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I .  INTRODUCTION

P r i v a t e  co rp o ra te  s e c to r  has bean looked upon 
as an im pottant  source o f  sav ings  in  I n d i a .  In  f a c t ,  
most of the tax p o l i c i e s  th a t  are d i r e c t e d  towards t h i s  
s e c to r  have the im p l ic  i t . ob jec t  ive  of r a i s i n g  i t s  
s a v in g s ,  the puroose being two—f o l d ;  to  make the p r i v a t e  
corpor-at ions s e l f - s u f f i c i e n t  in  meeting t h e i r  investment 
needs and thus reduce com pet i t ion  f o r  the p u b l i c  s e c to r  
in  the c r e d i t  market.  Important among the tax i n s t r u 
ments a re ;  a b o l i t i o n  of grossing-up p r a c t i c e ,  adoption 
of ’ C l a s s i c a l '  type of income tax system, l e v y  of 
a d d i t io n a l  d iv idend  taxes  and r e v i s i o n  of persona l  
income tax r a t e  s t r u c t u r e  v i s - a - v i s  the r a t e  s t r u c t u r e  
of c a p i t a l  gains t a x .  A l l  these have led  to  an 
in c r e a s in g  tax d i s c r im in a t io n  in  favour  o f  p r o f i t  
r e t e n t i o n s .  F u r t h e r ,  a p o r t io n  of tax deduct ions  
r e s u l t i n g  from a v a i l i n g  of the investment i n c e n t i v e  
schemes have been made u n a v a i l a b le  fo r  d i s t r i b u t i o n s  as 
d i v id e n d s .

However, the c o n t r i b u t i o n  of co rp o ra te  s e c to r  
to domestic  sav ings  e f f o r t  remains lo u .  Over the l a s t  
th ree  decades i t s  share  in  gross domestic sav ings  has 
come down s u b s t a n t i a l l y  from around 15 per cent in 
1961-62 to  7.4 per cent in  1979-80. A lso  the r a t e  of 
sav ing  in . t e rm s  of gross domestic product has hard ly  
been 2 per cent  (Tab le  1 ) .  The lou c o n t r ib u t i o n  of 
p r i v a t e  co rp o ra te  s e c to r  to  domestic sa v ings  could be
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TABLE 1

Trends _ i n Corporate  Sav ings  in  In d ia

Y e ar Gross sav ings  
(Rs c ro re )

R a t i o  to  gross 
domestic sav ing

R at i  o t  o GD P 
at market 

p r i c e

1 9 50-51 89 9.1 0.9
1951-52 1 32 13.1 1 .3
1 9 52-53 60 7.4 0.6
19 53-54 86 9.3 0.8
19 54-55 114 10.8 1 .2
1955- 56 130 9.1 1 .2
1 956-57 1 51 9.4 1.3
19 57-58 11 7 8.5 1 .0
1 9 58-59 136 9.7 1 .0
1959-60 180 10.2 1 .3
1960-61 2 76 13.4 1.8
1961-62 31 5 1 5.1 2.0
1 96 2-6 3 338 13.6 2.0
196 3-6 4 387 13.7 2.0
196 4-6 5 381 12.1 1.7
1 96 5-66 396 10.5 1 .6
1966-67 41 4 9.2 1.5
1 96 7-68 399 8.9 1 .2
1968-69 42 I 9.1 1 .3
1 969-70 536 R.9 1.5
1970-71 657 9.7 1 .6
1971-72 753 10.0 1.7
1972-73 788 10.1 1 .6
1 973-74 106 2 9.3 1 .8
1974-75 1 441 11.4 2.1
19 75-76 1055 7.1 1 .4
1 976-77 1 161 6 .6 1.4
1 977-78 1 385 7.1 1.5
1978-79 1 544 .6.6 1 .6
1979-80 1 744 7.4 1 .6

Source :  Report  of the Working Group on S a v in g s .  C a p i t a l
Formation and Sav ings  in  In d ia  1950-51 to  1979-80. 
Government of I n d i a ,  M in i s t r y  of P l a n n in g ,  New 
D e l h i ,  1982, p. 164.
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a f f e c t i n g  co rp o ra te  sav ing  in  req u i red  d e t a i l ,  are 
scanty  at macro l e v e l .  T h e re fo re ,  fo r  a d e t a i l e d  
e m p i r i c a l  a n a l y s i s ,  data  based on samples of corpo
r a t io n s  u i l l  be used. Reserve  Bank of I n d ia  ( R B I )  
pu b l ishes  aggregate t im e - s e r ie s  da ta  on a sample 
of c o rp o ra t io n s  based on t h e i r  annual r e p o r t s .  The 
sample coverage i s  adequate ly  l a rg e  fo r  drau ing 
in fe ren ces  rega rd ing  the co rpo ra te  s e c to r  as a uho le .  
Houever the R B I  d a ta ,  being pub l ished  in  the form of 
aggregate t im e - s e r ie s ,  u i l l  not f a c i l i t a t e  a n a l y s i s  
of the impact of c e r t a i n  f i rm  s p e c i f i c  f a c t o r s  such 
as s i z e ,  growth, and age, bes ides  the a c tu a l  tax 
l i a b i l i t y .  T h e re fo re ,  recourse  u i l l  be made to  a 
sample of companies s p e c i a l l y  s e l e c t e d  by us f o r  the 
purpose, from the Bombay S tock  Exchange D i r e c t o r y . 
S e c t io n  I I I  p resen ts  the e m p i r i c a l  r e s u l t s  of the 
t im e - s e r ie s  a n a l y s i s  based on R B I  sample da ta  as a 
p r e l im in a r y  t e s t i n g  of our hypotheses ,  as u e l l  as 
the r e s u l t s  based on our sarpple, u h ich ,  apar t  from 
p rov id in g  a more s c i e n t i f i c  d a ta  base, u i l l  a lso  
f a c i l i t a t e  c ross-check ing  of the f i n d in g s  of the 
a n a l y s i s  based on the R B I  d a ta .  F i n a l l y  s e c t i o n  IV 
summarises the main f in d in g s  of the e m p i r i c a l  a n a l y s i s  
based on a l t e r n a t i v e  se ts  of d a ta .



I I .  THE MODEL

At the o u t s a t ,  ug s h a l l  e x o la in  tho term 
1 co rpo ra te  saw ings '  as usfid in  t h i s  study and examine 
the bas ic  motives of sav ings  by p r i v a t e  c o rp o r a t io n s .  
Th is  u i l l  help to  i d e n t i f y  major det^rminents  of.  
s a v in g s .  Uo s h a l l  r - t i o n a l i s c  the manner in  uhich 
those f a c to r s  a f f e c t  s a v in g s ,  t a k in g  in to  account the 
p o ss ib le  in terdependences  bstueen them. Of p a r t i c u l a r  
i n t e r e s t  being the imoact of t a x e s ,  ue s h a l l  a lso  
examine hou taxes a f f e c t  the sav ings  d e c is io n  
mechanism.

1 . I n t e r p r e t a t i on and Mqt^ives of Corporate  Sav ings

The term ' c o rp o ra te  s a v in g s '  is  used in  t h i s  
s tudy to denote the sum of th ree  items in the annual 
p r o f i t s  and lo ss  accounts ;  ( 1) r e t a in e d  p r o f i t s ,
( 2) accounting  d e p r e c i a t i o n  p r o v i s i o n ,  and, (3) pro
v i s i o n  fo r  development reba te  r e se r v e  (o r  investment 
a l lo u ance  r e s e r v e ) .  The e n t i r e  d e p r e c i a t i o n  p r o v i s io n  
i s  cons idered  as a pa r t  of sa v in gs  because of the 
d i f f i c u l t i e s  in vo lved  in  s e p a ra t in g  out the ' n a t u r a l '  
p a r t  of d e p r e c i a t i o n ,  uh ich  is  an expend i tu re  i tem.
The t h i r d  component a r i s e s  out of the v a r i  us tax 
i n c e n t i v e  schemes fo r  encouraging inves tm en t .  Under 
these  in c e n t i v e  schemes a p o r t io n  o f  the tax dedu
c t io n s  c la im ed ,  is  requ i red  to  be put in  a r e se r v e  to 
make i t  u n a v a i l a b le  fo r  d i s t r i b u t i o n  as d i v id e n d s .

B a s i c a l l y ,  the c a p a c i t y  to save of a corpo
r a t i o n  in  a g iven  year  is  rep resen ted  by i t s  gross 
cash f low (gross  p r p f i t s  - i n t e r e s t  payments 
d e p r e c i a t i o n ) .  The a l l o c a t i o n  of gross cash f lo u
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between t a x e s ,  d iv idends  and sav ing  is guided mere by 
cho ice  r a th e r  than compuls ion. Th is  is  bacause, 
f i r s t l y ,  a s u b s t a n t i a l  pa r t  of sav ings  is  in the form 
of r e ta in e d  net p r o f i t s  which is  duo to  v o lu n t a r y  
r e s t r a i n t s  on d i s t r i b u t i o n s .  Se co n d ly ,  accounting 
deprec i a t  ion pract ices- vary  (depending upon the method 
and r a te ;  so much t h a t ,  t h e o r e t i c a l l y  speaking., a 
c o rp o ra t io n  can choose a d e p r e c i a t io n  msthod th a t  
s u i t s  i t s  sav ing  p re fe r e n c e s .  The only element of 
compulsion to  sav^ could be due to the s t a t u t o r y  
r e s t r i c t i o n s  on d i s t r i b u t i n g  the b e n e f i t s  of investment 
i n c e n t i v e  schemes. But even in  t h i s  case a l s o ,  i t  can 
be argued th a t  i f  a f i rm  chooses to  d i s t r i b u t e  a h igher 
p ro p o r t io n  of cashf low  as d i v id e n d s ,  i t  can do so by 
c la im ing  l e s s  tax deduct ions under the investment 
i n c e n t i v e  schemes.

For the purpose of our s tu d y ,  we s h a l l  cons ider  
r e ta in e d  p r o f i t s  and d e p r e c i a t i o n  toge the r  ( h e r e a f t e r  
r e f e r r e d  as 1 r e t h n t i o n s ' )  , w h i le  we need to t r e a t  the 
t h i r d  component of sav ing  ( h e r e a f t e r  r e f e r r e d  as ' t ax  
i n c e n t i v e  s a v i n g ' )  s e p a r a t e l y .  However, we r e t a i n  the 
term ' c o rp o ra te  s a v in g s '  to denote the sum of the 
th ree  items (or  r e t e n t io n s  ‘r tax in c e n t i v e  s a v in g s ) .

Three main motives can be conce ived  fo r  a 
c o rp o ra t io n  t 6 save !

( i )  To f in a n ce  new in ves tm en t . ' Mod.ern 
techn iques  of p roduct ion  r e q u i r e  not only  l a r g e  i n i t i a l  
c a p i t a l  but a lso  n e c e s s i t a t e s  co n t in u in g  investment fo r  
m odern isa t ion  and expansion as a p r i c e  fo r  remain ing 
in  bus iness*  (P a rek h ,  1 958 . pp. 122) .  The investment is
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f inanced  mainly in th rc  ways; ( i )  by f l o a t i n g  new 
e q u i t y  i s s u e s ,  ( i i )  by b o r ro u ings ,  and ( i i i )  by 
n r o f i t  r e t e n t i o n s .  In thvv absence of taxes and 
f l o a t i n g  c o s t s ,  a f i r ' l l  is  i n d i f f e r e n t  between neu 
e q u i t y  and r e t a in e d  p r o f i t s  fo r  f i n a n c in g  neu in v e s t 
ment, (M o d ig l i a n i  and M i l l e r ,  1 958) .  O th e ru i s s ,  the 
p a t t e rn  of f i n a n c in g  depends upon t h e i r  r e s p e c t i v e  
oppo r tun i ty  c o s t s .  U h i l e  the cost  c f  borrou ings 
could be i n t e r p r e te d  as i n t e r e s t  r a t e ,  the cos ts  of 
neu issues  and r e t e n t io n s  could be in t e rp r e te d  as 
oppo r tun i ty  cos ts  determined by government p o l i c i e s ,  
f l o a t i n g  c o s t s ,  and so on. F inance  is expected to  be 
r a i s e d  from the th r e e  so u rc e s ,  u n t i l  t h s i r  r e s p e c t i v e  
margina l  p r o d u c t i v i t i e s  are eq u a l .  Thus, g iven  the 
r e l a t i v e  o ppo r tun i t y  c o s t s ,  one o f  the motives of 
gene ra t in g  co rp o ra te  sav ings  is  to  f in a n ce  neu 
in ves tm en t .

