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ABSTRACT

This review article has attempted to highlight the
trends in financlal management research in India. It
has shown how methodologies such as regression analysis,
factor analysis, multiple discriminant analysis, control
theory, survey methods etc, have been applied to finan-
cial data by the Indian researchers for useful financial

analysis,

The article also provides a list of potential topilcs

for research in future,

I.M. Pandey.



FIRKANCIAL MANASEMENT RESZARCH IN INDIA

Financial Managem:ant is one of the most important areas of
business decisions, A lot of treoretical and empirical
development has taken place in finance over last three
decades or so0, Researchers in India have started taking
note of this development, and a number of empirical works
using Indian data are available now, This paper aims to
review and synthesize the important empirical studies in
financial management in India, and to highlicht t! e use of
trecries, techniques and the emerging trend in the finan-
cial data analysis, Some potential topics for future
research are alsc indicated,

We have selected only those Indian studies for review
which have erpirical basc, which attempt to integrate tleory
witt practice and which have a bearing to the practical
aspect of “inancial decision making, Therciore, literature
on the operations and functioning of the Indian financial
system anid accountins an? mansjement control systems have
been exclwied, The material has been divided into eix
topicsi: (1) Accounting Information and Financial Manage-
mentsy (2) Capital Budgeting: (3) Cost of Capital and
Carital Structure; (4) Dividend Decisionsy (5) Behaviour,
Performance and Efficiency of Stock Markets; and (6) Inter-
face Between Finance Fumnctlon and Strategic Management,

The topic of working capital management has not been in-
cluded because of the paucity of time,

ACCOUNTINSZ INFORMATICR AND FINANCIAL MANASCUMENT

Accounting infermation has been used in the analysis of such
issues as the rrediction of the fallure of a firm, account-

ing beta estimation, bond rating, rates of return etc. The

papers examined in thirs section show specific arplication

of acccounting information in fimancial manazgement in the

Indian context.
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Accounting ratios are widely used for financial appraisal
and forewarning purposes, A number of rules of thumb exist in
this regard., 1In the Indian context, L.C. Gupta (1983) has
made a systematic attempt to identify the ratios which have
the discriminating power and are based on the logic of finan-
clal theory, He has used a simple non-parametric approach for
measuring the relative differentiating pover of 56 accounting
ratios, classified into profitability ratics and balance sheet
ratios. These ratios were tested for each of the company in
sick and nonesick groups of the textile industry for each year
for a 13-year period (1962-74)., The sample included 21 compa-
nies in the non-sick group and 20 in the sick group, The
matching was done on the basis of product(s) manufactured and
size measured in terms of pald up capital, assets ang sales,
The sample of sick and non-sick companies was arranged in a
single order=d sequence, from smallest to largest, according
to the magnitude of computed accounting ratios, A cuteoff
point was then selected which divided the array into two
classes with minimum number of mis-classifications., The pere
centage of mis-classification error was chosen as a deciding
parameter, Out of 25 profitability ratiocs computed, S5 pro-
fitability ratios were finally selected which individually
had shown predictive power when applied to the homogenesus
textile industry sample, The ratios ares (1) Earnings before
depreciation, interest and tax (EBDIT) divided by sales net
of excise (5); (2) Operating cast flow (viz, profit after
taxation plus depreciation (OCF) divided by sales net of
excise; (3) CBDIT/(Total assets plus accumulated depreciation);
(4) OCF/(Total assets plus accumulated depreciation); and
(S) EBDIT/(Interest plus .25 debt). The last ratio is a
measure of debt service, The first two profitability ratios,
defined in relation to sales, were found to be the "best",

he remaininz 3 ratios were found to be inferior as comparad



to the first two, Further, in order to minimime the classifi-
cation error rates, Gupta has recommended the combination of
the first four profitablility ratios, Profitability ratios
relating tc net worth were found to be worst predictor of
sickness,

Gupta zlso calculated balance sheet ratios to test their
discriminating power, They were not found to be g%:good as
the profitability ratios, It was observed that companies with
inadequate equity base had little "reserve strength” to weather
adversities and are, therefore, sickness prcne, Another
important observation was that all liquidity ratlos proved to
be very poor predictor, Current ratios, for example, showed
an average classification error almost three times more than
profitakility r=tios in case of toxtile commanies,

Gupta also tested the dliscriminating power of ratios for
a non-textile, heterogeneous sample, The proiitabllity ratios
for the sample did not work sc¢ well as for the textile sample,
Also, none of them cl=arly emergyed ac ﬁhe best predictor,
Gupta attributed the poor results to the problems as they
relate to inter-firm comparison in India,

A number of researchers have used multiple discriminant
analysis (MDA}, with financial ratios as variables to predict
the chances of sickness/bankruptcy for a firm, In USA, Altman
(1968) was first to describe the MDA technique in general
terms and develor a lincar discriminant function tc distinguish
between bankrupt vs. non-bankrupt firms, MDA is a multi-
varjant analyris, used to arrive at the final profile of
ratios doiny the best overall job together in the prediction
of faillure, In fact, 1t actuzlly reduces a ~wlti-variate
preblem to a simple unievariate problem and assign companies
between sick and nonesick on the value of a single variable,
The f£inal best discriminant function and the cut-off point
are found out in a way that the percentage mis-classification
error is minimised,
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- Altman's study attracted wide attention, Two studies in
USA which improved upon Altman's model are by Deakin (1972)
and Bloom (1974), 1In the Indian context, Srivastava and Yadav
(1983) have used MDA, becides some others, They selected a
sample of 39 sick and 39 nen-sick companies, In fact, they
defined sick companies those which had gone into liquidation
during the period under study (1966-80, both ycars included),
The sel=ction process cf non-sick companies was based on
paired sample desicns, 1i.e, for every sick company, a non-
sick company by the same industry, same financilal year and the
same size in terms of paide-ur capital and capital employed
was selected, They computed 36 ratloes for cach of the sick
and non=sick companies one year pricor tc sickness, The ratios
selected by them were based on the ratics which p:rformed well
in earlier studies, and which are very populzar in the finan-
cial literaturz, They selected 7 ratio profiles on the basis
of factor znalysis for final analysis. Usiny the MDA, the
following best discriminant function was found cut:

Z = 19,8927 Xy + ,0047 X, + <7141 x3 + 44660 X, essfll)

where Xl is earnings before interest and taxXes to total tan-
gible ass~ts, X, is current assets to current liabilities,
X3 is net sales to total tangible assets and X4 iz defensive
assgsets tc total coperating expenditure,

The variables in this discriminant functions are indepen~
dent, and least correlated with each other in both the groups,
and thus, each variable provides additicnal information about
the financial health of the company. &ince simple cbservation
of the diccriminant coeificlznts can mislead, thereicre,
Srivastava and Yadav alsc computed adGjusted coefficients
(sealed vector), It was indicated that earnings b2fore inte-
rest and tax :divided by total tanclble asscts ratio contrie-
buted the maximum followed by net sales to total tangible
assets ratios towards the discriminating power of the discri-
minant function, They alsc empirically determined the cut-off
point which worked as 1,425,



Yet another Indian study using discriminant analysis is by
Sarma and Rac (1976). They used a sample of 60 textile companies,
comprising 30 failed and 30 mon-failed firms, The discriminant
function was found to be:

Z-score = ,0387 x1 + ,0018 Xz - ,0598 xz + L,7934 x‘

+ L6045 xs esel2)

What is illogical about these results is that the coefficient

of X, {working capital to total assets) has negative sign because
this implies that stronger the working capital position, the
greater the chance of failure,

Srivastava and Yadav (1986) also used uni-variate analysis -
mean value comparison and dichotomous classification test - to
determine the discriminating power of financial ratios, Using
student t-test, they found the differences between the mean
values of 21 ratios significant at 5 per cent level of signi.
ficance, Thelr results found the solvency, liquidity and liqui-
dity turnover ratios as insignificant variables, Among signi-
ficant ratios, EBIT/TTA is the most significant ratio followed
by CF/TTA and NI/TTA, Their empirical analysis as conducted by
the dichotomous classification test clearly indicated the superice-
rity of profit ratios in predicting the corporate sickness, From
their results, it was evident that CF/TTA ratio, provided the
highest predictive power followed by EBITATTA ratio, In the
first year befcre sickness, the classification error of both the
ratios is 10 per cent, while in the 6th year, the error percentages
are 28 and 29 respectively, The turnover ratios showed inferior
results than the profitability ratios., Like Gupta's (1983)
study, their study also found a very low predictive power of
sclvency ani liquidity raties, It was also observed that compa-
nies with heavy debt and inadequate base were prone to sickness,

