Search of a Proper R.ole " 

Management Developement Institute Journal, 

August 1988. 

<v > '' do " "E:{cellence of a Board of Directors", Vikalpa, 

Volume 11, No 4. Oct-Dec. - 1986. 

''Guidelines for use Df 

Nominee Directors;", January 1986. 

·<vii> 11ills,. Geoffrey, .. On the Boar.d", Allen and .UnvJin, 

London,1985 

.. ~viii) 11ukhi 1 11.0.,· "Financial 
~ 

Institutions Role in Company 

Managements". The Economic Times, June 5, 1990. 

(ix) Narasimham Committee Report [ Committee to Examine the Prin 

-ciples of P6ssible Shift from Physical to Financial 

Control, Pg 25. J 

( :<) .~ 

.:_ .. ·" "Nominee Directors", The Chartered Secretary, 

September, 1980. 

(:<i) Rosto~'i_. Eugene. !l._. "To l•lhom ends is corpot·ate 

management y·esponsible". Ed.- Mason, 

Cor·pc;ra.tior. in Modern Society.", .1959 

r"l~-:'"" 

~~L·-".1 

E. s. 'II Th(~ 



(:<i i) Sen~ "Ne<·l Frontiers of Company La<•l", pg 181 

(xiii) Than_iavur., 

Eastern Law House, 1971. 

"Co.-npanies Act Amendment Bill- Corp or.?. t e 

Ret;ulation in Reverse Gear". 

Ecomomic and Political Weekly, December,1987 . 

..... ~ .. 
. ~ lilt'•" ~ 

... (1,1f'"*' 