( i i )  To f in an ce  in ven to ry  inves tm ent .  
M a in ta in ing  in v e n to ry  s tocks  is  g e n e r a l l y ,  a s h o r t 
term requ irem ent .  S tocks  of rau m a te r ia l s  are needed 
to  bo m a in ta ined ,  depending upon the u n c e r t a i n t i e s  in 
t h e i r  s u p p l i e s ,  and s i m i l a r l y ,  s tocks  of ou tpu t ,  to 
take  care of demand f l u c t u a t i o n s .  S in c e  in v e n to ry  
f i n a n c in g  is  a shor t- te rm  phenomenon, sources  such as 
neu e q u i t y  is sues  cannot be r e so r te d  t o .  F u r th e r ,  
many-a—t im e ,  th e re  may be i n s t i t u t i o n a l  r e s t r i c t i o n s  
on the a v a i l a b i l i t y  o f  long-term c r e d i t  fo r  in ven to ry  
purposes.  Thus, in ven to ry  f in a n c in g  is  u s u a l l y  
sought through p r o f i t  r e t e n t io n s  and shor t- te rm  
borrou ing .
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( i i i )  To keep a cu shion fo r  d i vidend payments. 
I f  f i rm s aim at r e g u la r  and s t a b le  d iv idend  payments, 
then sav ings  are r e s i d u a l l y  determined depending upon 
f l u c t u a t i o n s  in  income. By f a r ,  t h i s  i s  the most 
f r e q u e n t l y  observed ohenomrnon in the world (see fo r  
in s tance  L i n t n e r  (1956) ,  Dhrymes and Kurz (1 965) ,  
Davenport (1965) ,  F e l d s t e i n  and F leming (1971) .  In 
In d i a  a l s o ,  e m p i r i c a l  ev idence gathered by many past 
s tu d ie s  appear to  support  the ' r e s i d u a l '  d e te rm in a t ion  
of s a v in g s .  (Fo r  in s t a n c e ,  Mazumdar (1 959),  
Purnanandam and Rao (1 966) S a s t r y  (1 968) ,  R ao and 
Sarma (1971) and Krishnamurty  ancf S a s t r y  (1971) .

2. S p e c i f i c a t i o n of the l^odel

The s p e c i f i c a t i o n  of sav ings  model might 
d i f f e r  depending Upon which motive is  p r i m a r i l y  r e s 
pons ib le  fo r  co rp o ra te  s a v in g s .  For exemple, i f  the 
sav ings  are mot iva ted  by the needs of investment 
f i n a n c in g ,  f ix ed  or in v e n to r y ,  then v a r i a t i o n s  in 
sav ings  should r e f l e c t  a consc ious  e f f o r t  on the 
p a r t  of the management to r e a l i s e  a c e r t a i n  f low  of 
i n t e r n a l  f in a n ce  env isaged at the time of p lann ing  
f o r  new investme n t . The i n t e r n a l  s av ings are pianned 
even before  c u r r e n t  p r o f i t s  are known. Assuming 
th a t  the r e t e n t io n s  are planned on the b a s i s  of some 
average of 'permanent '  l e v e l  of p r o f i t s ,  one can, 
s p e c i f y  tha t

Rt  = ao + a1 Yt  0 )

where denotes c u r r e n t  r e t e n t io n s  of a f i r m ,  the 
'permanent '  income ( a Q and â  being the parameters of
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the e q u a t io n ) .  I f  i s  i n t e r p r e t e d  ps a weighted 
average of a c tu a l  income of the past y e a r s ,  and i f  
the weights are assumed to d e c l in e  a o o m e t r i c a l l y ,

*
then the r e l a t i o n  between a c tu a l  income Y^ and Y^ 
can be w r i t t e n  as

Y t  - Y t -1 -  a2<Vt - O  ” 2 1> <2'

The two equat ions  y i e l d  a behav iou rna l  form of 
r e t e n t i o n s  as

Rt  = ao q2 + a1 a2 Y t  + ( 1 “ a2  ̂ R t -1 (3 '

I f  on the o th e r ,  the r e s i d u a l  theory  of 
co rp o ra te  sav ings  i s  assumed to ho ld ,  then i t  fo l lo w s  
th a t  the main motive of r e t e n t i o n s  fo r  a f i rm  is  to 
m a in ta in  d iv idends  at a s t a b le  o ro p o r t io n  of incoma, 
Y^.. Th is  would be in  accordance w i th  the p re fe ren ces  
of many of the sha reh o lde rs  to have a r e g u la r  and 
uniform f low  of d i v id e n d s .  In  the p rocess ,  the 
f l u c t u a t i o n s  in  income ars not f u l l y  a l lowed to  be 
r e f l e c t e d  in  d i v id e n d s .  Th is  i s  o f ten  i n t e r p r e t e d  
as though a f i rm  d e s i r e s  c e r t a i n  l e v e l  of d iv iden ds  
deoending upon the c u r re n t  income and o ther  f a c t o r s ,  
but i t  w i l l  not ad ju s t  the a c tu a l  d iv idends  f u l l y  to 
the d es i red  l e v e l .  T h is  behav iour  of d iv id en d s  is 
dep ic ted  by two eq u a t io n s .  The a c tu a l  d i v id e n d s ,  
are determined as

Dt  -  Dt -1 = bo T b1 <Dt  -  Dt - 1> *
■*

where the d es i red  d iv id e n d s ,  D̂ . are determined by
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S in c e  the retentions- arc a mere r e s i d u a l ,  the r e s u l t 
ant equat ion  d e s c r ib in g  the r e t e n t io n s  behaviour can 
be de r ived  as-^

Rt  - - b Q +(1-b1b2) Yt - (1-b^. Dt . 1 ( 6)

In the r e a l  world however, i t  i s  only nron^r 
to  assume th a t  co rp o ra te  sav ings  are mot ivated  n e i th e r  
s o l e l y  due to investment demand f a c t o r s  nor are they  
a mere r e s id u a l  a f t e r  d iv idend  payments, but are due to 
a combination of a l l  the m ot ives .  T h e re fo re ,  fo r  the 
purpose of t h i s  study we r e t a i n  equat ion  (5) as t h i s  
s p e c i f i c a t i o n  appears to be more genera l  in  the sense 
th a t  though i t  i s  based on the r e s id u a l  hypotheses ,  
i t  i s  a lso  capab le  of tak ing  account of the investment 
motives f o r  sav ings  through the f a c to r s  and .
Ue t r e a t  t h i s  equa t ion  as our s t a r t i n g  po in t  fo r  
d e s c r ib in g  the co rp o ra te  sav ing  b e h a v i o u r ^ .

D* = b2 Yt (5)

1 /  In  f a c t ,  bas&d on t h i s  s p e c i f i c a t i o n  a t e s t  can be 
conceived as to which motive works s t ro n g e r  for  
co rpora te  s a v in g s .  For example the equa t ion  (6) 
can a lso  be w r i t t e n  as

R t “  - bc ♦ <1-b.|b2) Y t  + - (1-b1) Y t _ 1
The d i f f e r e n c e  between the two a l t e r n a t i v e  models 
is  the lagged income v a r i a b l e ,  Y.J.-1 uh ich  appears 
as one of the f a c to r s  a f f e c t i n g  r e t e n t i o n s .  The 
ques t ion  can be re so lved  to  some ex ten t  by the 
s t a t i s t i c a l  s i g n i f i c a n c e  of the es t im ated  c o e f f i 
c i e n t  of Y .  ̂ , w i th  c o r r e c t  (-ve )  s ig n .  But the
t e s t  is  s u b je c t  to  v a r io u s  e s t im a t io n  s in c e  the 
OLS (o r  RLS) methods are not s u i t a b l e .

Z J  Th is  s p e c i f i c a t i o n  a lso  seems to  have adequate support 
by the past  e m p i r i c a l  s tu d ie s  such as T inbergen (1939;, 
Dobrovolsky (1951) ,  L i n t n e r  (1 953) and Mazumdar (1 959).
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The view th a t  f i rm s ca re  mor^ to m a in ta in  
d iv idend  s t a b i l i t y  is  a phenomenon-observed by many 
e m p i r i c a l  s tu d ie s  in western economics. In In d ia  
a l s o ,  t h i s  hypothes is  i s  found to  bo a p p l i c a b le  in 
g e n e ra l .  But i f  one lo cks  in to  the government p o l i c y  
of c r e d i t  r e s t r i c t i o n s ,  double t a x a t i o n  of d iv idends  
as w e l l  as u n c e r t a i n t i e s  in a v a i l a b i l i t y  of rau- 
m a te r ia l s  and so on, one expects th a t  Ind ian  companies 
should in f a c t  be de te rm in ing  sav in gs  f i r s t ,  -end 
d i s t r i b u t e  the r e s id u a l  p r o f i t s  as d i v id e n d s .

I f  sav ing  motives of a f i rm  inc lude  f in a n c in g  
of investment then i t  i s  necessa ry  to  s p e c i f y  a 
s imultaneous model t h a t  de sc r ib e s  the interdependence 
between co rp o ra te  s a v in g s ,  investment and income. Such 
a model w i l l  help in  b r in g in g  out the p o s s ib le  impact 
of the exogenous v a r i a b l e s ,  in c lu d in g  the p o l i c y  
v a r i a b l e s  on c o rp o ra te  sav ings  e f f o r t .

In s p e c i f y i n g  an in terdependence  model, ue 
s h a l l  r e t a i n  equa t ion  ( 6 ) to d e s c r ib e  co rp o ra te  r e te n 
t i o n s .  A lso the -exogenous v a r i a b l e s  t h a t  e n te r  the 
r e t e n t i o n s  equa t ion  rep resen t  the p o l i c y  v a r i a b l e s ,  
p a r t i c u l a r l y  tax and c r e d i t  f a c t o r s .  Investment appears 
in  the equat ion  to  rep re sen t  the demand fo r  s a v in g s .
The cos t  of c r e d i t  f i n a n c in g  could be taken as an 
exogenous f a c t o r  to  take account of the s u b s t i-  
t u t i a b i l i t y  between i n t e r n a l  and e x te r n a l  sources  of 
f i n a n c in g  the in ves tm en t .  The r e t e n t io n s  equat ion  
th u s ,  w i l l  be of the form

Rt  f 1 (Yt » Dt -1 » 1t , (7)
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where i .̂ i s  some r e l e v a n t  r a t e  of i n t e r e s t  rep resen 
t in g  the cost  of borrowing, 1̂  r ep resen ts  the demand 
f o r  investment and other  symbols are as exp la ined  
above. Th is  fu n c t io n  d esc r ib es  the r e t e n t io n s  d e te r 
m inat ion  l a r g e l y  in  terms of ' r e s i d u a l '  h yp o thes is ,  
bu t ,  so f ten s  i t s  extremeness by c o n s id e r in g  f a c to r s  
such as investment demand and cos t  of borrowing to  
take account of p o s s ib le  interdependence between 
investment and sav in g  d e c i s i o n s .

To e s t a b l i s h  the i n t e r - r e l a t i o n  i t  i s  
necessary  th a t  we a lso  cons ide r  investment de te rm i 
na t ion  uh ich  may i n d i c a t e  the p o s s ib le  imoact of 
sa v ings  on inves tm en t .  Out of the v a r io u s  t h e o r ie s  
of  investment behav iou r ,  the one favoured  most appears 
to  be d e r ived  from the n e o c l a s s i c a l  theory  of i n v e s t 
ment, combined w i th  a c c e l e r a t o r  t h e o r i e s .

The n e o c l a s s i c a l  theo ry-^  s t a t e s  that, cu r re n t  
investment depends on the capit-als s to ck  at the beginn
ing of the per iod  and changes in  the des i red  l e v e l  of 
c a p i t a l  in the p rev ious  p e r io d s .  The form of the 
r e l a t i o n s h ip  depends upon the form of the d i s t r i b u t e d  
lag  fu n c t io n  and the r a t e  of rep lacem ent .  The des i red  
l e v e l  of c a p i t a l  depends on s a l e s  tu rn o ve r  and the 
r e n t a l  cos t  of c a p i t a l  which, under opt imal  c o n d i t io n s  
would be equal to  the marg ina l  p r o d u c t i v i t y  o f  c a p i t a l .

Z j  Prominent among the investment de te rm in a t io n  s tu d ie s  
based on n e o c l a s s i c a l  theo ry  a m ,  Jorgenson (1 967),  
H a l l  and Jorgenson (1971) ,  B i s c h o f f  (1971) and Coen 
(1971) .
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F o l lo w in g  t h i s  thoory  the d es i red  s tock  of 
c a p i t a l  at a po in t  o f  t im e ,

K* = f  ( Ct / Pt ^  ( 8)

SL5, = c u r re n t  or expected s a le s  tu rno ve r  re p re se n t in g  
t  *  

the demand fo r  , c^ = the r e n t a l  cost of c a p i t a l ,  and
= the p r i c e  of the p roduct .  The r e n t a l  cost  of

c a p i t a l  could be assumed to  be a weighted average of 
r e s p e c t i v e  cos ts  of f in a n c in g  from the so u rce s ,  e x te rn a l  
as w e l l  as i n t e r n a l ,  where the we ights  are o p t im a l l y  
determined. In a world of p e r f e c t  co m p e t i t io n ,  w i th  no 
taxes and zero cos ts  of f l o a t i n g  new shares e t c . ,  the 
cos ts  of f i n a n c in g  are equal and f i rm s  are i n d i f f e r e n t  
regard ing  the s t r u c t u r e  of f i n a n c in g .  In the r e a l  
w o r ld ,  the tendency would be to f in a n ce  the investment 
from each of the a v a i l a b l e  sources  u n t i l  t h e i r  r e s p e c t 
i v e  margina l  p r o d u c t i v i t i e s  are eq u a l .  Ue assume th a t  
the cost  of c r e d i t  f i n a n c in g  can be rep resen ted  by i ,  
a r a te  of i n t e r e s t  r e l e v a n t ,  ( s a y ,  a weighted average 
of the long term r a te s  where the weights  are determined 
on the bas is  of d i f f e r e n t  sources of c r e d i t ) .  The cost  
of i n t e r n a l  f i n a n c in g  would mean the o p p o r tu n i t y  cost  
o f  r e t e n t io n s  in  terms of d iv id en d s  pa id .  These cos ts  
are mostly  on account of taxes which w i l l  be d iscussed  
l a t e r .  However, as we intend to  d e p ic t  a f low  of 
funds model w i th  in terdependences  between sav ings  and

*inves tm en t ,  we express K̂ . in terms of a v a i l a b i l i t y  of 
t o t a l  sav ings  denoted by S^.. Bes ides  o th e r s ,  c a lso  
depends on the r a t i o  of c a p i t a l  goods p r i c e  P c .̂ to 
the product p r i c e  P . . Thus, the des i red  c a p i t a l  

*  z
s to c k ,
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Kt  “  f  Z ?L5 t , S t , P c t /P t  7 (9)

Va r ious  processes arc suggested in  the l i t e r a t u r e  a& 
to  hou the - changes in  the des i re d  s tock  of c a p i t a l  
are t r a n s l a t e d  in to  changes in  the cu r ren t  investment.  
One of the most popu lar  processes  is  through d i s t r i 
buted l a

where is  the n a tu r a l  r a t e  of d e p r e c i a t i o n  and y"  
are w e ig h ts .  Assuming th a t  the weights  fo l lo w  Koyck

d e f i n i t i o n ,  =  ̂ *  ^ “ 6 ) Kt -1 * '*'S ecIual  ^o
sum of a l l  past  net inves tm en ts ,  and thus

We d r i v e  the investment r e l a t i o n  to be used in  our 
in ter-dependence model as

( i d

From (10) and (11) i t  i s  p o s s ib le  to  d e r i v e

F l t  = b ( Rt  “  Kt - 1> + 5 Kt -1 (12)

Z f ( S L S t , 8t , iv  Pc t /Pt ) - Kt - 1 7  b + Kt-1

F I t  “  f  ^ L 3t»  S t»  pc t / pt» Kt - i - 7 (13)
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The v a r i a b l e s  SLS^., S^ ,  i ^ , and P ^ / P ^  can a lso  be 
rep laced  by t h e i r  expected l e v e l s .