When we compare Beaver's (1966), Altman's (1968), and Sri-
vastava and Yadav's (1986) studies with that of Gupta's (1983),
ve find the following (see Tables 1 and 2), Beaver's method is
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more reliable than Altman's, Since his error rate was 13 per
cent one year before fallure and ranged between 21 and 24 per
cent for 2«5 years before fallure, Also, his error rates
showad good year to year cousistently, whereas Altman's error
rates showed unusual sharp jumps from year to year, Gupta's
(1983) results are much better than that of Beaver's, Altman's
and that of Srivastava and Yadav's unier the Indian context,
His {Gupta's) analysis showed an error percentage of only 11t
rer cent for the textile sample for the first two years, on a
rough reckoning, was at lesst 3-4 years prior to the none
bankruptey stacse, It iz important to note that Gupta's analysis
was in terms of sickness rather than bankruptcy. The percentage
error steadily diminished as sick textile companies moved
nearer to the stage of acute sicknessy it was juct around 8 per
cent for 1964, and was between nil and 5 per cent for 1966, and
thereafter, upto 1971, His year to year figures of percentage
or error also siowed a remarkalle consistency unlike Altman's,
Gupta's superior results may be due to the homogenity of the
industry group., A question may be raised: Is Altman's type
approach superior to a simple approach such zs that of Gupta's
or Beaver's? A strong assumrtion of a sincle joint index (such
as Z-score), as derived through MDA, is that the relationship
between the varilal les being combined is of the "compensatory”
type, in the sense that a weakness in respect of one variable
is automatically taken care of bty extra strength of other. This
may not in fact be true tecause of the different aspects of
firms financial operations, Gupta, for example, argues that a
firm is more like a structure resting on several pillars and
would collapse if even one of these pillars did not have a
minimum reguired strength, It is thus doubtful that Altman's
type aprroach would ever have much significance in the area,

Another application of the accounting information has been
for predicting future rates of return, Porwal and Kumar (1980)
in a study of 40 encgineering firms computea ten ratios for the

period 1967-72, They also computed the rates of return for
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the period of 1972-77 considering both dividend and capital
appreciation, The t-test revealed no significant power of
financial statements in predicting rates of return, In fact,
many of the t-statistics were of the wrong signs,

Accounting information can also be useful to calculate
beta, The return that investors require from a company's
share depends on its market risk or what has been commonly
referred in the finance theory as beta. A practical problem
in estimating beta is tre non-availability of =mstock price
data, As a result, some authors in America have examined
vhether accounting data can be used to estimate beta, The
study of Beaver, Kettler and Scholes (1970) 4is noteworthy in
ttids regard, They calculated accounting beta from the finane
cial information and estimated tle sensitivity of each compacy's
earnings changes in the aggregate earnings of all companies,
Instead of looking at the financial ratios, one by one,
Rosenberg and Marathe (1974) looked at a combined single esti-
mation of beta, 1In India, there does not exict any study on
computation of beta using accounting information,

Similar tc the studies by Ball and Watts (1972) and many
others, Bhat (1987) has studied the time series behaviour of
corporate earnings in India, He has used a sample of 182
companies coverinu a poriod of 17 years from 1966-67 to 1982-23,
The earninge variable has been measured from shareholders' pers-
pective, Using ccrrelation angd regression methods, his find-
ings did not suggest any persistency in the successive earning-
growth rate both in the cross-sectional and time series frame-
work, His findings confirm the "Higcledy-Piggledy" growth
hypothesis of Little in the UK 20 years ago. His investigation,
bzsed on mean and median values of rums test and serial corre-
lation test, could not reject the null hypothesis of randomness
in earnings, His study has also attempted to discern and quan-~
tify the amount of market influences on company earnings anc the
book rate of return variables Ly using linear market index



models The markex index has been constructed by using data of
182 companies, first, as simple arithmetic mean and then as
weichted arithmetic mean, weights being the net worth, His
results did not support the hypothesis that there existed a
systematic linear relationship between earnings of individual
companies and the market index, The average explanatory power

of the market index models was found less than 10 per cent, which
significantly contrasted with the American studies, where mar-
ket models have been found consistent in capturing the cross~
sectional relationships arising due to the market wide forces,

Yet, another application of financial ratio is in rating
bonds/debentures, 1In the USA, James Horrigan (1966) examined
the relationship between the bond ratings and financial ratios
of 254 companies, He also combined several ratios into a
single measure of bond quality., Pinches and Mingo (1973) have
applied factor analysis and MDA tc financial ratios to predict
bond ratinie, One has yet to attempt a study chowing applie
cation o acccuntinc information for eredit rating in Indias,

Other uses of financlal information are in the area of
impzet of inflation on corporate earnings, The studies by
Ramesh Gurta (1983) and Misra (1982) are worth noting in this
regard in the Indian context, It is also a well known fact
that fin=ncial information is extensively used in various kinds
of financial models. There are some important zreas where
research is needed in In’'ia, Given the lack of a theoretical
base on which to choose a particular accounting ratioc from the
vast number of variables, as well as the wide differences in
use tc which these ratios are put, an attempt to simplify +he
wide number of possible ratio choices to a smail number of
basic financial group neced to be made,

A popular business practice is that of comparing the
financial retio of a firm to the industry average to ascertain
its relative financial health, In fact, attempts need to be
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made in Iniia to determine whethar firms adjust financial ratios
to some industry standards such asg the industry mean, lev (1968)
in the US ccntext, axamined the movement of companies financial
ratios across time and attempted to determine whether firms
adjusted financial ratlcs to the industry mean, He used a
partial adjustment model to estimate the dejgree of adjustment

of ratios to an industry average. te found evidence that is
conaistent with the hypothesis of firm adjustment, His results
also indicated that good rredictive results can be expected

from both the lagged financial ratio itself and the lag-ed indus-
try avorage. A work of this nature in the Indian context will
prove worthwhile,

CAPIT AL BULGITING

The two most'significant financial decisione in practice ares
alliocatlon of funds and raising of funds, In financial litera-
ture, the function of allocation of funds le known as capital
budgeting and raising of funds as financing decision, Capital
budgeting decision process involves considercticn of a wide
variety of icsues that are fundamental to financial management,
Most of the studies in India, however, relatz to the review of
the caritsl budgetin; practices of Indian companies. In this
section, we would examine the findings of the studies by Porwal
{1876), randey (1986), Murthiy (1965 and Chandra (1975}, and a
few others,

Capital budgating is 8 prrocess of facilitating decisions
covering exrenditure on long-term assets. Since a company's
profitability, nay its survival, hinges on capital expenditures,
particularly the large ones, the importance of capital budget-
ing is pervasive, It is significant tc note that in th2 theo-
retical and empirical literature on capital budgeting, the eva-
luation phase has been accorded the maximum emphasis., Also the
adoption of the disccunted cash flow (DCF) techniques has been
advocated, One can think of two reasons for this emphasis on
the evaluaticn phagess First, this rhase is easily amenable for
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a structured analysis than other aspects of capital budgeting
process, However, no empirical verification of this contention
exists, 1In fact, a good capital expenditure planning and control
system would more than just evaluate and select individual
projects. It would, in fact, encompass the entire investment
programme and spending and tie into the firm's long range
planning and corporate strategy.

Pandey (1986) conducted an intensive study with a view to
find out the policies and practlces of Indian companies regard-
ing various phases of capital expenditure planning and control,
and to test the opinion of business executives on the need for
linkinc a corporate strategy and investment decision making,
Fourteen companies participated in the study, They belonged to
different businesses and, in terms of size (i.e, number of emplo-
yees); carital investment (i.,e. met tangible fixed assets)y
volume of spending (i.e, capital expenditure incurred) and level
of teclmnology, they represented varisty, Porwal's (1975) study,
conducted for the year 1969-70, analyzed 52 usable questicnnaires
to =zscertain the plannin-, organization, quantitative, cualita-
tive, Ychavioural and control aspects of the carital expenditure
programmes in large manufacturing limited companies in the private
sector in india, Murthy's study, on the other hand, was confined
to 50 randomly chosen Eombay-based manufacturing companies for
the year 1981,

pandey's (1986) study observed that the definition ani
classification of capital expenditure spending in India is guided
a lot by accounting conventions and tax requlations rather than
sound finsncial management principles, It was also found that
a very large nmber of project idea gencration is a bottom-up
process. Porwal's (1276) study, on the other hand, had con-
cluded that carital ruigeting was a top~-down rrocess, Indian
practicé coincides with that in USA (Pandey, 1985), A note of
caution may be sounded, The small number of ideas gen:rated at
top may represent a high percentage of iunvestment value, sc what
lJooks to be entirely bottom-up process may not be actuslily sC.
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Although a large number of ideas originate at the plant level
in India, the authority to progress and spprove investment
proposals and to spend money for approved expenditures is
rigidly comcentrated in the hands of a few top managemsnt offi.
clals, This phenomenon also prevaills in UK and to a large
extent in USA., Indian practice of highly controlled capital
expenditure authorigation at the top has remained unchanged
since 1969-70 when Porwal {1976) conducted his study., Although
the practice of idea origination apparently gives an impression
of a rottom-up process, expenditure auvthorisation 1is a top=down
process. Indilan studies also indicate that executives lack
clarity in estimating cash flows., In Indla, as in UK, most
companies choose an arbitrary periecd for forecasting cash flows,
The majority of the companies have & forecasting perlod of 5

to 1C years, This may be so because companies in Indis largely
depend on the government-contrclled financial institutions for
financing their projects, and these institutions require 5 tc¢
10 years forecasts of the proposed project's cash flows,