I t  should be noted th a t  the above r e l a t i o n  
•mostly de sc r ib e s  only  the f ix ed  pa r t  of the t o t a l  
inves tm en t .  The de te rm in a t io n  of the other  p a r t ,  the 
in ven to ry  investment need not be same.

Ue s p e c i f y  the d e te rm in a t io n  of in v e n to ry  
investment  as f o l l o u s :  Des i red  net ad d i t io n s  to
s tock  of raw m a te r io l s  or f i n i s h e d  products are 
assumed to  be guided by ex p ec ta t io n s  regard ing  the 
s a l e s  t u r n o v e r  g iven  the a v a i l a b i l i t y  c f  f i n a n c e .
Upto t h i s  po in t  the s p e c i f i c a t i o n s  i s  s i m i l a r  to 
equat ion  (1 3 ) .  The p r i n c i p a l  d i f f e r e n c e  i s  t h a t  nou 
the p r i c e  of c a p i t a l  goods need to  be rep laced  by 
p r i c e  of raw m a te r i a l s  and the c a p a c i t y  v a r i a b l e   ̂
has l i t t l e  r o l e  to p l a y .  Thus the in v e n to ry  i n v e s t 
ment, (INU^.) fu n c t io n  is

lNVt  = f  JJz L S £, S t , i t , Pl t /Pt J 7  (14)

uhere Pr .̂/P̂ . i s  the r e l a t i v e  p r i c e  of rau m a te r i a l  
goods.

3. T he Tax F a c to r s

C o rpo ra t io n  t a x a t i o n  e n te rs  the above model 
through s e v e r a l  ch an n e ls .  F i r s t l y ,  taxes such as 
c o rp o ra t io n  incofie t a x ,  super t a x ,  su r tax  and so on, 
reduce the p r o f i t s  a v a i l a b l e  e i t h e r  fo r  sa v in g  or fo r  
d i s t r i b u t i o n  as d i v id e n d s .  Se c o n d ly ,  i f  d iv id en d s  and 
re t a in e d  p r o f i t s  are taxed at d i f f e r e n t  r a t e s ,  then
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the cho ice  between d iv idends  and r e t e n t io n s  might be 
a f f e c t e d  whenever the tax d i f f e r e n t i a l  is  changed. 
T h i r d l y ,  r e d u c t io n  in  £ ha tax l i a b i l i t y  by g ran t in g  
investment i n c e n t i v e s  encourages investment and 
reduces the dep ress ion  e f f e c t  of taxes on p r o f i t s  
base. At the same t im e ,  tax laws th a t  r e q u i r e  oar t  
of the sav ings  r e s u l t i n g  from the a v a i l i n g  of i n v e s t 
ment in c e n t i v e s  encourages s a v in g s .

The f i r s t  and sccond tyoes  of tax e f f e c t s  can 
be captured as f o l l o w s ^ :  Assume th a t  a f i rm  chooses
a p a r t i c u l a r  combination of net d iv idends  and net 
r e t e n t io n s  s u b je c t  to the a v a i l a b l e  p r o f i t s ,  ana say ,  
' t a x  o p p o r tu n i t y '  p r i c e s  of d iv iden ds  r e t e n t i o n s .  The 
p r o f i t  a l l o c a t i o n  fu n c t io n  may be w r i t t e n  as

Y = psR + PdD (15)

where Pg and P^ denote ' t a x  p r i c e s ' .  The tax p r i c e s  
denote the amount of gross a l l o c a t i o n  req u i red  to  
r e a l i s e  one u n i t  of  net d iv idends  or net r e t e n t io n s  a*s 
the case may be. For example, under ' C l a s s i c a l *  
income tax system

r 9^  = --Th r  <16>

V D *  r r a r V - ^ ) "  (17 )

i i  For  a more d e t a i l e d  t h e o r e t i c a l  d i s c u s s io n  of the 
tax impact on' p r o f i t  a l l o c a t i o n  betu-een- d iv idends  
and r e t e n t i o n s ,  see .  F e l d s t e i n  (1970) ,  Moorland 
(1 975) ,  King (1 977) and .Sarma (1 982).



-  18  -

where t = tax r.^te on p r o f i t s ,
and t , = tax r a t e  on d iv idend  incomes.o
The tax p r i c e s ,  Pg and in t h i s  case arc 
r e s p e c t i v e l y  1/(1 — t )  and 1 /(1 — t ) ( 1- t^ j  .

F u r th e r ,  assume th a t  a f i rm  has a map of 
i n d i f f e r e n c e  u t i l i t y  curves each showing a unique 
l e v e l  of u t i l i t y  obta ined from a l t e r n a t i v e  combina
t io n s  of R and D, tht. u t i l i t y  b^ing the r e a l i s a t i o n  
c f  the f i r m ' s  o b j e c t i v e s .  L e t  the u t i l i t y  f u n c t io n  
be U = F ( D ,R ) .  The opt imal combinat ion  of R and 
D can be obta ined by maximising the u t i l i t y  su b je c t  
to the o r o f i t  a l l o c a t i o n  fu n c t i o n .  The f i r s t  order 
co n d i t io n s  of co n s t r a in e d  maximisat ion  y i e l d  th a t

R a t i o n a l i t y  assumptions r e s t r i c t  the shape of
the u t i l i t y  fu n c t io n  to  be l i n e a r  homothet ic .  E m p i r i c a l  
i n v e s t i g a t i o n s  f u r t h e r  r e v e a l  t h a t  a s imple  Cobb-Dougles 
type adequate ly  d e sc r ib e s  the fu n c t io n - ^ .  Thus assuming

UX  = pd/ps (18)

U = A u RB (19)

the f i r s t  order c o n d i t io n  can be w r i t t e n  as

(20)

See F e ld s t e i n  (1970) .
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S u b s t i t u t i n g  fo r  R .from thn p r o f i t  a l l o c a t i o n  
c o n d i t io n  and denot ing  g as Ps /P d , « -s 
ft / (  a + S ) snd ir as, 1/P.. then opt ima l  d iv iden ds  
D can be -obtained as

D* = AY * 9 (21)

The v a r i a b l e s   ̂ and S t a k e  account of the tax e f f e c t s ,  
the former denot ing the dep ress ion  e f f e c t  of p r o f i t  
taxes and ths l a t t e r  denot ing the a f f e c t  of tax 
d i s c r im in a t i o n  between r e t e n t io n s  and d iv id e n d s .

A c c o rd in g ly ,  in the sav ings  fu n c t io n  the 
v a r i a b l e  w i l l  be rep laced  by (Y it 6 ) ^ .

The t h i r d  way taxes en te r  the model is  through
ths  investment i n c e n t i v e s .  The e f f e c t  of the i n v e s t 
ment in c e n t i v e s  can be again in  th re e  ways: F i r s t  any
re d u c t io n  in  the tax l i a b i l i t y  reduces the cost, of 
• cap i ta l  'C* and thus r a i s e s  the r a te  of r e tu rn  on 
c a p i t a l *  The p rospect  of h igher  r e tu rn  might i t s e l f  
encourage f irms to  go f o r  new inves tm en ts .  Se cond ly ,  
the tax r ed u c t io n  being l in k e d  to new investment some 
investment might take  p lace  over and above what i s  
w a r ran ted ,  depending upon the supply  of funds. T h i r d l y ,  
the deduct ions as a r e s u l t  of these  tax in c e n t i v e s  not 
being a v a i l a b l e  fo r  d i s t r i b u t i o n s ,  r a i s e s  the co rpora te  
sav ings  which in  tu rn  might encourage investment f u r t h e r .

6 j Thus i t  should be noted th a t  the composite v o r ib b le
Yir 0 , though does not f a c i l i t a t e  sepa ra te  t e s t i n g
of the tax v a r i a b l e s  a p rev iou s  s tu d y ,  a l ready  
e s t a b l i s h e d  the r e le va n ce  of the two v a r i a b l e s  in 
the Ind ian  c o n te x t .  See Sarma (1 982).
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The f i r s t  tuo e f f e c t s  of tax in c e n t i v e s  are
taken care  of by the- tax f a c t o r s  in  the investment 
f u n c t io n .  S in c e  the tax r a te  used i s  e f f e c t i v e  r a t e ,  
i t  takas account, of the expected r i s e  in  the r a t e  of 
r e t u r n .  To take account of the t h i r d  e f f e c t  ue 
s p e c i f y  t h a t

uhero X̂ . denotes th^ t  p a r t  of s a v in gs  uh ich r e s u l t s  
from tax i n c e n t i v e s .  A lso ue s h a l l  in c luda  the 
v a r i a b l e  in the investment fu n c t io n  to  take ca re  of 
the impact of tax i n c e n t i v e s .  F i n a l l y ,  the model of 
co rp o ra te  sav ings  behav iour  ue Dropose to b r ing-out  
the tax e f f e c t s  is as f o l l o u s :

Xt  = f  ( F I ,  Y tt 9 ) (22)

Xt = f  f l  I t > Y "

R t “  Dt - i  * h -7

F I t  = f ^ L 5 t , S t , i t ,ir t , Kt-1 , ( P c/P)  t  J  (23) 

INVt  - f ^ L S t , s t , i t r r t , ( P r / P ) t J

I t  - F I t  ♦ INVt

st
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E s s e n t i a l l y  the model is designed to  desc r ibe  
the interdependence between sav ings  and investment 
behav iour  end to  b r ing  out the tax e f f e c t s .  In what 
f o l l o w s  the model w i l l  be t e s te d  on d i f f e r e n t  da ta  s e t s .

lZ & - ‘Z J t S c P t £ t 1

S a M T
M 3 ^ |



I I I .  EMPIRICAL RESULTS

The e m p i r i c a l  a n a l y s i s  is  proposed to  be 
conducted using mainly  tuo s e t s  of d a ta ;  ( 1) aggregate 
t im e - s e r ie s  da ta  on medium and l a rg e  p u b l i c  l im i t e d  
comoanics pub l ished  by the Reserve  Bank of I n d i a  ( R B I ) ,  
and ( 2) t im e - s e r ie s  as u e l l  as c ro s s - s e c t io n  d a ta  on a 
sample o f  companies c o l l e c t e d  s p e c i f i c a l l y  f o r  the 
purpose. Among other  advantages ,  use of the tuo se ts  
of da ta  u i l l  f a c i l i t a t e  c ross-check ing  of the 
econometr ic  r e s u l t s .

1 . Ernpir i c a l  R e s u l t s  Based on R B I  Data  (T ime-s er ios )

Ue co n f ine  cur study to  the medium and l a rg e  
p u b l i c  l im i t e d  and medium and l a rg e  p r i v a t e  l im i t e d  
companies, as these  tuo groups toge the r  hold over 90 
per cent of the p r i v a t e  co rp o ra te  s e c t o r ' s  c a p i t a l .

The sav ings  behav iour  model s p e c i f i e d  in  the 
p rev ious  s e c t i o n  i s  f i t t e d  s e o e r a t e l y  to  the tuo 
sample groups, by means of Tuo-stage L ea s t  Squares 
(T3LS) . The r e s u l t s  are presented in  Tab le  2.

a. R eg ress ion  r e s u l t s  ( P u b l i c L im ited  Companies^. 
A l l  the four  equa t ions  of the model f i t  the aggregate 
s e r i e s  u e l l .  P a r t i c u l a r l y  the s p e c i f i c a t i o n  fo r  the 
r e t e n t io n s  ( d e p r e c i a t i o n  + r e t a in e d  p r o f i t s )  tu rns  out 
to  be the most a p p ro p r ia t e .  A l l  the four  ex p lana to ry  
v a r i a b l e s ,  namely, income base (u h ich  i s  a composite 
v a r i a b l e ,  Ytt  b , c o n s i s t i n g  of gross cash f l o u  and tax 
f a c t o r s ) ,  investment demand, i n t e r e s t  r a t e  and lagged 
d iv iden ds  are s t a t i s t i c a l l y  s i g n i f i c a n t  u i t h  ap p ro p r ia te  
s ig n s .  P a r t i c u l a r l y ,  the s i g n i f i c a n c e  of
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Independent
variables

Public Limited Companies 
iReten- Tax in-
tion centive

savings

F ixed 
invest
ment

Inventory
investment

Private Limited Companies 
Reten— Tax in— Fixad Inventory
tlon centiOe invest- investment

savings ment

Retention

Tax incentive savings 

Fixed investment 

Inventory investment 

Savings 

Investment

Incomei* P i (e f )*  Theta 

Dividends (-l)

Interest rate 

Sales charge 

P i(e f)

Capital stock 

Upi( Cap)/Upi
(rau-materials)/lJpj

R2
F

see
ou

0.189** 
0 .130** 

—0.349* 

2*035**

0.907 

48.886** 

0*028 

1 .58  2

0.221*

0.053

0 .189*

0*322 ** 

3 .602*  

0 .007  

1 .9SS

-1 •053* 

0 .0 6 8 **  

0 .7 0 6 **  

-0*03 

0 .3 3 1 **

0.^2 
1 3 .6 9 **  

0.02C 
1 *41

0 .465**

-1.717**

0 .239**

0.078

0 .117** 

0 .966 

108.659** 

0 .017 

1 .925

0 .174**

0 .188**

-0.39*

1 .428**

0.89 

31 .416** 

0*826- 

1 .842

0 .101**

0 .338  

6 .646 *  

0.01 
1 .354

1.804*

—5.562*

- 0.001

-0.192

-0*282*

0 .483*

0.616
3 .479*

0 .063

2*194

1.143**

-2.334**

0 .095*

0 .499*

0 .317*

0 .7 2

7 .392**

0 .077

2.178
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investment v a r i a b l e  in d i c a t e s  somn amount of planned 
e f f o r t  of sa v in g  fo r  ploughing back purposes.  The 
s i g n i f i c a n c e  of the i n t e r e s t  v a r i a b l e  shows th a t  f i rm s 
rio not h e s i t a t e  to s u b s t i t u t e  debt f in a n c in g  by 
i n t e r n a l  sav ings  whenever the r e l a t i v e  cos t  s t r u c t u r e  
changes in favour  of the l a t t e r .  However, the 
s i g n i f i c a n c e  of the lagged d iv id en d s  supports  L i n t e r ' s  
hypothes is  tha t  f irms are concerned to m a in ta in  
d iv idend  s t a b i l i t y  even at the cost, of r e a l i s i n g  
planned s a v in g s .  The c o e f f i c i e n t  of lagged Hiv/idands 
in d i c a t e s  the ex ten t  of 1 d iv iden d  i n e r t i a ’ . That i s ,  
c u r r e n t  d iv idends  (os a r e s u l t ,  c u r r e n t  r e t e n t i o n s )  
are ad justed  by only 60 per cent to  the d es i red  l e v e l .  
Thus the r e t e n t i o n s  equat ion  shews th a t  co rpora te  
sav ings  are determined both as r e s u l t  of investment 
motives as w e l l  as d iv idend  s t a b i l i t y  m ot ives .  The 
s i g n i f i c a n c e  of sa v ings  v a r i a b l e  in the two investment 
equat ions  only supports  the presence of investment 
motive fo r  s a v in g s .  Bes ides  they are a lso  proof 
enough fo r  the in terdopendcnce  between investment and 
sav ing  d e c i s i o n s .

The s i g n i f i c a n c e  of tax f a c t o r s  which are 
in t roduced  as r e l a t i v e  o p p o r tu n i t y  tax cos ts  of 
r e ta in e d  p r o f i t s  in  the investment equa t ion  murit  
our a t t e n t i o n .  The tax depress ion  v a r i a b l e  is  h ig h ly  
s i g n i f i c a n t  in f i x e d  investment eq u a t io n ,  w h i le  i t  
tu rns  out to be i n s i g n i f i c a n t  in the case of in v e n to ry  
aqua t ion .  B e s id e s ,  the tax cost  is one of the component 
which is a lso  s i g n i f i c a n t .  A l l  t h i s  shows th a t  the 
imeact of tax on both sav ing  and investment is 
s u b s t a n t i a l .

(_ of the income base v a r i a b l e  in  the r e t e n t i o n s  equa t ion ,
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b. Reg ress ion  r e s u l t s  ( P r i v a t e  L im ited  Companies) .
The f i t t i n q  nf .the model to  the 'p r i v a te  l im i t e d  

y i e l d s
companies data/a lm ost  s i m i l a r  r e s u l t s .  As in the case 
of p u b l i c  l i m i t e d .companies, r e t e n t io n s  equat ion  
tu rns-ou t  to  be h ig h ly  s i g n i f i c a n t ,  a l l  the four  
e x p la n a to ry  v a r i a b l e s  having s i g n i f i c a n t  c o e f f i c i e n t s .  
Once again the equa t ion  "shows th a t  Ind ian  companies 
determine t h e i r  sav ings  by ba lanc ing  the m utua l ly  
oppos ite  o b j e c t i v e s  of investment f in a n c in g  and main
tenance of d iv idend  s t a b i l i t y .  F u r t h e r ,  both f ixed  
as u e l l  as in v e n to ry  investments  appears to be reason
ably  s e n s i t i v e  to  the a v a i l a b i l i t y  of i n t e r n a l  funds 
and cos ts  of debt f i n a n c in g .

The s i g n i f i c a n c e  of t h e . tax. depress ion v a r i a b l e  
is  subsumed in the case of r e t e n t i o n s  equat ions  by the 
income v a r i a b l e  whereas i t  tu rns  out to  be not r e l e v a n t  
fo r  the investment d e c is io n s  of p r i v a t e  l im i t e d  
companies.

2• E m p i r i c a l  R e s u l t s  Based .on Our Sample Companies

The adopt ion of the R B I  sample fo r  s tudy ing  the 
c o rp o ra te  behav iour  i s  onen to  some, . o b je c t io n s . The 
ob je c t io n s  a r i s e  on account of the q u in q u in n ia l  
r e v i s i o n s  R B I  has been making in  i t s  sample coverage ,  
and sepe ra te  sample surveys  conducted fo r  d i f f e r e n t  
groups of companies. To some ex tan t  t h i s  problem has 
been taken ca re  of in  our e m p i r i c a l  e x e r c i s e  by s c a l i n g  
doun a l l  the n o n - ra t io  v a r i a b l e s  by oaid-up c a p i t a l ,  
which is  the sample parameter .  F u r t h e r ,  the 
R B I  da ta  being pub l ished  in  the form o f > aggregate
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t im e - se r ie s  w i l l  not f a c i l i t a t e  a n a l y s i s  of the 
impact of c e r t c i n  f i r m - s p e c i f i c  f a c t o r s  such as 
s i z e ,  age, r a t e  of growth* a c t u a l  tax l i a b i l i t y ,  end 
scon*  To study  the impact of the f i r m - s p e c i f i c  

f a c t o r s  on co rpora te  sav ings  behav iou r ,  ue s e le c t e d  
a sepe ra te  sample of companies • (Append ix )*

3. Ths R eg re ss io n  A n a ly s is  (Based o n Sample Time-ser ies_}_

The sample as a whole ,  as noted above, is  
designed to examine the co rpo ra te  sav ings  behaviour 
from d i f f e r e n t  ang les*  I t  p rov ides  fo r  t e s t i n g  of 
the model on a numbar of d a ta - s e t s ,  both t im e- se r ie s  
as w e l l  as c ro s s - s e c t i o n s ,  depending upon the purpose*

To s t a r t  w i t h ,  the modal is  f i t t e d  to the 
aggregate t im a - se r ia s  fo r  a l l  the sample companies* 
Second, i t  is  well-known th a t  the s t r u c t u r e  of 
investment and t h e r e fo r e ,  the sav ing  needs d i f f e r  
between manufactur ing and non-manufactur ing companies.
For example, the p lan t  and machinery component of 
f i x a d  investment  as w e l l  as ths raw m a t e r i a l  component 
of in v e n to ry  might be s u b s t a n t i a l l y  h igher  fo r  
manufactur ing* To t e s t  whether there  e x i s t s  a 
d i f f e r e n c e  in  sa\/ino b ehav iou r ,  ths model is  f i t t e d  
to manufactur ing  and non-manufacturing companies 
s e p a r a t e l y .  Th i rd ly^  i t  should  be noted th a t  fo r  the 
above th ree  t im e - s e r ie s ,  the y e a r l y  o b se rv a t io n s  do 
not par t a i n  to same companies. The sample o b se rva t io n s  
a lso  in c lu de  new companies t h a t  have bean r e g i s t e r e d  
a f t e r  1960 in d i f f e r e n t  y e a r s .  To the
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ex te n t ,  the sav in g  c a p a c i t y  of newer comcanios d i f f e r  
from o lder  comnanips, i t  is  u o r t h u h i l e  to purge the 
o bse rva t ions  o f f  the neu e n t r a n t s .  Thus the model 
i s  r e - c s t  imated on the three: t im e-ser  ios a f t e r  
removing those comoanies uhich hove b o n  r e g i s t e r e d  
a f t e r  1960. F o u r t h l y ,  to  s p e c i f i c a l l y  t o s t  whether 
s i z e  of a c omn ^ny hns any imp act  on s av ing bo h av ic ur , 
the model i s  f i t t e d  to  tho f i v e  grc-uns of manufact
u r ing  comoanies c l a s s i f i e d  by t h e i r  s iz e  of ooid-tfp 
c a o i t a l ;  ( i )  Rs 0 .5  to 1.0 c ro r e ,  ( i i )  Rs 1.0 to  5.0 
c r  o re ,  ( i  i  i )  Rs 5.0 to 10.0 c r o r e ,  ( i r )  Rs 10.0 to 
20.0 e n r e  and ( ? )  20 c ro re  and above.

a. Tho r e t e n t ions  equa t ions  (Tabic; 3 ) . 3f f a r ,  
t h i s  i s  the most c o n s i s t e n t l y  s i g n i f i c a n t  equat ion  of 
the system. The f a c to r s  hypothes ized to in f lu e n c e  
co rp o ra te  r e t e n t io n s  are inves tm en t ,  income base 
(as de f ined  e a r l i e r ) ,  lagged d i v id e n d s ,  and i n t e r e s t  
r a t e  ( lo n g - te rm ) .  Thus the equa t ion  combines the 
e x i s t i n g  t h e o r ie s  rega rd ing  the motives of co rpora te  
r e te  nt i o n .

At the- aggregate l e v e l  (equ a t io n  1) the 
equa t ion  in d i c a t e s  t h a t  investment needs form the 
main o b je c t i v e  of r e t e n t i o n s .  Th is  is  su p p o r t 'd  by 
the s i g n i f i c a n c e  of i n t e r e s t  r a te  v a r i a b l e  u i t h  a 
p o s i t i v e  s ig n .  The s i g n i f i c a n c e  of i n t e r e s t  r a te  
a lso  in d i c a t e s  th a t  f  irms do attemot to s u b s t i t u t e  
r e t e n t i o n s  f o r  e x t e r n a l  f in a n c in g  depending upon the 
r e l a t i v e  c o s t - s t r u c t u r e  of f i n a n c in g .  On the o the r ,  
the lagged d iv idends  v a r i a b l e  thqugn has tho c o r r e c t  
s ig n  is  not s i g n i f i c a n t  u h i l e  the inc c me v a r i a b l e  is  
only  at 10 per cent  l e v e l .
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T M i t S  3

Corner I t s  S a v inas Betwiviou f — T3LS iSoaultff Based Pn 
fljrnplo Conivinlfegt K e tcn t lon» K/jujt l onn

p *y.o.
act#/J.Trttfpfltpdent 

v * r i * i l * s
Jryvost-
ment

Income
base

D lvU l en
ds 

(k-1)

in te re s t
r a t *

Con8— * 
t a n t  R *  
term

r S O DW

V~~1 T t*i<»-spr lf>»i
iV A l l  com P in  lea 0 .380** Q .146* • -0.083 1 .5 «** 0*036 0 .78 12 .6** 0 .04 1.01

a * ' M l  m anufacturing  
con pin le t 0 .512** 0 .946** -1.547* 2.447** 0.610 0.89 27 .9** 0 .04 1.93

3 . A l l  non-m<iftuf s c tu r ln<J 
con(V«n ies 0 .085** 0 .373** 0.308 3.16 2** -0.117 0.94 6 2 .3 ** 0 .04 1.90#

* . A l l  o ld  coniAanles 0.102 0.117* -2.455** -2.234** -0.151 0 .85 19.27** 0.05 1.74

5> M anu factu ring  companies 
(>iW) -0.165 0 .424** — 2.338** 1.852** -0.054 0..83 16.76** 0.05 2.069

ft t Ncn-^vanuf a c tu r lng, 
Corw-jni<;s (o il!) 0 .095** 0.47.3** 0.239 4 .172** -0.201 0 .97 113.45** 0 .05 1.96#
!* im if ic*- r inn <rcni>*ni**P 
<<■ IcTT c l  irs.i* ifr’M  ise of 

(*  . c r  e re ) •
r . C .5 —  1.0 0 .126** 0 .4 4 5 ** -1 .703** ? .771** -0.094 0.89 28 .74** 0.04 1.75
a . 1.0 -  5.0 0.075 0.153* -1.278** 1.519** -0.105 0 .64 6.27*^ 0.06 1.51

5.0 - 10.0 0.043 0 .620** -1 .207** 1.467** -0.149 0.96 75 .1 1 ** 0 .04 1 .6 ?*
10. 10.0 - 20.0 o.oao 0 .474** 0.519 0.077 -0.088 0.95 7 2 .2 3 **  0.18 2.13
l i . 20 .0 an* above 0 .200** 0.033 0 .52 0 .782* 0.115 0.57 4.69* 0.05 2.38