As regards the use of evaluation criteria, Indian rractice
almost resembles that of companies in USA and UK. 1In Indla,
almost every company used payback with other methods, while
l1ittle more than three~fourth used NPV or IRR with other metheds,
Despite its alleged theoretical shortcomincs, IRR 1s more popular
than KpPV, It is significant to note that, in Pandey's study,
noene of the canpanies used DCF techniques without using pay-
back. Studies ty Porwal (1976) and Murthy (1985) also made
the same cobservations., One significant difference between
Indian and USh practices in regard to evaluation criteria is
that payback still se-mes tc be "primary" method and IR~ or
NPV az "secondary” method in India rather than the opposite as
in UcA (Fansdey, 1965), Indian managers fecl that payback is
t'e method of communicztion, and it best protects the rocevery of
capital - a scarce commodity in the developiny countries.
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Analysis of risk is an important aspect of capital budget-
ing decisions, The four most important contributors of invest-
ment risk in India are: selling price, product demand, techno-
logical changes and govermment policies (Pandey, 1986)., India
is no more a seller's market as competition is intensifying in
a large number of products; hence uncertainty of selling price
and product demand are being realised as important factors of
investment risk, Uncertain government policies, of course, are
a continuous source of investment risk in developing countries,
Pandey's study found that sensitivity analy=is and conservative
forecasts are two equally important and widely used methods
of handling investment risk in India, Studies in USA and UK
indicate that risk adjusted discount rate method is the most
popular investment analysis technique, The contrasts in risk
evaluation practices in India and USA and UK are sharp and signie
ficant, Given the complex nature of risk factors in developing
countries, risk evaluation cannot be handled through a single
rrinciple such as NPV calculation based on conservative fore-
casts or risk adjusted discount rate, The managers must know
the impact of project profitalility of the full range of critical
variarles, Chandra's (1975) and Porwal's (1976) studies found
the use of shorter payback period or higher cut-off rate for
handling risk, None of the studies indicated the use of proba.-
bility distribution in Indis,

The survey studies in India reveal that managers are becom-
ing aware of the need of cost of capital concept in the investe
ment evaluation, However, they lack scientific understanding
of the detzrmination of the cost of capital, Like in India,
companies in US’ and UK also have a tendency to equate the
minimum rate witl interest rate or the cost of specific source
of finance, The prenomenon of depending on the management
judgemert for the assessment of coct of capital 1s also prevalent
in both developed ang developine countries,
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All studies in India indicate that capital rationing is
not a problem for Indian companies, although they dc sometimes
face internally imposed capital spending restrictions, Indian
companies do not use any mathematical technique to allocate
resources under capital shortage, Priorities for allocating
limited limited resources are determined by management, based
on need for and usefulness of projects, Qualitative factors
and judgement play a very important role in investment planning
in India. The three most important qualitative factors ares
urgency, strategy and environment, It is also found that it is
a8 common practice in India to reappraise approved projectsy but
the authority to reappraise and take corrective action is geno-
rally centralised,

A finding of great significance in Pandey's study is the
admissions by more than three-fourth of the companies that
strategic considerations are of utmost importance in capital
budgeting decisions. A little lescs than half of the companies
cited examples where strategic considerations played primary
role in investment decisions, It should be appreciated that in
a developiny country like India, business complexities are much
more than any developed countries, and therefore, there is
imminent need for a strategic approach, which in the last decade
has emerged as a systematic and global approach to the problem
of guiding a company in its structural inter-relations with the
enviromment through its external and internal postures, By this,
one should not get the impression that DCF techniques will be
discarded or de-emphasized if the strategic framework is used
for allocating resources, What is being stressed is that the
strategic framework provides a high-level screening and an
intzgrating perspective to the whole system of capital expendi-
ture planning and comtrol, Once strategic questions have been
answered, investment proposals may be subjected to DCF evalua-
tion, It is not very difficult to arpreciate that a close
linkage between capita)l expenditures, at least major ones, and
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strategic positioninc exists which has led some researchers to
equate the set of problems companies referred to as capital
budgeting ig a task for general management rather than finan-
' clal analysts (Bowar, 1972), Some recent empirical work amply
support the practitioners' concern for a strategic considera-
tion in capita) planning and control (Donaldson, 1984), 1It
is, therefore, a myopia point of view to ignore s strategic
dimensions, or tc assume that they are separable from the
problem of efficient resources allocations addressed by capi-
tal budgeting theory,

Based on the Indian experience, the model for a compre-
hensive capital expenditure planning and control may be summa-
rised as follows (Pandey, 1986)3 corporate strategy provides
the focal point for the firm's long run strategie planning,
Capital budgeting system, particularly for large strategic
projects, is a determinant in the context of strategic planning,
and thus, is a top-down process, Corporate strategy and
strategic planning play the most crucial role at the identie.
fication and evaluation phases, Operating and administrative
capital budgeting decisions can be decided at lover/middle
level of management within the overall strategic framework
and guldelines from top management, The capital budgeting
system at lower/middle level will largely be a bottom=up
process, It may be noted that external and internal environ-
ment provides a context to the company to establish and review
its misslons, concerns, a multiple objectives which, in turn,
shall be its corporate strateqgy,

One aspect of capital budgetinc which is of importance
to the practising managers is the impact of inflation on the
viaFility of investment projects, Ramesh Gupta {(1978) in his
stuly, with the hLelp of a case study, showed that the dis-
counited cash flov rate of razturn measure used in making capital
investment decisions is sensitive to price level changes, He
arguzs that threec Yinds of price level adjustments are necesszry
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to calculate internal rate of return (IRR) under changing
prices, First, if a specific output price changes occur,

they should be reflected in the cash flows through changes

in the funds revenue, Second, a specific input price changes
should also be incurr=ed in computing cash flows, This adjust-
ment accounts for the impact of price changes on the firm's
operatinc costs., The third adjustment, which may be necessary
is for general price (purchasing power of rupee) level changes,
This adjustment 1s made, according to the author, sc that the
resulting cash flows may be equated in real value terms with
the initial investment, It is accompanied by dividing the
relevant cash flows for each period by a deflating factoer
cbtained from the wholesale price index mumber for that period,
In his case examrle, Gupta uses different specific price
indices to deflate expenses and revenue items for specific
price changes, The cash flows so arrived at are again declated
for general price level change to compute internal rate of
return, We suspect that the last step will amount to # double
counting,

One can attempt a more serious study of examining the
varying effects of inflation on investments, specifically the
calculation invelved in net present value or internal rate of
return, A study bty Kim (1979) in the US context, focuses on
this issue, He derived a model to test the inflationary
impact on net operating imcome, He empirically tested deter-
minants of inter-firm investment under inflation,

VALUATIOR, COST COF CAPITAL, AND CAPITAL STRUCTURE

Railsing of funie to finance the firm's investments ie another
important function of the financial manager. In practice, it
is observed that financial managers use different combinations
of debt and equity, A practical question therciore is: what
motivate them to do =so? More fundamental questions to be
answered are: (1) Does use of debt creatz value? (2) If so, do
£irms oravitage towards an optimum mix of debt ani eguity?
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In theory, it is argued that the financing decision isa
irrelevant under perfect capital markets, When within the
framework of perfect cgpital markets, taxes and bankruptcy
costs are assumed, the financial economists argue that an
optimum capital structure, which maximizes the market value
of the firm (or minimizes cost of capital), can exist, In
the finance literature, two alternate thecories are also found
Justifying the optimum capital structure in the absence of
bankruptcy costs and taxes, One theory justifies optimum
capital structure in terms of the agency costs while another
Jjustifies in terms of the information signalling, The empi-
rical evidence on the capital structure and the cost of capi=-
tal is as conflicting or inconclusive as thaory is. The emple
rical evidence, however, sseems to be somewhat tilted in favour
of the view that debt has net tax advantage, What is also
clear is that zerc debt is not optimum. In practice, firms
in USA or India, are found following different financing
policies - some aggressive and some conservative, One neads
to investigate into the causes of this behaviour,

We would refer to two Indian studies on the relationship
between cost of cepital and capital structure, Sarma and Rao
(1968), following Modigliani and Miller's (lut's) 1966 article,
employed a 2 SLS mcthod on the data of 30 Indian engineering
firms for three years, In their estimates, the leverage varia-
ble had a coefficient greater than the tax rate., Thus, agreeing
with the traditional view, they comncluded that the cost of
capital is affected by debt apart from its tax alivantages,
Ancther study was conducted by Pandey (1981)., He attempted
to determine the empirical relationship between cost of capital
anl carital structure using data of 4 indusiries viz. cotton
(47), chemicals (32), enginzeriny (32) and cl:ctricity gene-
ration (20), As it has been concluded by wWippren and Rao (1972),
tre equivalent risk hypcthesis is not valid., Thercfore, to
account for the heterogeneous characteristics of the sample
firms, Pandey in his study, introduced a proxy for risk variable
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measured by the coefficient of variation of the net operating
income, Other explanatory varlables, expected to influence the
cost of capital and/or leverage, were also incorporatad in the
regresslon equations, These varlables were; size, growth, payout,
and liquidity, Two measures of leverages were used., The first
measure included preference capital in dsbt, while the second
measure treated it as a part of equity, Because of the substi-
tutability of short-term loens for long-term loans in India,
debt included both short-term and long-term debt, When the sve
rage cost of capital was regressed with leverasge holding other
variable constant, the results were found consistent with the
traditional positicn, In view of the MM's (1963) tax corrected
article, for supperting the traditional view, it should be shown
that thae cost of capital would decline with leverage even in the
absence of tax deductibility of interest charges, Therefore,

a modified model was used. The regressions were run for the
roolad data of 3 industries: electricity generation industry was
excluded for the lack of sufficient number of cbservations, The
coefficien.s of leverage variables were significant and negztive
in sign, The third regression model was used tc determine the
empirical relation with leverage and cost of eguity, If the MM
view is correct, the cost of equity must increase linearly with
leverage. Om the other hand, if the tradltional view approxie-
mates the reality, the cost of equity function would be eltherxr
horizontal or rise sligntly up to some level of leverage, Con-
trary to these views, Pandey in his study explored the possibie-
lity of the cost of equity declining with leverage wp to a
certain level, The basis for this possibilitiy is that leverage
could accelerate growth in earnings and if growth in earnings

is higher than the risk, then cost of equity cculd decline with
leverage. This hypothecls could ke estavlished eorly in the case
of electricity industry, The results of other industries, how=
ever, showed thet cost of equity remalns constant urto a level of
leverage chence, Thus, the resulis of these models also gehe-
rally supported the traditioral view, It is cbserved that the