C ross— *?c t  Ions i
M jru fH C tu rIno  (014)»

12. lSoS 0 .200** 0 .303** 0 .469**i 0.110 0.013 0 .95 230.44** 0.10 -
13. 1970 -0.090 0 .099** -0 .596** 0.022 0.049 0.93 152.73** 0.09

s *•
I t . 1975 -0.027* 1.018 ** -1 .021** -0.059* 0 .< <06 0.995 2280.18** 0.03 -
15. I960

h jnufvkctur ino (new) i
-0.002 1.020** -1 .106** -0 .015* -0.007 -0.997 3908 . 29** 0.03 «•

it. 1971> 0 .008 * 0 . 989** -1 .020** -0.052 0.044 0.999 4562.65** 0.22 -
17 . I960 0 .007 i 0 .986** -1 .058** 0.095 0.009 <0.99 896 .61** 0.05 —

Ncp-<r.anuf.icturino ( a l l ) t  
1^5 
11* 7 0 
1?7 S

-0.006 0 .899** -1 .027**
-0.017 1.0 21** -1 .060**
-0.023 1 .004** -0.U03**

0.093 -0 .062 0.999
-0.091 -0.004 0.999
-0.154 -0.007 0.995

146?.79** 0 .0  ; 
1910 .0-5** 0.01 
3U4.UC»•* 0.03

Macesi ** Indicates -the estimate being sign ificant at 5 pw cont le ve l.
* Irirt icates tho fstlm jte  being s Ion il lean t, at 10 prr cent le v e l,
fi> !t*jc<*rt<bcl results are a fter correction far auto-ccrrelation.
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There appears to be a c l e a r - c u t  d i f f e r e n c e  in 
the sav ing  de te rm in a t io n  bstueen manufactur ing and 
ncn-manufactur ing comoanies (eq u a t ion  2 and 3>. The 
equat ion  is  h ig h ly  s i g n i f i c a n t  in  both the cases 
u i t h  R2 around '0 .9 .  One obvious d i f f e r e n c e  betueon 
the tuo equat ions  i s  tha t  u h i l e  lagged d iv idends  is 
s i g n i f i c a n t  in  the case of manufactur ing  comoanies 
i t  tu rns-ou t  to  be i n s i g n i f i c a n t  in  the case of 
non-manufactur ing comoanies,  h i n t i n g  the absence of 
the d iv idend  motive in  the l a t t e r  case .  In both the 
cases houever,  investment requirement as u e l l  as 
f in a n c in g  c o s t- s t r u c t u r e  v a r i a b l e s  emerge as h igh ly  
s i g n i f i c a n t  in  de te rm in ing  the sa v in g s .

Purg ing the t im e - s e r ie s  o f f  the neu en t ra n ts  
( r e g i s t e r e d  a f t e r  i960) y i e l d s  someuhat d i f f e r e n t  
r e s u l t s .  An importan t  development is  th a t  nou the 
lagged d iv iden ds  turn-out  to be h ig h ly  s i g n i f i c a n t ,  
and investment v a r i a b l e s  becomes i n s i g n i f i c a n t  
(equ a t ion  4) .

The r e s u l t s  obta ined fo r  manufactur ing  and 
non-manufacturiYig companies r e g i s t e r e d  o r i o r  to  1960 
(equa t ions  5 and 6) ,  are in  l i n e  u i t h  those of 
equat ion  4. P a r t i c u l a r l y ,  in  the case of manufact
u r ing  companies the investment demand v a r i a b l e  
tu rns-ou t  to  be i n s i g n i f i c a n t .  Houever, in  both the 
cases long-term i n t e r e s t  r a t e  remains s i g n i f i c a n t  
i n d i c a t i n g  th a t  f i rm s  even though save p r i m a r i l y  to  
m a in ta in  d iv iden d  s t a b i l i t y ,  uould not h e s i t a t e  to 
s u b s t i t u t e  debt f i n a n c in g  u i t h  i n t e r n a l  funds i f  the 
co s t  of debt i n c r e a s e s .  In the case of non—manufact
u r ing  comoanies ( r e g i s t e r e d  before  i 960) ,  houever,  
investment demand v a r i a b l e  remains to be s i g n i f i c a n t .
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Comparison of the r e g re s s io n  r e s u l t s  of 
equat ion  1 and 2 u i t h  4 and 5 c l e a r l y  leads  us to  
the f o l l o w in g  c o n c lu s io n s :  (a )  Ther^ is  a s u b s t a n t i a l
d i f f e r e n c e  between old and neu comoanies regard ing  
the r e t e n t i o n s  b ehav iou r .  The o ld e r  companies ' 
r e t e n t i o n  are p r i m a r i l y  r e s i d u a l l y  determined a f t e r  
d iv idend  payments as is  ev idenced by the s i g n i f i 
cance of lagged d iv iden ds  v a r i a b l e  uheress the main 
motive of r e t e n t i o n  fo r  neu companies might b.: to 
meet the investment requ irem ents .

The co nc lu s io n s  regard ing  the  behav iour  
of neu companies i s  only a deduct ion  obta ined from 
the  behav iour  of o lde r  companies behav i-ur  and a l l  
companies. For f u r t h e r  e m p i r i c a l  support  one has to  
study  the c ro s s - s e c t io n  r e s u l t s  of neu companies.

To study the behav iour  u i t h  re snec t  to  the
s i z e  of a comoany sep e ra te  equat ions  uere  f i t t e d  fo r
each s i z e  group of companies ( o ld )  r c l  as’s i f  ied by the
s iz e  of t h e i r  paid-up c a p i t a l  (eq u a t io n s  7 to 1 1 ) .f
These equat ions  not only p rov ide  e m p i r i c a l  support  
at the d isagg rega ted  l e v e l  but a lso  b r ings-ou t  any 
d i f f e r e n c e s  in the behav iour  due to  paid-up c a p i t a l  
s i z e .

On the uho le ,  these  f i v e  equat ions  (7 to  11) 
taken toge the r  support  the c-intent ions o f  equa t ion  
( 5 ) .  In th re e  out of the f i v e  equat ions  lagged 
d iv idends  tu rn-out  to  be s i g n i f i c a n t .uhernas the 
ev idence  f o r  the investment motive t h e o r ie s  of 
r e t e n t i o n  is  ueaker u i t h  only  tuo equat ions  c a r r y in g  
s i g n i f i c a n t  c o e f f i c i e n t s  f o r  investment v a r i a b l e .
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Houever, between the groups th e rs  e x is t s  
some amount of d i f f e r e n c e  in the sav ing  d o te rm in o t io n . 
For comoanies f a l l i n g  u i t h in  the f i r s t  group (oaid-up 
c a p i t a l  range Rs 50 lakh  to  Rs 1 c r o r e ) ,  both d iv idend  
s t a b i l i t y  motive as u e l l  as investm ent motive appears 
to  be s q u a l ly  r e le v a n t  in  r e t e n t io n  d e te rm in a t io n .
In  the case c f  the next tuo groups, (oaid-up c ~n i t  a l 
ranges Rs 1 c ro re  t'- Rs 5 c r^ re  and Rs 5 c ro re  to  Rs 10 
c ro re )  investm ent needs do not seem to  m atter fo r  
r e te n t io n  d e c is io n .  The behav iour of the next tuo 
grouos (paid-up c a p i t a l  ranges Rs 10 c ro re  to  Rs 20 
c ro r e ,  and Rs 2 0 .c ro re  and above) appears to  be un ique. 
N e ith e r  the d iv id en d  s t a b i l i t y  nor tho invesement 
needs tu rnout to  be s i g n i f i c a n t  in  equation  (10) 
(paid-up c a p i t a l  range Rs 10 c ro re  to  Rs 20 c ro re )  .
The investm ent demand v a r ia b le  tu rns  out to  be s ig n i 
f i c a n t  fo r  the l a s t  group. A lso the in t e r e s t  r a te  
v a r ia b le  uh ich  i s  h ig h ly  s i g n i f i c a n t  so f a r ,  seems to 
be not so r e le v a n t  fo r  the l a s t  tuo groups (equ a tions  
10 and 1 1 ).  One obvious e x p la n a t io n  could  b<? th a t  
these comoanies are so la rg e  u i t h  high c a o a c i t y  to  
generate  in t e r n a l  funds and a lso  c a r r y in g  high c r e d i t -  
u o r th in e s s ,  th a t  they  do not need to  u o r ry  about 
investm ent needs or d iv id en d  payments,

Houever, the e m p ir ic a l  a n a ly s is  c f  the 
r e t e n t io n  equat ion  Ie«w9a a loose  end. Ue noted th a t  
in  the aggregate t im e - s e r ie s  equa t ion  es t im ated  fo r  
a l l/  companies, a l l  m anufacturing  companies and a l l  
non-m anufacturing companies, shows the investm ent and 
in t e r e s t  ra te  v a r ia b le s  as c a r r y in g  h ig h ly  s i g n i f i c a n t  
c o e f f i c i e n t s .  But as ue f i t  the equat ion  at more and 
more d isagg rega ted  l e v e l s  of d a ta ,  these  tuo v a r ia b le s
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tu rn-out to  be i n s i g n i f i c a n t . '  To what ex ten t t h i s  
is  due to agg rega tion  e r ro r  is  not known.

b. Tax in c e n t iv e  sav in gs  a qu at i c n . (T able 4 ) .  The 
o th gr comn^nsnt of co rp o ra te  sav in g  is  t h a t  req u ired  
fo r  c la im in g  tax in c e n t iv e  b e n e f i t s .  The s p e c i f i c a t i o n  
in  t h i s  ease is  s t r a ig h t  fo rw a rd . S in c e  the c la im s  
fo r  tax deduction  is  l in k e d  to  new f ix e d  investm ents 
and s in ce  a f ix e d  p ro p o r t io n  of the c la im s forms th is  
component of s a v in g ,  f ix e d  investm ent is  hypothes ised  
t'^ e x o la in  much of the var i.-: t  i^ns in  th e re  s a v in g s .  
Income v a r ia b le  a lso  en te rs  the equa t ion  as a c o n s t r a in 
ing f a c t o r .

The e m p ir ic a l  r e s u l t s  are not ve ry  encourag
in g . The re g re s s io n  is  not s i g n i f i c a n t  at a l l  in  
the case of a l l  companies ( t im e - s e r i e s ) ,  as w e l l  as 
a l l  m anufacturing  com panies. Houevsr, in  the case of 
non-m anufacturing companies (e q u a t io n  3) fo r  which the 
F - s t a t i s t i c  i s  b a re ly  s i g n i f i c a n t ,  both f ix ed  in v e s t 
ment and income base tu rn  out to  bo f a i r l y  s i g n i f i c a n t .

The o v e r a l l  f . i t  in  terms of R improves 
d r a m a t ic a l ly  when the aggregate t im e - se r ie s  data  are 
purged o f f  the new comoanies ( r e g i s t e r e d  a f t e r  i 960).
Yet f ix e d  investm ent c o e f f i c i e n t  remains i n s i g n i f i c a n t  
fo r  the  m anufacturing  comoanies as w e l l  as fo r  a l l  
c omo an i e s .

F i t t i n g  of the equation  at fu r th e r  d is a g g re 
gated l e v e l  on d i f f e r e n t  s iz e  groups of m anufactu r ing  
comoanies y ie ld s  a c o n s i s t e n t l y  s i g n i f i c a n t  c o e f f i c i e n t
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of f ixed  in va s tm c n t , though the av-'>roll f i t  f o r  o nch 
group is  lower thon th a t  fo r  th.; e.ggregr.tp equa t ion .

c • The fixer-! investment e quat ion  (Tab le  5^. Though 
ths main focus r,f the study is co rao ro te  s av in g  be
hav iour  ue need t'.  1 o •: k in to  the c - r m r  ate in v e s t s ? n t  
d e te rm in a t io n  a l s a ,  esscnt. i a l l y  to examine the in to r-  
r o l a t i o n  between c i r .oora te  sav ing  and investment d ec is io n s  
and the r e s u l t i n g  feed-back e f f c c t  on sa v in g .

>Je have noted o dichotomy w h i le  d is cu ss  ing 
the es t imated  r e t e n t i o n  eq u a t ion ,  th-:t the investment 
demand v a r i a b l e  which c a r r i e s  a s i g n i f i c a n t  co-eff i 
c i e n t  fo r  the aggregate t im e - s e r ie s  C a t e ,  tu rns-out  
to  be i n s i g n i f i c a n t  at the d isaggrega ted  l e v e l s .
P a r t  of the oroblem could due to  aggregat ion  e r r o r .
An exeminat ion of the investment d e te rm in a t io n  could 
p rov ide  f u r t h e r  c l u e s .  F u r th e r  i t  i s  a lso  i n t e r e s 
t in g  to  study hou a v a i l a b i l i t y  of co rpo ra te  sav ings  
o rov ide  s t im u lus  f o r  neu inves tm en t .

The f ix e d  investm ent  i s  sought to  be d e t e r 
mined by co rpora te  s a v in g ,  s a l e s  change, c a o i t a l  
s to c k ,  i n t e r e s t  r - t e ,  tax cas t  of i n t e r n a l  funds,  and 
r a t i o  of c a o i t a l  goods p r i o r  to  p r i c e  of a l l  
c ommodit ie  s .

As was the case w ith  the sav ings  e q u a t io n s ,  
r eg re s s io n s  f i t t e d  to  aggregated t im e - s e r ie s  data  
c o n ta in in g  new e n t r a n t s  do not y i e l d  meaningful  
r e s u l t s .  Among the f i r s t  th re e  eq u a t io n s ,  only 
e quat ion (3) y i e l d s  a s i g n i f i c a n t  ' f i t ' .  On the
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other a l l  th^ r eg re ss io n s  run on tho o lr 'c r  c rti)H2 nies  
y i e l d  b-'tt r f i t .  Between manufactur ing  r nd non- 
rp:nuf ac tur  ing groups the r e s u l t s  of the non-manu
f a c tu r in g  equat ion  y i e l d s  meaningful  r e s u l t s .  Tho 
main f a c to r s  determ in ing  f ix e d  investment tu rn-out  tu 
be s a le s  change and i n t e r e s t  ro te  accord ing  to the 
aggregate t im e - s e r ie s  e q u a t io n s .  R egress ions  run on 
manufactur ing c^mn snies  grouped by t h e i r  s i z e ,  r e v e a l  
the behaviour in a b e t to r  way. I n t e r e s t  ro te  and 
c a p i t a l  s tock  c^mes out t •' bo c o n s i s t e n t l y  s i g n i f i c a n t .  
But of oart  i c u l a r  i n t e r e s t  to  t h i s  s tudy is  the 
p e r f  :rmance of sav ings  and tax cos t  v a r i a b l e s .  Sav ings  
v a r i a b l e  is  s i g n i f i c a n t  . nly in  the case of tuo s ize  
grouos, u i t h  ooid-Lip c a p i t a l  Rs 5.0 c ro re  to  Rs 10 crore 
and Rs 1Q c ro re  to Rs 20 c r o r e .  S i m i l a r l y  the tax cost  
v a r i a b l e  i s  s i g n i f i c a n t  u i t h  c o r r e c t  s ign  only  fo r  the 
l a s t  tuo s ize  groups ( u i t h  paid-up c a p i t a l  Rs 10 c ro re  
to  Rs 20 c ro re  and Rs 20 c ro re  and above ) .

 ̂• The in v e n to ry  aquat io n  (Tab le  6) . T he t  ime- 
s e r i e s  re g re s s io n  r e s u l t s  of the inven t  ~Ty ■ determ ina 
t i o n  equat ion  are not encourag ing .  In most of cases 
(Tab le  9) the F - s t o t i s t i c s  -.re not s i g n i f i c a n t ,  except 
in  the case of non-manufactur ing ( a l l )  companies. The 
most important  de te rm inant  f a r  in v e n to r y  i s  s a l e s  
change as expected .  Sav in gs  f a i l  to  be an important  
f a c t o r  a f f e c t i n g  i n v e n t io n .  Thus the a n t i c ip a t e d  
dependence of in v e n to ry  investment  on a v a i l a b i l i t y  pf 
i n t e r n a l  sources i s  not c l e a r .
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4• The RaqrRgs j ' j n A n a l y s i s  (Baser1 on Sample C r o s s -

Sect  ions)

The t i m e - s e r i e s  a n a l y s i s  can take account of 

most of the f a c t o r s  a f f e c t i n g  cornor  ate s a v i n g  behavi our  
as long as the changes in the determi ni ng f a c t o r s  are 
'*u ant i f  i *  b i e .  Uhere the changes are not amenable for  
q u a n t i f i c a t i o n ,  the t i m e - s e r i e s  r e g r e s s i o n  a n a l y s i s  

would not bo adequate.  For t h i s  ourpose c r o s s - s e c t i o n  

a n a l y s i s  at d i f f e r e n t  o o i n t s  of time i s  more s u i t  a b l e . 
The c r o s s - s e c t i u n  a n a l y s i s  has bean c a r r i e d - o u t  
s e p a r a t e l y  for the three grouos (a) manufactur i ng  

(old)  for four y e a r s  196 5,  1 9 7 0 ,  1 9 7 5 ,  and 1 980,

(b) manufactur i ng (new) for  tuo ye a r s  1 975 and 1 980,  

a n d  (c) non- ma nu f "c t u r i ng (old and neu combined) for  

196 5,  1970 a n d  1 9 7 5 .

a. The r e t e n t i o n s  e qu a t i ons  (Tabl e  3 ) . In a l l  the 
c a s e s ,  the most c o n s i s t e n t  phenomenon has been the  
st r on g evi dence i n f avour  of r e s i d u a l  d e t e r m i n a t i o n s  of 
r e t e n t i o n s .  Income base and l agged d i v i d e n d s  has been 
the most i mportant  d et ermi na nt s  of cor p or a t e  s a v i n g s .  
Uherever the i nvestment  and i n t e r e s t  r a t e  v a r i a b l e s  are 

s i g n i f i c a n t ,  they c a r r y  urong s i g n s .  F u r t h e r  t e s t i n g  

of the c o e f f i c i e n t s  of lagged d i v i d e n d s ,  r e v e a l s  t h a t  

i n seven out of the nine c r o s s - s e c t i o n  e qu a t i ons  i t  i s  
not s i g n i f i c a n t l y  d i f f e r e n t  from u n i t y .

b. The t a x - i n c e n t i v e  s a v i n g s  equ a t i ons  ( Tabl e  4^.  
The c r o s s - s e c t i o n  a n a l y s i s  y i e l d s  mixed r e s u l t s .  In the  
case of old manuf actur i ng group the f i t  i s  not s i g n i 
f i c a n t  f o r  the year  1 970,  and 1 9 7 5 .  For 1.9.65 - c r o s s -  
s e c t i o n  f i x e d  i nvestment  c a r r i e s  a very s i g n i f i c a n t  
c o e f f i c i e n t .  The income v a r i a b l e  i s  s i g n i f i c a n t  for
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the yea r  1930. In  the-ease of neu m anufacturing  group 
the f i t  i s  s a t i s f a c t o r y  and bcth thp v a r ia b le s  are 
s i g n i f i c a n t .  The equation  f i t s  the non-manufscturing 
group best u i t h  high R . In t h i s  case fo r  1 96 5 and 
1970 only income v a r ia b le  tu rn s  out to  be s i g n i f i c a n t  
and fo r  1975, f ix e d  investm ent appears to  be the only 
f a c t o r  r e le v a n t .

c .  The f ix e d  investm ent equa t ion  (Tab le  5^. The 
c ro s s - s e c t io n  r e s u l t s  in  t h i s  case are more in t e r e s t in g  
than t im e - s e r ie s .  Not only the ' o v e r a l l  f i t '  is  b e t te r  
than t im e - s e r ie s ,  the s ig n i f i c a n c e  op say in gs  and tax 
v a r ia b le s  i s  more pronounced. For example, the sav ings 
v a r ia b le  is  s i g n i f i c a n t  in . the case of m anufacturing  
(o ld )  fo r  the y e a r ly  c ro s s - s e c t io n  1965, 1975 and 1960 
and in  the  case of non-m anufacturing , fo r  the y ea r  1970 
and 1975 uhereas the  tax v a r ia b le  tu rns-ou t to  be 
s i g n i f i c a n t  fo r  the y ar 1965, 1 975, and 1980 in  the 
case of m anufacturing  ( o l d ) .

d. The in v e n to ry  equa t ion  (T ab le  6) » As in  t he 
case of the above th re e  equat ions  f c ro s s- se c t  i o n 1 
re g re s s io n s  y i e l d  b e t te r  f i t  than t im e - s e r ie s .  An 
in t e r e s t in g  development is  th a t  sa v in g s  tu rn  out to  be 
a more im portant determ inent than s a le s  change. S a le s

I
change -variab le  i s  s i g n i f i c a n t  only in  the case of 
non-manufacturing companies fo r  the yea r  1 975 and in  
the case of non-manufacturing companies fo r the  years
1 970 and 1975. Sav in g s  v a r ia b le  i s  s i g n i f i c a n t  fo r  
th re e  yea rs  1965, 1 975, and 'l980  in  the case of 
m anufacturing  co m p an ie s , (o ld )  and in  the case of neu 
m anufacturing  companies fo r  the yea r  1975.
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On the whole lo o k in g  at the  above r e s u l t s  ue 
f in d  th a t  the i n t e r r e l  at ion betuaen co rp o ra te  sav in g  
and investm ent d e c is io n s  is  not t o t a l l y  absen t. F i r  
some reasons , p o s s ib ly  t e c h n ic a l  the  t im e - s e r ie s  
a n a ly s is  f a i t h  to  unearth  the r e l a t i o n s  c l e a r l y ,  
uhereas the c r o s s - r e la t io n  r s s u l t s  aro more 
s at i s f y  ing .

Q u a n t i f i c a t io n  of the  Tax E f f o r t s

The model takes  in to  account not only the 
d i r e c t  impact of taxes on p r o f i t  a l lo c a t io n  and 
s a v in g s ,  but a lso  the i n d i r e c t  impact Through in v e s t 
ment. The f i n a l  imnact of income taxes im p lied  by' 
t h i s  system can be computed from the reduced form 
equat ion  of 3 . L e t  t h i s  equa t ion  be

S = CD ^ C' | Y i r 6 > ...........  + C.2 tt

Uhere C^, e t c .  are reduced form c o e f f i c i e n t s .
Under ’ C l a s s i c a l ’ tax system it = 1-t and 0 = 1 / (1 - t^ ) 
where t  i s  tax r a te  on c o rp o ra t io n  n r o f i t s ,  and t^ is  
a d d i t io n a l  tax r a te  on d i s t r i e n t e d  p r o f i t s .  The p a r t i a l  
d e r i v a t i v e s  of 5 u i t h  re sp ec t  to  t and t^ a re ,

3S/3 t- - - C,Y/(1-td) - C2

8S/ 3  td = C1Y (1-t)/(1-td>2

These p a r t i a l  d e r i v a t i v e s  in d ic a t e  the f i n a l  change in 
sav in gs  a t t r i b u t a b l e  to p r o f i t s  taxes  at ccmnany l e v e l  
and taxes on d iv id en d  incomes, r e s p e c t i v e l y .  I t  can 
be seen th a t  th e re  tax  e f f o r t s  are not c o n s ta n t .
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The e f f e c t  cif t  v a r ie s  u i t h  Y and t^ ,  nnd the e f f e c t  
of v a r ie s  u i t h  Y f t ,  and t^ .

In  t h i s  study ue k-;: t  Y ,  t ,  and t c, at t h e i r  
aver age l e v e l s  ( f o r  t im e - s e r ie s )  so th a t  ths  o a r t i a l  
e f f e c t s  could be q u a n t i f i e d .

Tab le  7 g iv e s ' the percentage  change in  the 
sav in g s  due to  one per cent change in  the tax r a t e s ,  
Column (1) shous the percentage .change in  the c i r o o ra te  
sav in g s  i f  thn c o rp o ra te  or of i t  tax r a te  is  changed by 
one por c r->nt. S i m i l a r l y ,  column (2 )  shous percentage 
change in co rp o ra te  sav in g s  induced by in c re a s in g  the 
d iv id en d  income tax r a te  by one ' per c.-nt. These 
r e s u l t s  in d ic a t e  th-e fo l lo u in g '.

a • E f f e c t  of c o rp o ra t io n  income-tax (tax  
dep ress ion  e f f e c t V . The aggregate r e s u l t s  shou th a t  
a one per cent r i s e  in  c o rp o ra t io n  income tax u i l l  
depress Corporate  sav in g s  by 2.3 per cent in  the case 
of medium and la rg e  p u b l ic  l im i t e d  companies and by 
2 .5  per ce n t  in  the  case of medium and la rg e  p r i v a t e  
l im i t e d  companies, both based on R B I  sam ple." The 
e s t im a te  r f  the e f f e c t  based on our sample of 117 
p u b l ic  l im i t e d  companies d i f f e r s  ve ry  l i t t l e  from 
R B I  r e s u l t s *  I t  i s  2 .1 .