18

lack of consistency in the behaviocur of equity with leverage
1s not entirely unexpected. Firms within the same industry
differ widely with respect to their economic characteristics,
Moreover, risk preferences of investors differ, As a result,
leverage may affect the cost of equity differently,

Some studies have been conducted to ascertain the deter-
minante of financial leverage under the Indian context,
Bhat's (1980} paper concerns the impact of size, growth, busi-
ness risk, dividend policy, profitability, debts service capa-
clty and the degree of operating leverage on the leverage ratio
of the firm, The study uses the multiple regression model to
find out ths contribution of each characteristic, Dusiness risk
(defined as earnings insta 1lity), profitability, aividend pay-
out and debt cervice carzcity were found to ke significant
determinante of the laeverage ratio, The study used a sample of
62 companies from englnecring industry, Pandey's (1984) study
about the corporate managers' attitude towards use of borrowings
in India revealed that the practising managers generally pree~
ferred to borrow instead of using other sources of funds because
of low cocst of debt due to the interest tax deductibility and
the complicated procedures for raising the equity capital, 1In
light of this finding, Pandey (1985) conducted an empirical
study examining the industrial patterns, trend, and volatilities
of leverage and the impact of size, profitability, and growth
on leverage, For this purpose, data of 742 companies in 18
industrial groups for the periocd 1973-74 toc 19081 were analyzed,
It was found thet about 72 to 80 per cent of the assets of sample
companies were financed by external debt, including current lia-
bilities, Companies employed trade credit as much as barnk
borrovings. The level of leverage for all industries showed a
noticeable increase after 1973~74, The rtudy zlso indicated
that classifyin-~ leverage percsantages by the type of industry
doss not produce any patterns which may be rejarded as =ystematic
and significant, The trends and volatilitics associated with the
leverage percentages also did not give any support to te belief
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that the type of industry had an impact on the degree of leve
rage, It was also revealed that there was some evidence of

the tendency of large size companies to concentrate in the

high levels of leverage, But it is difficult to say conclusively
that size has an impact on the degree of leverage since a large
nurber of small {irme were also found employing high levels of
debt, Pandey's study also did not show a definite structural
relationship between the degree of leverage, on the one hand and
profitakility and growth on the other hands although over time
prefitatility and growth have improved and so has the degree of
leverage., The majority of the profitability and growth groups
of companies were concentrated within narrow bands of leverage,

Chakraborty (1977) has also conducted a study to investi-
gate debt equity ratio in the private corporate sector in India,
After discussing issues concerning the choice of samples and the
manner of computing debt equity ratio, he tested the relation
of debt equity ratio with age, total asseis, retained earnincs,
profitability and capital intensity., He found that age, retained
earnings and profitability were negatively correlated while total
assets and carltal intensity were positively related to debt
equity rstio, He alsc provided a glimpse of the regional patterns
of delt equity ratic in different industrial centres in India,

He also attempted a prediction equation for debt~equity ratico
fcr each industry,., Chakraborty also used a very simple metho-
declogy for calculating cost of capital. He showed calculation
of coast of capitél for 22 firms, He tound that cost of capital
increased from 7,36 por cent to 12,36 per cent, The average cost
of capital for all the consumer goods industry firms taken toe
get'er vas the highest while it was lowest for the intermediate
goods firme. Cne of the reascns for this was attributed to the
relativzly low amount of debt used in the formor industry than
in the latter, An indirect attempt was also made to test the MM
hypcthesis by plotting del t-equity ratios on the X-axis and the
cost of capitsl on the Yeaxis for 22 firms, The result showed
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almost a horizontal line parallel to the X-axis, The study has
also discussed envirommental factors influencing corporate debt.
equity ratios and cost of capital in India,

Financial institutions are the largest providers of the
long-term loans to the industry in India, They impose an
option of converting loans into equity after two or three years
of the implementation of the projzcts financed, Srivastava
and Oza (1980) have conducted a study to analyse the financial
institutions experiences with respect to (a) stipulation of con-
vertibility cptions, and (b) decision criteria used for the
exorcise of options and related problems, and suggest alternativa
eriteria used which can incorporate risk and uncertainty ine-
volved in decisions to convert in case of profitable and loss
incurring companies at the time of decision-making, The find-
ings of study are bused on case studies of six companies, The
significant finding of the study is that all-India financial
institutions do not gain from conversion on an average, Also,
the stipulation of convertibility clauss causes delays in the
actual disbursement of loan assistance, The study has alsc
made recommendations about the operation of the convertibility
option,

In the area of share valuvation, Prasanna Chandra has con-
ducted a study tc assess the effect of certain economic factors
on srare prices, His mcthodology included multiple regression
apalysis with standard OLS assumptions, To overcome the problem
of heteroscedasticity either variables may be deflated or loge
lirear model may be used, Chandra's empirical evidence showed
that log-linear model aprroach was better than the use of
deflated variables, In examining the determinants of share
prices, Chandra'f five independent varisbles, viz, return (ari-
thmatic average of EPS of last three years and arithmatic ave-
rage of DPS for last twe yzare), growth {growth in EPS, DPS
and based on retained earnings}, risk (variability of EPS),
leverage (pet worth plus preference plus debenture &ivided by
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net worth, total assets plus the difference between total assets
and net worth divided by total assets, and total assets divided
by net worth - all measures relate to previous period and use
book values) and size (total book value assets in the previous
year and sales in the previous year), Share price wss measured
as the arithmatic average of the high and low prices over the
financial year of the compatiy, Chandra found =significant
relation betveen share price and the independent variables,

DIVIDEND POLICY

In case of dividend policy, the followving two questions have
generally attracted the attention of academicians: (1) Does
dividend policy affect the firm's value? and (2) If so, does
a firm aprroach towards some optimum dividend payout? Cone
flicting answers to these questions have been provided in tte
literature,

Like in the finamcing decision, the theory of and empirical
evidence about the dividend policy are conflicting, There are
ttree contradictory thecretical views, The first view is that
the dividend policy does not matter, if we assume a real world
with perfect capital markets and nc taxes, The gupply effect
argument is alsc advanced tov conclude tls t changes in the divi-
dend policy will not affect the firm's value, It is stated
that the low-payout and highepayout clienteles are already
satisfied by the thousands of existing firms; therefore, any
"supply" of dividend will not influence the market value of the
firm, The second treory of dividend policy is that there will
definjtely re low- and high-payout clienteles because of the
differential perscnal taxes, The majority of the holders of this
view also show that on balance, there will be preponderous of
low-payout clientel= because of low carital gain taxes, The
third view argues that there does exist an optimum dividend
policy. An optimum policy is justified in terms of the infor-
mation content of dividends or the agency costs,
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One important study focusing on thes behavioural aspect of
aividend policy is by Lintner (1956) in the American context,
He investigated a partial sdjustment model as he tested the
dividend patterns of 28 companies, He concluded that a major
portion of the dividend of a tirm could bs expressed in the
following way:

D} = rIE, | eeel3)
and

Dt - D, _,=a+b (D} - 1) * ¢ seeld)
or

D, wa+bD}+ D, (1-D) + eesl5)

where D{ is firm's desired dividend payment, By is earnings,
r is targeted payout ratic, a is constant relating to dividend
growth, and b is the adjustment factor relating to the previous
pericd's dividend and the new desired level of dividends where
b 1,

The implications are that firms establish thelr dividends
in accordance with the level of current earnings and that the
changes in dividends over time do not correspond exactly with
the changes in earnings in the immediate time peri od., An zlter-
nztive explanation to the b coefficient being the average-speed-
of~adjustment factor. We can interpret quantity (1-b) as a
safety factor that management observes by not increasing the
dividend payment to the levels where it cannot be maintained,
Together a and b coefficients can be used tc test the hypothesis
that management is more likely to increase dividerd over time
rather than cut them; this obviously contrasts with the major
premise of the residuasl theory. Of the 28 companies analyzed by
Lintner (1956), 27 appeared to have specific pre-determined
values of r, the target payout ratio, and the vast majority
update their dividend policies only, While it can be argued
that desired level of dividends depends not only on current
earnings but also on expected future levels of earnings, the
empirical evidence has borne this theory out, see Brittain
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(1966) and Fama and Babisk (1968)), However, with the partial
adjustment coefficient d being included in the model, we essen-
tially have a proxy of expected earningsy this supports the
theoretical development of the partial adjustment model, It
may be mentioned that Fama and Babliek {1968) went on to esti.
mating target ratio and the adjustment rate for each company,
They found, on an average, firms in USA aimed to distribute
nearly half of their net income and to move sbout a third of the
way towards this objective in any one year,

It is Lintner's model which has been tha focus of empirical
studies in the Indian context, Much work does not exist on
other aspects of dividend policy in India, RBI (1971), using
Lintner's model, tested dividend and retained earnings of public
and private limited companles in India for the period 1955-56
to 1665-66, They used three different definitions of earningss
{a) profit after taxy (b) cash flowr and (¢} profit after depre-
ciation, It is cbserved that Lintner's model is arpropriate
with net profit eignificant in 5 industries and cash flow in
other 4, Payout ratios differ widely between findustries while
no clear pattern ig obhserved in the sh:ort-run payout ratios,
the long-run coefficients in the agriculture-based industries
are lower as compared to iron and steel, chemicals and cement,
The results of RBI'e study are summarized in Tables 3 and 4.