The d isagg rega ted  r e s u l t s  ( t im e - s e r ie s )  shou 
t h a t ,  betueen m anufactur ing  and non—m anufacturing  
companies the dep ress ion  e f f e c t  is  h igher fo r  the 
l a t t e r .  For m anufactur ing  companies the average 
e f f e c t  is  1.33 per cent u h i le  fo r  non-manufacturing 
companies i t  is  2 .7  per c e n t .  The e f f e c t  so ms to 
be independent o f company s i z e .
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TABLE 7

X  ax Imp a ct__gn__C orppr ate Sav ings

5.
No. Data  so t

Percpntagp change 
ta  sav in gs  due to 

chanqe in  
C o rp o ra t io n  
Income tax 

r ate

in  corpora- 
1 pr;r cent

Add i t  io n a l  
tax  r a te  on 
d i s t r  ibuted  

p r d f i t s

R 3 I sample
1 . Medium and la rg e  p u b l ic 1t d . c p s  . -2.3023 0.4778
2. Medium and la rg e  - p r iv e t ? l t d .  cos . -2.5361 0.4972

Our Sample ( t im c - s c r ie s )
3. A l l  companies -2.0545 0.21 5
4. A l l  m anufacturing  cos . -1 .3254 1 .06 51

5. A l l  n~n- f .nuf a c tu r  ing co s . -2.6807 1 .6 566
6. A l l  o ld Companies -1.5746 0.4108
7. M anufacturing  cos . (o ld ) -1 .4476 0.3736
8. Non-manufacturing c o s . (o ld ) -1 .7554 1 .9948

M anufacturing  c o s . (o ld )
C l a s s i f i e d  by s iz e  of
paid-up c a p i t a l  (Rs c r ._ i

9. 0 .5  - 1.0 ~1 .61 1.1628
10. 1 .0 - 5.0 -1 .1839 0.0 578
11. 5.0 -10.0 -1 .7102 4.1944
12. 10.0 -20.0 -1 .5712. 1.9093
13. 20.0 and above -1 .6375 0.0455

Our sample ( c r o s s - s e c t io n s )
14. M anufacturing  (o ld ) 1 95 5 -3.4974 5.2461
1 5. M anufactu r ing  (o ld ) 1 970 -2.2059 2.81 51
16. M anufacturing  (o ld ) 1 975 -2.36 71 2.5178
17. Manufacturing  (o ld ) 1980 -2.2740 1 .9140
18. M anufacturing  (neu) 1 975 -1.9154 1.8381
19. M anufacturing  (neu)' 1980 -1 .4310 1.8733
2 0 . N o n - 'n an u fa c tu r in g (a l l ) 1965 -3.9937 6.0432

21 . Non-manufacturing ( a l l ) 1970 -1 .8074 4.5002

22. Npn-manufacturing ( a l l ) 1 975 -4. 566 3.6226
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The c ro s s - s e c t io n  r e s u l t s  a lso  shou th a t  the 
e f f e c t  is  h igher fo r  non-manufacturing companies than 
fo r  m anu fac tu r ing . F u r th e r ,  the c r c s s - s e c t io n  
r e s u l t s  in d ic a te  the trends in  the e f f a c t s .  I t  is  
c le a r  th a t  the e f f e c t  is  f a l l i n g  over time fo r  manu
f a c tu r in g  companies. In the case of m anufacturing 
companies (o ld )  the depress ion  e f f e c t  has f a l l e n  
from 3.5, in  1965 to  2.3 p rr  cent in 1980. In the case 
of new m anufacturing  corm-anies a lso  the depress ion  
e f f e c t  has f a l l e n  from 1.9 to  1 .4  per cen t f ro m .1975 
to  1980.

b. E f f e c t  of p e r s o n a l^ inceme t ax ( tax  s h e l t e r  
e f f a c t V . The es t im ated  e f f c c t s  va ry  between R B I  and 
the sample r e s u l t s .  U h i lo  the percentage  s iz e  in  
Corpora te  sav in gs  fo r  one o;,r cen t in  persona l income 
tax (ave rage  tax r a te )  is  around 0 .5  fo r  R B I  samples, 
i t  is  on ly  0*2 in  the case of our sam ples. The 
d i f f e r e n c e  could be due to  the use of common tax 
d i f f e r e n t i a l  v a r ia b le  both u n l ik e  in  the case of tax 
dep ress ion  v a r i a b l e .

The d i f f e r e n t i a l  e f f e c t ,  as in the case of 
d ep ress ion  e f f e c t ,  is  a lso  h igher in  the case of 
non-manufacturing companies than m anu factu r ing .

The c ro s s - s e c t io n  r e s u l t s  show th a t  over the 
yea rs  th is  e f f e c t  i s  f a l l i n g .  The" r e s u l t s  porto*.ning 
t c  o ld e r  companies show th a t  t h e i r  sa v in g  determ ina 
t io n  i s  becoming le s s  and le s s  s e n s i t i v e  over t im e .



IV .  SUGARY AND WAIN FINDINGS

Private? c i r m r a t e  s e c to r  in In d ia  i s  by no 
means an im portan t source of dom estic  s a v in g s .  Y e t ,  
w i th in  the s e c to r  the s-.ving g en e ra t io n  has been 
q u ite  s u b s ta n t ia l  so much so the p r i v a t e  c orpor ions 
are almost s e l f  s u f f i c i e n t  in  meeting t h e i r  f in a n c in g  
needs. Both the R B I  sample and our sample da ta  shou 
th a t  mare than h a l f  of the gross ca sh - f lo u s  generated  
by c o rp o ra t io n s  is  r e ta in e d  as sa v in g s .

The government has been c o n s i s t e n t l y  adopting 
a p o l ic y  o f  encourag ing c o ro o ra t  ions to  meet t h e i r  
f in a n c in g  needs by g ene ra t in g  more and more in t e r n a l  
funds. I t  has emnloyed a number of tax instrum ents  
fo r  the purpose. The tax  instrum ents  adopted range 
from the m i ld ly  c o e r c iv e  d is c re m in a to ry  t a x a t io n  in  
fa v o u r  of p r o f i t  r e t e n t io n  to  making the sav ings  
comoulsory in  order to  c la im  fo r  c e r t a in  tax 
deduct io n s .

T h is  s tudy  is  aimed at examining the ques tion  
as to  uhat ex ten t  the  government succeded in  i n f l u 
encing the co rp o ra te  d e c is io n  p rocesses  at d i f f e r e n t  
l e v e l s  and coerce  them to  save more.

The s tudy is  mainly c m o i r i c a l .  A sav in g s  
bsh av iou r  model fo r  the co rp o ra te  s e c to r  is  developed 
c o n s is t in g  of f o j r  s t o c h a s t i c  equations and two 
id e n t ie s  . The s p e c i f i c a t i o n  of the model is  guided 
by th re e  c r i t e r i a :  F i r s t l y ,  the model is  con fined
to  th a t  p a r t  of co rp o ra te  d e c is io n  mechanism th a t  
is  concerned u i t h  sav ing  g e n e ra t io n .  Seco n d ly ,
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i t  is  designed to  take in to  account both investm ent 
and d iv id en d  s t a b i l i t y  motives of co rp o ra te  s a v in g .
And t h i r d l y ,  i t  is  designed to  f a c i l i t a t e  in t ro d u 
c t io n  c f  tax f a c to r s  a f f e c t in g  tho o r o f i t  a l lo c a t io n .

T ax a t io n  is  hypothes ised  to  a f f e c t  co rpora te  
sav in g s  on th ree  f r o n t s ;  F i r s t l y  the p r o f i t  taxes 
riepresser the income base . Second ly  d is c re m in e t  ory 
t a x a t io n  a f f e c t s  the  cho ice  bctueon d iv id en d s  and 
r e n ta n t io n s .  T h i r d l y ,  the requ irem ent of comoulsory 
re se rve s  under the tax in c e n t iv e  schema a l t e r s  the 
tax  ’ oppo rtun ity  c o s t ’ s t r u c tu r e  in  fa vo u r  of rnten- 
t io n s .  The form o f- the  tax f a c to r s  are r a t i o n a l l y  
d e r ived  w i th in  a simple m anageria l u t i l i t y  maximi
z a t io n  approach.

Data fo r  t e s t in g  the model are c o l le c t e d  from 
tuo Cources: (a )  The aggregate t-ime-series on p u b l ic
and p r iv a t e  l im i t e d  Companies u i t h  paid-up c a p i t a l  
above Rs 5 lakh  based on the Reserve  Bank of In d ia  
p u b l i c a t io n s ;  and (b) -A sample of 117 p u b l ic  l im i t e d  
companies, u i th  paid-up c a p i t a l  above Rs 50 la k h ,  
s p e c i a l l y  c o l l e c t e d  from the Bombay S to ck  Exchange 
D i r e c t o r y  to  an a lyses  the b eh av io u rn a l  d i f f e r e n c e s  
from d i f f e r e n t  an g le s ,  such as s i z e ,  age, tyoe of 
company, and so on. The use of the tuo sources 
f a c i l i t a t e d  c ro ss-ch eck in g  of the in fe r e n c e s .

1. Trends and S t r u c tu r e  of S a v in a s

The R B I  sample shous t h a t  the r a te  of sav ing  
by p u b l ic  l im i t e d  companies to  be around 50 per cent 
in  terms of gross cash f lo u ,  and our srmole r e v e a ls  a 
r a te  of 6 5 per cent Ter the p u b l ic  l im i t e d  com panies.
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Considering  ths d i f f e r e n c e s  in  the sample c o n te n ts ,  
one 'night conclude th a t  la rg e  companies tend to  save 
h igher than o th e rs .

F u r th e r ,  the R B I sample r e v e a ls  th a t  the 
sav in gs  e f f o r t  is  h igher in  the case of p u b l ic  l im i t e d  
companies than in  the case of p r i v a t e  l im i t e d  companies.

Regard ing  the sav in gs  s t r u c t u r e ,  both the R B I  
sample as u e l l  as our sample shou th a t  rough ly  60 to  
7Q per cent of t o t a l  sa v in g s  of p u b l ic  l im i t e d  compani
es a r is e  due to p ro v is io n  fo r  d e p r e c ia t io n s .  Ne't p r o f i t  
r e te n t io n s  c o n s t i t u t e  only  20 to  23 per cen t compulsory 
or semi-compulsory sav in g s  th a t  a r i s e  due to  v/arir us 
tax in c e n t iv e  schemes p rov id e  on ly  10 to  20 per cent of 
t o t a l  s a v in g s .  In the case of p r i v a t e  l im i t e d  companies 
the share of d e p re c ia t io n  is  s l i g h t l y  h ig h e r .

F u r th e r ,  our sample shous th a t  betueen manu
f a c tu r in g  and non-m anufacturing companies the l a t t e r ’ s 
sav in g s  ra te  (as per cent of c a sh - f lo u )  is  h igher at 
around 75 per cen t than the fo rm e r ’ s uh ich  is  around 
63 per c e n t .  In both the c a se s ,  o ld e r  companies save 
b e t te r  than r e l a t i v e l y  neu ones. The c l a s s i f i c a t i o n  
of our sample companies by s iz e ,  of t h e i r  paid up 
c a p i t a l ,  houever, do not su b sc r ib e  to  the v ie u  th a t  
l a r g e r  the s iz e  o f  a company h igher uould be the 
s a v in g s ,  e f f o r t .  The sav in gs  s t r u c t u r e  re v e a le d  by 
our sample more or l e s s  is  the same as th a t  of the 
R B I  sample.
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2. F ind  i nqs of the R eg ress ion  A n a ly s is

The model i s  te s te d  m ain ly on th ree  types  of 
da ta  s e t s :  (a ) Aggregate t im e - s e r ie s  based on R B I  
sample ( s e p a r e t e ly  fo r  p u b l ic  and o r iv a t e  l im i t e d  
com pan ies ), (b ) t im e - s e r ie s ,  aggregate as u e l l  as by 
d i f f e r e n t  groups, and (c )  c ro s s - s e c t io n  of the sample 
comoanies fo r  d i f f a r - n t  bcnch-mark y e a r s .  The model 
is  es t im ated  by two-stage l e a s t  squ ares .

A l l  the th ree  typos of d a ta-se ts  y ie ld  
reasonab ly  good ’ f i t ’ . Between the R B I  t im e - s s r ie s  
(p u b l ic  l im i t e d  comoanies} and our sample t  ime-^ser i e s , 
thp former y ie ld  co m p ara t ive ly  b e t te r  f i t .  F u r th e r ,  
between t im e - s e r ie s  and c ro s s - s e c t io n s ,  the cross-  
s e c t io n s  y i e l d  b e t te r  f i t s .

Among the fo u r  equations  of the model, the one 
s p e c i f i e d  fo r  r e te n t io n s  y i e l d  the most s a t i s f a c t o r y  
re g re s s io n  r e s u l t s .  The r e te n t io n s  are sought to  be 
exDlained by t o t a l  in ves tm en t, a composite income base 
which can be in te rp re te d  as the o p p o rtu n ity  va lue  of 
gross cash-flow  a f t e r  taxes in  terms of o r o f i t  
r e t e n t io n s ,  lagged d iv iden ds  and ave'rage e f f e c t i v e  
in t e r e s t  r a t e .  A l l  the fou r f a c to r s  tu rn  out to  be 
s i g n i f i c a n t  fo r  most of the da ta  s e t s .  The R B I  sample 
r e v e a ls  the presence of both , in  vestment- motive and 
d iv id en d  s t a b i l i s a t i o n  motive in  d e te rm in ing  the 
s a v in g s ,  which r e g re s s io n s  based on our satnple y i e ld  
mixed,/comp an ie s  (o ld )  the absence of investm ent motive 
i s  consp icuous.

__ re s t ’l t s . P a r t i c u l a r l y  in  the case of m anufacturing
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A n a l y s i s  based upon the RBI  data  r e v e a l s  a 
s t r o n g  interdependence betueen cor p or a t e  s a v i n g s  and 
i nv e s t me nt .  The s a v i n g s  v a r i a b l e  i s  s i g n i f i c a n t  in  
br,th the investment e q u a t i o n s .  The es t i mated i n v e s t 
ment equat i on based on our sample d a t a ,  are s u p p o r t i v e  
to the interdependence h yp o t h e s i s  only at the d i s a g g 

regated l e v e l s .

The impact of tax  f a c to r s  in  the  r e te n t io n s  
equa t ion  is  subsumed by the income base f a c t o r .  The 
model as such does not t e s t  fo r  the s ig n i f i c a n c e  of 
the tuo v a r i a b l e s ,  namely, the tax d is c r im in a t io n  
v a r i a b l e ,  denoted as 0 , and the tax dep ress ion
v a r ia b le  ^  > s in c e  i t  is  a lread y  e s ta b l is h e d  by a
p rev iou s  study by Sarma (1 982). The v a r ia b le  is  
in c lu ded  in  the investm ent equa t ion  as a component of 
co s t  of c a p i t a l .  The R B I  t im e - s e r ie s ,  d isagg rega ted  
t im e - s e r ie s  as u e l l  as c ro s s - s e c t io n  based on our 
sample r e v e a l  a s i g n i f i c a n t  c o e f f i c i e n t  fo r  the tax 
v a r i a b l e s .