Another study about the dividend behavicur of Indian indus~
tries is conducted by Dhamejz (1978}, His sample ircluded 158
non-goverment, public limited manufacturing companies listed
on variocus Indian Stock Exchanges, Companies which had data
avallable for the entire perlod o 1961-72 and which contained
nc change in accounting year during this poriod were included
in the samle, He tested dividend behaviour of Indian companies
by size (total assets and total sales), industry (Bombay Stock
Exchange claSrificétion), growth (in total assets and earnings
per share) and control (as given in monopoly and inquiry report
and the Dutt Committee), The variables analyzed by Dhameja are
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dividend payout (DP), Aividend rate as repcrted by the companies
(DPr), and dividend rate adjusted for bonus, rights etc, (Dna).
His results indicated that between 1961-72, dividend payout and
adjusted dividend rate have shown an increase while reported
dividend rate has slightly declined, It is also observed that
two-third of the companies distributed dividend in all the
years (1961-72), 14 per cent skipped dividends once, while 5 per
cent skipped dividend more than five times, The study also
found that there was no statistically significant rel ati onghip
between dividend payout, on the one hand, and industry and size
on the cther, Growth was inversely related to dividend payout
and was found to be significant, As regaris adju=ted dividend
rate, it was significantly directly related tc industry growtt and
mildly to size, Dhameja also applied Lintner's model to the
pooled data for the year 1963-72, His main conclusicns arei
that dividend decisions are better explained by Lintner's model
with current profits and lagged dividends as explanatcry varia-
ble; that due tc importance of investments and debt among foreign
and grcup companies or high growth companies, dividend decisions
are well explained by Lintner's extended equation; for non-
grcup companies, te does not find any significant contribution
to 32; change in sales have positive coefficient among foreign
comparies indicating sources of funds and therefore, points
tovards the monopolistic position enjoyed by them; group and
non-group companies get negative coefficients with regard to
change in sales after 1966 indicating liberal credit policy,
followed by the tlock of funds in working ca ital, High doses
of debt had megative influence on dividend policy: and all
comparies particularly foreign companies distributed their
increased profits by enhancing their dividend rates and thus
relied on external sources of finance, Had the dividend rate
been maintaired at 1962 level (w ich in all cases have been found
to be less t-an 10 per cent), the forsicn companies and Indian
companies would have relied less on external sources by 25

‘per cent, The change in depreciation method was found to inflate
profits ty 39 per cent and to increase debt equity ratio by about
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10 per cent, Most of the group companies indicated their inten-
tion to draw out funds as early as possible, The low growth
companies changed their depreciation methods to sack up profits
while high growth companies changed tc depreciation methods tc
even out the burden of depreciation throughout the life of the
asset, Depreciation was also changed to enable companies to
issue bonus shares and to declare cash dividends,

Another sigrificant study in the area of dividend decisions
is by Krishnamurthy and Sastry (1975). The major qQuestion which
they have examined is whether firms in India follow a suitable
dividend policy in the long-run, and whether they alter dividend
policies to suit treir investment plans ard external financing
situation, Their sample consisted of 360 companies from cotton
textile (165), jute (30}, sugar (41), paper (11), chemicals (40),
engingering (62), and cement (11) industries. They have provided
OLS and 2 SLS results by cross-sectional pooled data as well as
time serles analysis for 1956-71, The OLS results of the study
indicated thrat Lintner's model explained dividend behaviour
quite well. Their eviience did not support permanent income
hypcthesis of profits in the dividend behaviour, Dividend
‘lecisions were found largely autoncmous of investment and external
financing decisions and therefore reteined earnings are rasidual
in character, It was also cbserved that short-run and lonj-run
marginal dividend payout ratios for agriculturaebased industries
are ¢emnerally low compared toc non-agriculture based industries,
The marginal coefficlents were found lower for the traditioral
induetry., They also found that external financing activity was
determined by internal savings and investment expendit ures, fixed
and/or invgntory. Inventory investment appeared toc have larger
impact on the flow of external finance as compared to fixed in-
vestment, T.elr results did not suggest inter~dependence of
decleions of investment, dividend and external financing, There
was one way influence of dividends through retained earninge on
investment and external financing,
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Thei{r 2 SLS results also arrived more or less at the same
eonclusion as through OLS. It was found that dividends were
determined g la Litner by profits, and dividend decisions were
found largely autonocmous of investment and external financing
policies and hence retained earnings were residual in character,
The flow of external finance was found to be affected more by
dividend policies than by investment policies., Debt as a con=-
etraining factor in the flow of external finance was observed
in some industries., Financial variable appeared to be relatively
more important than the accelerator in explaining the investment
behaviour, Retained earnings were somewhat more important for
fixed investment relative to external finance, while external
finance appeared tc be slightly more important for inventory
investment than retained earnings, The complete inter-dependence
among all the three decisions, i.e, investment, dividenrd, and
external fimancing was largely absent, The only exception wvas
jute industry. However, year-wise inter-dependence was observed,
The 2 SLS was preferred due to the rresence of simultaneously
though such estimates are generally not efficiert, The results
needed tc be verified ly a system mettois of estimation, As
recards the timz sories results, financial variables apyeared
to be sigrnificant in explaining the investment behavicur, Exter-
nal financing was more important than retained earnings. These
results were not strongly in favcur of Lintner hypott esls, The
impact of investment and external fimancing on dividend policies
was genzrally absent, Retained earnings and investment were found
to be determined by external finmancing while investment policies
appeared to influence the flow of extermal finarce more than
the dividend policy., As earlier, inter-dependence among the
three céacisions was gen=rally absent, However, pair-wise inter-
derendence was observed between imvestment and external finance
in all the industries. There was some differance between the
cross-section and time series results, Authors attributed that
to the source of all variaticn in the two samples, level of
aggregation the time period, the data base and specification
among others,
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Yet another study of interest in the context of dividend
policy is L.C., Gupta'*s {1973) study on bonus shares in India,
He studied 496 bonus issues during 1948-71, It was found that
bonus shares were issued by companies not necessarily with a
view to increasing total dividend distribution, The corporate
practice in India showed an extreme degree of diversity in this
respect, It was observed that as many as one~third of the
companies issuing bonus shares did not increase the total
gquantum of dividend on the enlarged capital, a significant
nunber of them even reducing the total dividend distribution.
Bonus issues occurred at irregular intervals and on widely vary-
ing ratios., The higher bonus ratios have been found more often
among companies paying hig: dividend rates, 1t 1is revealing
that great majority of the bonus issues in India were in rela-
tively high ratio of 20 per cent and abowve, which is in signi-.
ficant contrast to the American rractice of generally paying
2-5 per cent ‘stock dividend', Gupta also tested the impact
of bonus issues on the share price, It was found that the spe-
culative price rise which occurred immediately after bonus
annourncement was frequently based not so much on a realistic
aprraisal of the fundamental factors governing profit and divi-
dend as on rumours and psychology. The price rise at the end of
one year from bonus announcement was less universal than the
price rise in the period immediately after such announcement,
The market seemed to place exaggerated significance on bonus
ratios, whereas the immediate price rise idirectly related to
bonus ratios, the price changes after one year showed no such
relationship, The author concluded that the dramatic price
adjustment that took place from the level immediately after bonus
announcement suggested that the immediate price rise was hap-
hazard and not sufficliently discriminating, being carried out
too far in some cases and too little in others,

In India fiscal policy significantly affect the investment
and finacing decisions of the companies, Srinivas~ (1980) has



attempted to study the impact of two fiscal incentives -~ develop-
ment rebate and backward area capital subsidy - on corporate
financial decisions, He has used data of three industries -~
electric egquipment and cables, chemicals and pharmaceuticals -

for the period 1968 to 1973 for analysis, His findings were:

(1) Development rebate had significant impact on investment and
borrowing decisions only in the pharmaceutical industry,

(11) Development rebate had significant negative effect on divi.
dend in the chemical industry in the early years, In the electric
industry, the impact was found in later years, (iii) The inter-
action between investment, borrowing and dividend decisions were
established only in the case of chemical industry, (iv) The
impact of development rebate extends over a period of time and
hence evaluation has to be made on the basis of total impact of
development rebate over a period of time, (¥) Backward area sub-
sidy did not seem to have had any impact on projects selection
especially for thqse which were financed by financial institutions,

STOCK MARKETSs BEHAVIOUR, RATES OF RETURN AND EFFICIENCY

Stock markets are emerging as vital economic institutions in
developing countries, Their importance is growing because of two
major functions that they perform, First, in an era of capital
scarcity, they are a vehicle to the transfer of private savings
into business investment, In Indla, for example, the value of
comranies issuing shares may account for close to two-third of

the value of all the companies, Second, the changing share prices
are indicative of the evolving profitability of business and signi-
ficantly help investors to allocate resources better, Again in
India, the share prices indeX is growing at 30 to 40 per cent
annually recently and offering returns far existing prevailing
interest rates, In fact, the growing imrortance of the stock
m=rkat in Indla is reflected in the 1nstituticnal structure that
the market has already developed. The stock market in India
operates through recognized stock exchanges that are located in

8 cities., Over 2000 shares, comprising about a quarter of all
gshare issuinc firms, are listed on these exchanges,
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Stock markets can serve their economic role well only
vhen investors have faith that the prices on the stock exchanges
are corrcet and that they are getting their money's worth, Two
misgivings are generally cited in this regard in India, First,
information about shares is concentrated in the hands of a
limited grcup and that it percolates slightly through the
market, Second, despite growth, the existing size of the mar-
ket is & small (thin) so that both share price manipulation
or over-reaction can cause excessive price movements, Such
concern is easy to understand if one looks at the volatility
of stock prices in India,

The efificient stock market is one for which information
is processed properly and securities such as shares and deben-
tures are correctly priced., Thus, in western countries research
has been designed to test stock market efficiency at three levels,
These are known as weak form, semi-strong form and the strong
form of efficiency, 1In each case, the question is the same,
namely, whether the stock prices reflect a particular piece of
information correctly and in a timely fashicn; however, the nature
of the information has been different, 1In the weak form, the
barest of information « past share prices ~ comprise the infor-
mation set, This simply means that investors in pricing shares
today should have taken into account the past prices of those
shares, In the semi-strong form, the information set comprises
of publicly available information. An example of this may be
whether share prices incorporate announcements made by firms,
The strong-form comprises of ascertainable information including
information privy to managers,

Researchers have generally claimed that stock markets in
developing countries are not as efficient as in the US, This
is & matter of grave cowcern becaure it could affect the poten-
tlal for taping local capital for economic davelopment, Conse-
quently, the extent of market efficiency in such developed
countries has been the subject of numerous studies., However, due
to data problems, attention has been mostly restricted to tests
of the weak-fomm,
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A nurber of authors have tested stock market efficiency in
India in its weak~form. The weak-form of efficiency is popu-
larly known as Random Walk Hypothesis.(RWH), In its simplest
form, RWH states that price changes cannot be predicted from
earlier changes in any meaningful manner, The basic idea under-
lying RWH is that the successive price changes in an individual
security are independent over time and that its actual price
fluctuates randomly about its intrinsic or theoretical value,
Since RWH is aimed at testing independence of successive price
changes, serial correlation tests are particularly appropriate,
Researchers have also used runs tests, spectral analysis and
filter rules to test RWH. In India, Barua (1980) used daily
closing prices of 2C securities (without indicating the selec-
tion procedure) and the Economic Times price index during the
time period of July 1977 to June 1979 to test the randomness
of the stock market, His autoecorrelation results computed with
1 to B p=riod lags, revealed 17 securities are significant at 5 per
cent level while 11 out of 17 significant at a lag of 1 or 2 days,
When runs test was performed, only 1 security and the market index
showed non-randem behaviour at 5 per cent significant level,

The market index was found to be non-random possibly because of
aggregation problem, It was also observed that price changes
distribution was not normal., A more comprehensive study of the
RWH has becn conducted by Gupta (1985) using serial correlations
and rums tests, He has used two sampless the first sample cone-
sisting of the Economlc Times (ET) Index Number of Ordinary

Share Prices compiled on daily basis and the Financial Express
(FE) Series of Index Number of Equity Prices, both daily serles
and weekly series, Second sample consisted of 29 equity shares,
The peried covorad is Jenuary 1971 o larch 1976, Gupta has
previded a “atailed account of the appropriateness {ar otherwise)
of caples chosen Yy him, Since government had enacted Companies
(Temporary Restrictions on Dividend) Act, 1974, which had created
a kind of abnormal situation in the stock markets, Gupta has per-
formed his tests separately for “post-dividend restrictiocns®
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period and "pre-dividend restriction™ period, His findings
revealed that the RWH is not upheld for both ET and FE daily
industries indices in terms of both the serial correlation
analysis and runs tests, This holds for both the periods, The
analysis of ET data carried out at the industry level generally
supports the random walk model for both the periods, However,

in terms of both the tests and for both the reriods, a fow of the
series fajled the tests of randomness, In general, empirical
results of beoth serial correlatiors and runs tests pertaining to
FE weekly industry-wvise indices support the random walk model for
both the periods, Althouch some non-randomness is exhibited, the
degree of dependence did not seem to be strong enough for the
stock market traders to take abnormal profits, 1In case of indi-
vidual share prices, the empirical evidence produced by both the
serial correlation and runs analysis strongly supported the RWH,
39 indivizual share price series were found to be random in

terms of both the tests, As in case of Barua's study, Gupta also
attributes the non-performance of the random tests 1in case of
index numbers to the agoregaticon, The formation of indices seems
to have largely eaten up randomness and in effect prodxed sys~
tamatic element owing 4o the averaging effect,

In their study, Rac and Mukherji (1271) had used spectral
analysis on weekly prices of Indian Aluminium Company share
during 19%50-70, They did not find any evidence contrary to the
RWH, 1In yet another study, Ray (1976) employed the serial corre-
lztion tests, runs tests as well as spactral analysis to examine
the bzhavicur of 7 daily series of index numbers of stock prices
cuoted at tre Eombay Stock Exchauge, Two of the 7 series tested
were found to cobey RWH while the remalning did not, However,
the dapendence in the remvalning five saries wes not very strong,
In another study, Sarma and Fannady (1977) exanined monthly
indices of Bombay, Iew York amnd lLondon Stock Exchanges during
1963-73, by means of runs tests and spectral snalysis. They
found the behaviour of Bombay variable dividend industrial share
price index undistinguilshable from that of the London financial
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time and s&r (425, The cbserved and accepted number of runs
reported by them ware close to one another, Also, the actual
and expected distribution of runs by length were found to be
extremely similar tc &ll the indices. Randomness of these
indices were also confirmed by spectral densities,

in his =tudy, Ramachandran {1985) lms attempted to test
efficiency of the Indian stock market in its weak and semi-
strong forms, The period of the study was 6 year starting from
January 197¢ and ending with December 19681, He has not provided
any explanation of the basis for selection oI securities and the
state of stock market during the period of hic study. The weal-
form oi market was test=d for statistical independence of success
ive price changes and by filter rules tests, Hie results gene-
rally indicated market to be efficient in the weak form,

Ther= has not been any seriovs emrirical work of significant
neture sbout the semi-strong form of markst =fficiency in India,
In tecting the semi-strony form of market elfici=ncy, the Impact
of such public infcrmation cf anrouncement of bonug shares or
stock splits could be studied, One cculd test the reaction in
share prices to such infcrmation and determince vihether 1t was
justifiable in a well functicrding stoclh marlet, The statistical
procedure gencrally arplied is to judge whothor the reaction of
bonur shares or stock srlit anvouncements was a normal fluctua-
tion, or a significant over-reaction, The porfiormance measure
{or residual) is:

>

-

+ D (6)
ei,t = ri,t rm’t ess (6J1

vhere ri,t i= rate of return of stock 1 in menth tA rm,t %i
rete of roturr to a markst inlex in month ¢, avr? & and b
sra rarkot medel paracetors for the firm,  The markst infex is
fefined as the averagze cf the ratus of raturn on the i{ndividual
shares. Next, for any civen month, relative tc t=0 (the period
of benus shares or split announcement}, the abnermal porformance
iss . I
_ 1 (1+e, )y & = =6, ... +6 eee (7
S
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A plot of alnormal performance against time is indicative of
adjustment to the flow of information,

Ramachandran (1985) examined the semi-strong form of market
efficiency in India by analysing the impact of announcement of
the bonus ehare issues ry corpcrate management on the price of
equity shares of these companies, Forty bonus shares issues
geclared during January 1976 to December 1981 were included in
the sample, The market model was used to isolate the systematic
influence on the behaviour cf security returns, His results in-
dicated that mark-t tended tc carry over the new information
made avallable vith otier information on its disposal,

A sicpificant arez of research in the context of stock mar-
ket 1&g the measurement of rates of r=turm on securities, Three
studies exist on the rates of return performance of shares in
India, The moct detalled and comprehensive study is by L.C,.Gupta
(16¢2), Ee has computed beth portfeolio rates of return as well
as individual share rates of return using a sample of 606 compa=
nies coverin: a period of 16 years, from 1960 to 1976, For com-
puting thz rates of return for different holding periods as many
as 36 sub-piriods are used, The companies covered in his study
amount to 70 por cent of the anount of quoted eculty capital,
Howaver, tha composition of his sample is somewhat over weighted
with the large sized companies. His method of computing rates of
return is essentizlly the intermal rate of return technique as
glven below:

D D D | %
pon_"}"_ + 2 2 + e + n n+ nn 000(8
(141} (1+r) (14x) (1+r)

whera Po is the acquisition cost, Dy is ca=h cdividend in ¢t, P

is terminal pricz and r is the intornal rat2 c¢i raturn,

Gupta (12£2) used thres altacnative systems of welghlng
the individuzl shares in calculating the portiollo rates of
returns: (a) equal weightes, (b) welghts proportionate to paid up
equity carital, {c) aver:ge holding perlod and weights propor-
tionate tc the total market value of each company's equity averag
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over the holding period. His portfolio rates of return for

the various holding periods assuming weights proportionate tc the
paid up equity capital are summarised in Table 10, It may be
observed that the longest holding period (16 ycars span, 1960-76)
related to 397 companies, The number of companies is large for
the shorter holding periods, The most significant findings of
Gupta's study are summarised below: (1) The mean value of rates
cf raturn on the portfolio of shares declined moderately, but
unmistakably as the holding period length is increased all the
way from one year to 16 yczars: at the one end, the cne year
holding periods show a main return of 10,11 per cent per annum,
while at the other end, the 16 year holding period shows a return
of 5,58 per cent per annum, The uncertainty surroundings of the
rate of return diminishes significantly when the duration of the
holding period is lengthened, (2) The investors time horizon
crucilally influaences the degree of market risk faced by him,

If the time horlzon is falrly long, the cyclical and irregular
share mark:t fluctuations tend to even cut, =nd hence the variae-
bility of return between ona period ané another is less, (3) The
market risk facing an investor holding an equity portfolio is
considerable even for holdin: periods as lony as 10 years, (4)
For investors with shorter time horizone, such zs 5 years, an
investment in equities will be regardes 2= highly sreculative
with real possibility cf even nzgative returns, (5) A sfioni-
ficant feature of the distrirution cf individual chare returns
was that in at least one-~fifth of the companiesz, the equity
holders return was negative, vhatever the holding reriod, Only
a smaller proportion of individual shares for 5 year and loncer
heldin e did rzally well, giving an annual overall return of at
least 15 por cent.  Ancothor ono boivansn 30 o 40 por cont of them
did roderately well, givins a € to 15 rer cant ra2turn, In case
of the remaining companier which fozimed well cover eonc—third of
the total number analyzed for most periods, the eguity share-
holders overall return could not be regarded as satisfactory.
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In every period examined, at least one-fifth of the companies
gave negative returns to t'eir equity holders, (6) The high
dispersion of individual share returns, even for very long
periods, with a sigeable proportion of shares giving too low

and eoverall rate of return vas revealing, It implies that
eguities market function largely on a hit or miss basis, because
investors are unable to form reasonably correct estimates of

the expected returns, Equity markets ability to allocate the
avallable funds efficiently among individual firms alsoc comes under
doubt for the same reason. (7) In all the periods significant
capital gains, if any, say, atleast 3 per c¢cent per annum occurred
only 10 to 15 per cent of eguitiers analysed, Capital losses

were far more rampant in every holding period, (&) The widee
spread belief that investment in equities provides at least a
partial hedge against the inflation has proved totally unfounded
under Indian context, (9) The estimate of long-term equity rates
of return has slmost always been cut of aligmment with the cther
capital market rates in India, While the relaticnships amon; all
other rates are in confirmity with the theory of market risk
premjums, the overall equity returns eounded a discordant role,
The equity returns remained below those on delentures, prefer-
ence shares, company deposits and even on long~term bank depo-
sits, (10) There is serious doubt whether the return-risk reclation=-
chip envisaged by the carital ass=t priecing thcory is normally
operative in practice over the :reater part of the equitles
market,

Yalawar (1985) has computed rates of return using a sarmrle
of 122 common stocks listed and traded actively on the Eombay
Stock Exchange for a p-riod extending from January 19, 1963 to
December 19, 12€2, For the ruvrrese of his study, he has taken
monthly eclosing transactions prices data., As agzinst Cupta's
internal rate of retuvrn aprroach, Yzlawar has Gefined rates of
return in terms of gecmetric mean, lis rate of return computa-
tion were not adjusted for cash dividend, However, as he found
RBI's variable dividend yield mean being 5,5 per cent with a
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standard deviation of ,71 per cent, 5,5 per cent was taken as
dividend comporent of the equity rates of return, Yalawar
calculated both nominal and real rates of return, A number of
his findings are similar to that of Gupta's (1983), Unlike
Gupta's findings, the investment returns on common stocks were
found to be high and consistent with the thecry of market risk
premiums on long-term securities, The roturn risk relatione
snip as envisaged by the CAPM was found operative over & greater
part of active equities market in India, Howzxver, further re.-
search is warranted to examine whether or mot there exist
material gsins from applying some form of a multi-factor model
to explain the security returns in Indis, Yalawar also found
that active common stocks are a good hedgye a asin~t inflation,

Yalawar's findings also revealed that Bombay Stock Exchange
wae efficlent in the wesk form as he found the behaviour of
stock prices t« be randem, There existed already scme evidence
sup;ortinc the reandom behaviour of stock prices in India,

Gujarathi's (1983) study r=lates to the examination of the
return pericrmance of naw issues of equity shares in 1970s, The
perfoermance, measured by risk adjusted returns, was studied for
the short-run (from the data of closure of subscription list to
the data of first market quotation) as alsc for the loni-run
(upto 60 months after the first market is established), The
results of examination of initlal performance showed extra normal
positive perfermance, It is also observed that FERA issues did
not yleld highest returns as popularly believed, 1In fact, they
yielded lowect returns, This is attributable to the very high
over subscrirtion which concsiderably reduced the chances of
allotment, It was also found that "premium iszsues™ were not more
profitakble for investcrs in comparison with common premium
issues, This is agair bhecause of a scramble for these issues
by investors, It was revealed that late guotatlon does not nece-
ssarily mean lower quotation ard there was no relationship bet-
we=n who underwrites the iscue and the response by public to the
issue, It is worth purchasing issues in the initial stage because
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they contribute to yield extra normal positive returns till the
end of cne month from the date of first gquotation, It may be
noted that for making computations, the study had used CAPM
framework, which is yet to be conclusively verified in the Indian
context,

FINANCE FUNCTION IN STRAT .GIC FRAMEWORK

The theory of finance has undergone fundamental changes over the
past three decades or so, Finance is no more a descriptive disci.
pliney it is mow viewed as a speciclized branch of applied micro-
economics, and the emphasis now i= on the development of formal
models, using sophisticated mathematical and econometric tools,

In the opinicon of a number of researchers, this approach has
created a gulf between theory and practice, Carter (1981), for
example, states:

"Finance has moved much more toward applied economic
theory, lecaving the ménagement science model bullders
to other things, The {inance-cum~economic theorists,
in turn, have 2llegiances in many areas, but typically
to "pure® economic and not management, Recent MEA
graduates, fllled with an image of the market as per-
fectly efficlent, are not likely to fair well wvhen
facins the experienced line manager, regardless of

the intellectual justification supporting their
position,”

Similar ccncerns have been shown by Gerdern (1981), McInnes
and Carletorn (1°82), Pinches (19€2), and many others., Recently,
it is also felt that the finance thesory is not complete and
meaningful without its linkace with the stratogic management
(Derkindern and Crum (1981})), Duhaime znd Thomas (1%83),
pandey (1985), We take the perspective that strategy is an
integrating mechanism, an? that the corporate finance policy
should be developed in the context c¢f the strategic decisione
making framework, It is generally, agreed now that strategy is
& central theme whicl establishes an effective and efficient match
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between a firm’s competence and the opportunities and rieks
created by environmental changes, It is a link betwsaen the
goals and cbjectives pursued by the firm and the plare and
policies used by it to guida its operations,

The crucial assumption on which the finance theory 1is
founded iz that capital markets are efficient and competitive,
As explained in the earlier sections of this parer, efficient
capital markets imply that they are well functioning and secu-
rities are fairly priced, The significant implications for the
corporate finance policy are: {a) owners have the primary inte-
rest in the firm, and therefore, the sole objective of the firm
should be to maximime shareholders’ wealths (b) the current
market value of the share is the measure of the shareholders’
wealthy (¢) the firm should accept only those investments which
generate positive NPVs and thus, increase the current value of
the firm's share; (@) the firm's capital structure and dividend
decisions are irrelevant, as they are solely guided by perfect
capital markets and management has no control over them; and
{e) NP¥s of the individual projects simply adds; therefore, the
firm's diversification policy is not desirable,

It is noteworthy that unlike the finance theory, strategic
management framework considers diversification as a major corporate
strategy. Does diversification improve the firm's profitability
and growth and reduce risk{ P.P. George (1985) has attempted to
answer these questions in the Indian context., His study almed
to answer the following questions: (i) Do diversified comparies
outperform non-diversified conmpanies? {ii) bo the performances
differ among the different types of diversificatlon strategles?
{1i1) Is there any optimum strategy for diversification? For the
purpose of empirical investigation, George categorises cample
companies intc four strategic groupss (1) related diversifiers,
(2) dominant-unrelated diveresifiers, (3) restricted-unrelated
diversifiers, and (4) unrestricted unrelated diversifiers, A
gample of 68 large Indian companies in the manufacturing sector
was used, The main findings of Georgs's study were: (1) diversi-
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fication was useful for improving profitability, growth,

and capital market performance and reducing risk, (i1) related
diversifiers performed better than the unrelated diversifiers,
and (1ii) unrestricted unrelated diversifiers turned out to be
the worst performers while the dominant unrelated group was
found as the best performers,

1t is well known that product and labour markets are im-
perfect, Empirical studies also do not universally and con=-
clusively support the efficient capital market hypothesis, A
mumber of them are based, particularly the Indian studies, on
emall data-bace, In fact, the financial economists do recognize
market imperfections such as transaction costs, bankruptcy
costs, taxes, information gap, agency costs, signalling effects
and many other imperfections, However, as Gordon (1981) puts
it, each of ttose imperfections is locked at within the comext
of theoretical system in which markets are otherwise perfectly
competitive, The narrow concern of the finance theory is to
analyze the extent of the impact of imperfections on the finan-
cial decisiéns in otherwise well functioning capital markets,
Strategic management disputes this narrow focus, It considers
all markets, including product, le&bour, and capital as imperfect
and chancing, Strategies are developed to manage the business
firm in the uncertain and imperfect market conditions and en-
viromment, It is an important management task to analyze chang-
ing market conditions and environment to make forecasts and plan
generation and allocation of resources,

Sharehclders are not the only interest group in the firm
even if it is not disputed that capital markets are efficient,
Thege are many other constituents such as lenders, employees,
customers, suprliers, competitors, govermment, and soclety. It
may be realised that in a country such as India, it is difficult
to ignore the interests of employees and govermment, Management
in practice, therefore, may develop goals and strategies which
are consistent with the interests of various constituencies and
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intagrate their actions, Suprliers, competitors, and customers
together determine the product-market domain of the firm wtich
broadly defines the economic environment witiin which the firm
operatas, The firm stould have a sustained viability to surviv-
ing in the productemarket environment which will be continuously
threatened by competitors, The firm thus, will be able to meet
the needs of its constituents only when 1t maintains as well

as improves its product-mark=t positions, BSuch considerations
have important implications for corporate geoals and financial
resource comnitment and this will significantly shape the fimm's
financial policies which may go beyond the shareholders' wealth
maximisation principle,

Employees (human capital), making the firm's organization,
constituted other important interest groups in the firm., Their
loyalty, tenure, efficiency and skills will have to be developed
and sustained through corporate objectives, Firm's profitability
and survival are important objectives for them, Top managers
themselves are a part of the organisation and human capital,
Survival, independence, flexibility and self-sufficiency are
important considerations for them, Govermment and society also
have important influences on the firms, It is difficult to think
0of the successful operations of a firm if it completely ignores
the objectives and goals, should also reflect their interests,
The shareholders' wealth maximisation objective may not nece-
sgarily take care of thelr interests,

Traditicnally, lenders and shareholders have considerable
influences in shaping the objectives and strategies of the firm,
It should, however, be emphasised that the management's sole
responsibility is not simply to create wealth for owners, Manage-
ment has to estal 1ish a proper balance between the interestc and
objectives of all constituencies of the firm, Contrary to the
wealth maximising focus in the finance theory, etrategic manage-
ment is multi-directedy it optimises the vector of objectives
for attaining the firm'e legistimation, Since management is
motivated by its concern for survival, desire for indepdence,
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flexibility and self-sufficiency, the focus of strategic manage-
ment 48 on growth, profitability, and flow of funds rather than
on the organisation of the market value of share, This focus
helps manag-ment to create enough corporate wealth, which should
be distinguished €rom shareholders' wealth, to achieve market
dominance which would in turn, result in profitability, flow of
funds, flexibility and independence and therefore, the ultimate
successful survival of the firm,

The finance theory, with its obsession with the wealth maxi-
misation principle, falls to incorporate strategic considerations
for the firm's resources sllocation and resource generation, It
either ignorec or implicitly assumes that those strategies which
shape the direction of an organicsation's critical resources
towards opportunities created or to be created in a clanging en-
vironment have been made, It will prove dysfunctional to develop
the firm's financial policy without matching it with the cor-
porate strategy. The important question wiich researcher should
attend to is: What framework should be developad to f£it finan-
clal policies into the overall strategic decicsion makim process?

wWhat has been argued in this section has two important impli-
cationss First, it is hoped that inter-disciplinary interaction
which is urgently needed to bridge the gap between the finance
theory and strategic management {(Myers, 1984) will be encouraged,
We may quote views of Jemison as quoted by Bettis (1983) are
vorth noting:

"sStrategic management has reached where integrative
research approaches are necessary for continued pro-
gress in the field. Early research emanated from a
variety of research streams, each employing different
paradigms, units of analysis, casual presumptions and
research biases, This research has provided valuable
insigt.ts into the problems of general managers from
various perspective, but the lack of integration
among research streams may ultimately retire the
grovth of strategic manag=ment,"
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Sacond, if our concern about the narrowness of the finance
theory and the need to incorporate it with the strategic deci-
sion making process is valid, seriocus thoughts should be given
by the academicians to the current way of tesaching finance courses,
The advanced finance courses should be taught in the perspective
of strategic management and clearly highlight the strengths and
limitations of the finance theory in meeting the practical needs
of bucinese firme, The dilemma which the finance students face,
as a consequence of the present teaching of thz finance theory,
has been aptly summarised by Gordonm (1981)s

»The great gulf between theory and practice (of finance)
is clearly and painfully illiustrated by the textbooks

cf finance, In most elementary textbooks, the chapter
on capital structure has a section stating that capital
structure is of no consaquence, and ancther ssesction stat-
ing that it is a matter of greater consequence, The same
is true of the chapter on dividend policy, amd the
chapters on investment contain great contradictions,
Inetead of reconciling thase contradicticns, advanced
taxts derive with great rigor and some fan-fare athe
propositions that follow from perfectly capital mar-
‘.ete, The results are that students leave the elemern-
tary ccurse confused, and students with advanced work

in the theory of finance enter into industry convinced
that their sup>riors are stupid or their ideas are
obsolete, Fortunately, their superiors are patients 1n
the kmowledge that few years of experience will per-
suade them to abandon their neo-classical theory.”

Wwe hope this orientation will be possible if the researchers in
India focus their attention on the special conditions and situa-
tions being faced by the Indian fimms for relating the strategic
analysis with financial planning. Mere replication of the work
done in advanced countries will not help the Indizn practice
much,
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CONCLUDING REMARKS

This review pgper has attempted to highlight the trénds in
financia)l management research: in India, with particular focus
on research metnodologles used, Horafully, we have been able
to show how methedologies, such as factor analysis, multiple
discriminant analysis, regression anzlysis, control theory,
etc, have reen applied to financial data by tha Indian researchers

for useiful financizal aralysis,

Some of the porsible topics for empirical research in India
in future ares (1) Accounting information: znalysis of earnings
behaviour: estimation of risk using azccountinc data: éesting
the imract of accounting information on caplial market; identi-
fication of useful ratios in decision-makin:: (2) Capital
Fudget ‘nq: process of managing large czpital projects with
particulzr emphiasis on complexity and uncertairty of environ-
menty analysls cf behavlioural, crgconizational or political
issuves underlylns corital investment decisions; identification
of richt-tyre of capital projects: problem of cost overruns:
linkage betwesr strategic menagement and ca ital expenditure
planning and control; (3) Carital structure and finsncing:
influence of regulatory environment of tre firms' carital
structure decisiors; framework for desionin~ carital structure
in practice:; tecting the vtility of the cost of capital models
for iIndian comranies; estimation of cost of capital for indus-

tries and individual companies; financing innovations and t!eir
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implicatio~s for finencing decisions; (4) Ceorital market:
testing the efficlency of capital market in India: appli-
cability of the capital asset pricing model in India; the
institutional influence on carital market: deveclopment of
matual funds and their impact on the Indian capital markets:

(S) Strategic finarce: ure of sochdsticated teochniques,

such as pregramming apryxoach, simultanecus-eguation approach
ard econometric medel in financial analysis and planning:
framework for integrating strategic analysis and financial
policy: case resesrch showing the role of financial policy

ag subordinate to strategic management cte,



Table 1 : Comparison of Percentage Classi-
- fication Error or Five Profitability
Ratios: Gupta's Study
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EBDIT/ OCF/ EBDIT/
EBIT/ OCF/ (Assets + (Assets + (Int.+
Year Sales Sales Acc.Dep.) Acc,Dep,) .25 Debt,)
1962 10,5 13,2 15,8 13,2 10,5
1963 10,8 10,8 13,5 13,5 13.5
1964 7.9 7.9 10,5 10,5 13,2
1965 5.4 2.7 2.7 5.4 2.7
1966 5.6 0.0 2,8 0,0 0.0
Table 2 : Percentage Classification Error in
Predicting Fallure/Bankruptcies:
Comparison of Various Studies

Year Beaver's Altman's Srivastava Srivastava Gupta's
prior to best ratie discrimi- & Yadav's & Yadav's EBIT/
fajlure/ (cash flow/ nant fun- discriminant best ratio Sales
bankruptecy total debt) ction function {CF/TTA) ratio

1 13 5 5 10 10,5

2 21 28 13 16 10,8

3 23 52 14 19 7.9

4 24 71 18 23 5.4

- 22 64 21 28 5.6
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Table 3 : Results of RBI's Study of Dividends
Lintner's Partial Adjustment Model

A P 1. C aniest

L ] Dt = 7,63+ 0.41?t + 0.30D":‘“_1

C¥ 3 Dt = 17,17 + O.24ct'+ 0'12Dt-1
R = .99

Private L n s

L s Dt w 65,86 4 0,31P 4+ 0'33Dt-1
R2 69

CF ) Dt = 5,99 4 O.ISCt + O.SODt_1
§2 - +84

Table 4 1+ RBI Study: Propensities to Pay
Dividend Aftar Tax for Selected
Industries: Lintner's Model

Short-term Long=term
marginal Dividend pay-
propensity out (target)

Coal mining 0,0966 0.,1669
Sugar 0.1628 0.3618
Cotton textile 0.1611 0,3751
Iron & Steel 0.,1471 0.,5017
Chemical 0,5623 0,6106
Cement 0.1866 0,5300
Paper and paper board 0, 1558 0,4058

Electricity generation 0,5331 0.,3524
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Table 5 3 Portfolio Rates of Return (percentage
per annum) on Equities for Various
Holding Periods: L.C. Gupta's Study

Holding Rumber of  Mean Stand- Coeffici-
perio@ measure- Rates of _Extreme Value ard De~- ent of
length ments teken Return Maximum Minimum viation wvariation
leyoar 16 10,112 30,73 -4 ,58 9.17 «91
15~year 1 6.56 - - - -

i6~yaar 1 5,58 - - - -
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