The s im u la t io n  r e s u l t s  shou th a t  an in c re ase  
of one per cent in  c o rp o ra t io n  income tax might in  
the long run reduce co rp o ra te  sa v in g s  by about
2 to  2.3 par c a n t .  The” lep ress ion  e f f e c t  is  h igher 
in  the case o f non-m anufacturing companies than 
m anufacturing  companies.

Compared to the dep ress ion  e f f e c t ,  tax 
d i f f e r e n t i a l  or tax s h e l t e r  e f f o r t  ? 3 r e l a t i v e l y  
lo u e r .  The e s t im a te  of percentage  in  co rp o ra te  
sav in g s  as a r e s u l t  of one per cent change in  the 
p e rson a l income tax  va ry  belou 0.2 per cen t on the
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bas is  of a sample; arid ,0.5 per c e n t  on .the b as is  of 
R B I  sample. Furt-har.,_ the ’d i f f e r e n t i a l  e f f e c t  is  a lso  
h igher in  the esse o f non-'neriuFrTCt'ur-ing companies.

The r e s u l t s '  of the c ro s s - s e c t io n  a n a ly s is  fo r  
d i f f e r e n t  bench-mark years show\t.hat co rp o ra te  sav ings  
are becoming le s s  and le s s  s e n s i t i v e  over t im e .
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APPENDIX

1 . The R B I  Dates

The Rese rve  Bank of In d ia  p u b lish es  annual data  
c o l l e c t e d  from the ba lance sheets  and p r o f i t  and lo ss  
accounts of s e le c te d  samples of companies, s e p a ra te ly  
fo r  ( i )  medium and la rg e  p u b l ic  l im i t e d ,  ( i i )  medium 
and la rg e  p r i v a t e  l im i t e d ,  ( i i i )  la rg e  p u b l ic  l im i t e d  
( i v )  la rg e  p r i v a t e  l im i t e d  (v )  sm a ll  p u b l ic  l im i t e d ,  
and ( v i )  sm a ll p r i v a t e  l im i t e d  companies. The main 
advantage of us ing  "the R B I  da ta  i s  th a t  the sample is  
q u ite  l a r g e » Fo r  example, i t  covers  around 80 per cent 
of the . paid-up c a p i t a l  of the  a l l  p u b l ic  l im i t e d  
companies.^ The o ther advantage i s  th n t  the data  
p ro v id e  f a i r l y  comparable time s e r ie s  from 1950 to  1980. 
F u r th e r ,  the sample number of companies as u e l l  as i t s  
com posit ion  is  r e v is e d  eve ry  f i v e  y e a r s ,  thus  ta k in g  
account of neu e n t ra h ts  to  the co rp o ra te  s e c t o r .  U ith  
a proper blOwing-up f a c to r  i t  i s  p o s s ib le  to  l in k- u p  
the s e r ie s  betueen d i f f e r e n t  f i v e - y e a r  p e r io d s .
Houever, the R B I  sample is  not w ith o u t  d isad van tag es .
The main d isadvan tage  i s  t h a t  the sample is  not based 
on random methods. But t h is  drauback might to  some 
ex ten t to  compansated by i t s  la rg e  coverage .

Tab le  A1 , shous the r a te  of sa v in g s  ( f i v e - y e a r  
average) of the tuo sample groups. The average r a te  
of sav in g s  ( e i t h e r  in  terms of e q u i t y  or in  terms of 
cash f lo u )  is  h igher in  the case of p u b l ic  l im i t e d  
c o rp o ra t io n s  than in  the fcase of p r i v a t e  l im i t e d  
com panies. Houever, in  both the cases the r a te s  shou 
an in c re a s in g  t r e n d .  In  the case o f p u b l ic  l im i t e d  
c o rp o ra t io n s  the r a te  of sav ing  in  terms of e q u ity  has 
gone-up from 24 per cen t in  1961-6 2 to  33 per cent 
in  1978-79, u h i le  in  the case o f p r i v a t e  l im i t e d
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TABLE A1

Trends in  CorD^rate  Sa v in g s  E f fo r t-  (B a s e d_on R e s e r v e Bank of In d ia  Data)
Medium and L arge P u b l ic and P r i v a t e L im ite d  Comoanies

Pe r io d
R a te  of 

in  terms 
of g rass  
cash f low

s av inq
in  terms of
e q u ity

Share  of 
r e t  a ined 
p ro f  i t s

Share  of 
d e p re c ia 
t io n

Share of
o th e r
sav in g s

P u b l i c L im ited Comoanies
1 96 0-6 1 to 1 96 4-6 5 48. 52 23.85 26 .75 59.76 1 3.47
1 96 5-66 to 1 969-70 51 .30 24.93 20.11 66 .99 12.87
1 970-71 t  0 1974-75 57.1 4 34. 51 28. 79 60.60 10.57
19 75-76 to 1978-79 49 ;. 32 34.1 7 27.83 67.67 4.43

P r  i v a t e  ^ L im ited Comoanies
1 960-61 to 1 96 4-6 5 31 .70 1 7.97 *\ 5. 3 5 55.39 9.24
1 96 5-66 to 1 96 9-70 38.14 21 .00 30.84 60. 57 8. 56
1970-71 to 1974-75 49.47 28.66 22.42 6 3.86 13.69
1 9 3 5-76 to 1 978-79 47.61 31 .78 1 2.49 87.61 0. 52
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companies i t  has r i s e n  from 17 per c<.nt to  32 per 
c e n t .  The sav in g s  growth appaaTS" to  be f a s t e r  in 
p r i v a t e  l im i t e d  comoanies.

Among tho th ree  components of co rp o ra te  
s a v in g s ,  namely, (1 ) r e ta in e d  p r o f i t s ,  (2) d e p re c ia 
t io n  p r o v is io n ,  and (3) p ro v is io n  fo r  development 
reba te  or investm ent a llow ance re se rv e  ( r e f e r r e d  to  
as tax in c e n t iv e  s a v in g s ) ,  over 60 per cen t o f t o t a l  
co rp o ra te  sav in g s  are accounted by d e p re c ia t io n  
p ro v is io n  and 30 per cent by r e ta in e d  p r o f i t s .  Tax 
in c e n t iv e  sav in g s  account f o r  about 10 per c e n t .

2 . The Sample

A sample o f about 117 companies has been 
s e le c te d  from among tho p o p u la t io n  of a l l  the non
government p u b l ic  l im i t e d  companies whose paid-up- 
c a p i t a l  is  above Rs 50 la k h s .  Accord ing to  a l i s t  
prepared by the  Company Law Board th e re  were about 
1133 such companies in  In d ia  du ring  1978, the l a t e s t  
year fo r  which such l i s t  is  a v a i l a b l e .  .T h u s , the 
p o p u la t io n  cons ide red  fo r  the p u rp o s e ' is  somewhat 
narrow er than R B I  po p u la t io n  whose sample c o n s is t s  
o f  both p u b l ic  as w e l l  as p r i v a t e  l im i t e d  companies 
w ith  paid-up c a p i t a l  Rs 5 la k h  and above. S in c e  our 
o b je c t iv e  i s  to  study the impact o f some f i r m - s p e c i f i c  
c h a r a c t e r i s t i c s  on sav in g  e f f o r t ,  we attempted to 
s e l e c t  the  sample in  a s t r a t i f i e d  manner. Thus, 
the 1133 companies were f i r s t  d iv id e d  and su b -d iv id ed  
acco rd in g  to  the  fo l lo w in g  c h a r a c t e r i s t i c s ;

( i )  M anu factu r ing  and non—m anu factu r ing .
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( i i )  R e ln t i v e l y  o ld e r  and r e l a t i v e l y  neu* 
on the b a s is  of t h e i r  yea r  o f r e g i s 
t r a t i o n .  (The d i v id in g  p o in t  cons ide rsd  
i s  1 96 0) .

( i i i )  The s ize-group  ( i n  terms of pgid-up
c a p i t a l )  " o ~ M ch  a company belongs to .

The p o p u la t io n  d i v i s io n s  and the correspond ing  
sample number of companies are g iven  in  Tab le  A2. The 
sample companies were s e le c te d  from r e s p e c t iv e  group 
p o p u la t io n s  in  p ro p o r t io n  to  t h e i r  shares  of t o t a l  
paid-up c a p i t a l .  Houever, fo r  the p a id - u p - c a p ita l  s iz e  
group of above Rs 20 c ro r e ,  ue attempted to  in c lu d e  a l l  
the  companies in  the p o p u la t io n s  s u b je c t  to  the 
a v a i l a b i l i t y  g f  in fo rm a t io n .

Tor each of tha sample companies, re q u ire d  
d a ta  uere gathered  fo r  a tu e n ty - y e a r  p e r io d ,  1960-61 
to  1979-80, from the Bombay S to ck  Exchange D i r e c t o r y  
and annual re p o r ts  c o n s is t in g  o f ba lance  sh ee ts  and 
p r o f i t  and lo s s  accoun ts . In fo rm a t io n  on as majiy as 
33 items uere c o l l e c t e d .  The l i s t ,  o f items and the 
d e r i v a t io n  of re.qi.red v a r ia b le  from them are. g iven  
in  the  appendix.

The sam ple, th u s ,  not on ly  a l lo y s  t im e - s e r ie s  
a n a ly s is  of f a i r l y  homogenous groups of companies, 
(homigenous u i t h  're sp e c t  to  the  typ e  and s iz e  of 
paid-up c a p i t a l )  but a lso  f a c i l i t a t e s  sep e ra te  s t u d ie s *  
fo r  r e l a t i v e l y  o rder and neuer companies.
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Th3LE A2 

D is  t r ib u t  io n of S a mplo Corn pa n i  j s

T o ta l  iampla
Groups number of numbar of

com pa n ias companies

Planuf ac tu r  in q , reqd- ba fo re  1960 575 61
Paid-up c a p i t a l  s iz e  (p 0.5 - 10 cr • ) 250 25
Paid-up c a p i t a l  s iz e  (fc 1 - 5 cr •) 255 25
Paid-up c a p i t a l  s iz a  (.Rs 5 - 1 0 cr . J 48 5
Paid-up c a p i t a l  s iza . (p< 10 - 20 cr . )  15 1
Paid-up c a p i t a l  s iz a  (above R? 20 cr •) 6 5

M anu fac tu r ing , reqd* a f t s r  1960 400 41
P a i d - u p  c a p i t a l  (fk 0.5 - 1 * 0  c r . ) 221 22
P a i d - u p ' c a p i t a l  (Rs 1 - 5  c r . ) 1 52 16
P a i d - u p  c a p i t a l  (Rs 5 - 10 c r .  ) 2 2 2
P a i d - u p  c a p i t a l  (fr 1 0 - 2 0  c r . ) 3 1
P a i d - u p  c a p i t a l  ( a b o v e  R= 20 c r . ) 2 -

Mon-manuf ectu r in q L reqd# befo re  i960 95 9

IMon-manufactur i n a ,  read , a f t e r  1960 63 6

TOTAL 1133



-  58 -

3. The P a t te r n  of Sawings

Tab le  A3 o ro v id es  some p re l im in a ry  answers.
I t  D rescnts  the  5-yr ar average r a te s  of s a v in g s  in  
terms of paid-up c a p i t a l  as u e l l  as in  terms of gross 
c s sh - f lo w s .  The average sav ings  r a te  fo r  the sample 
companies as a whole over the 30-year per iod  is  41 
per cent in  terms of paid-up c a p i t a l  and around 63 
per cent in terms of gross c a sh - f lo w . The sa v in g s  
e f f o r t  doss not seem to  d i f f e r  much over the l a s t  20 
y e a r s .  Between 'o l d '  and 'new ' comoanies, the fo rm e r 's  
sa v in g s  r a t e ,  u n d e rs tan d ab ly ,  i s  f a r  h igher than the 
l a t t e r .  The sa v in g  e f f o r t  seems to  d i f f e r  s i g n i f i c a n t l y  
between m anufacturing  and non-m anufacturing groups, 
the  average sav in g s  r a te  of the  l a t t e r  being h igher at 
75 per cen t  than the fo rm er.

A n a ly s is  of the sav in gs  r a te s  ( i n  terms of 
cash i-flous as w e l l  as c a p i t a l )  between d i f f e r e n t  
s ize-g roups  of paid-up c a p i t a l  r e v e a ls  the  fo l lo w in g  
(T ab le  5) .

Among the m anufactur ing  companies (o ld )  the 
sav in g s  r a te  between the  f i v e  s iz e  groups, v a r ie s  from 
52 per cent to  63 per cen t in  terms of ca sh - f lo w .
The sample p ro v id es  no ev idence  fo r  the co n ten t io n  
t h a t  l a r g e r  companies save at h igher r a te s  than 
s m a l le r  ones. But th e re  i s  a s trong  ev idence  th a t  
o ld e r  companies are capab le  of h igher sav in g  g e n e ra t io n .  
F u r th e r ,  the sa v in g  r a te  is  c o n s i s t e n t l y  h igher fo r  
the non-m anufacturing companies than fo r  those in  the 
m anufacturing  s e c to r .
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TABLE A3

TrenOs In Ccrpcc-ite S^vSncs Sites. I9oi0-6l t o  1979-fO Based on Our Sample

' Sa v ln j s  as Pe rcen tage  o f r* .ld-uo  C a p it a l  S d v lr^ a  as Teret.-rtaf'fc r-l Cosher lew
1560-61 -6*1 "1965-^6 1970-71 1975-76 1960-61 1960-t»T ’.19OS-66 1970-71 1̂ 7 s-76

t o  • t o  t o  t o  t o  t o  t o  t o  . t o  . to
______ 197S-S0 1364-65 1969-70 1974-75 1979-60 1979-80 1964-65 1969.70 1974-75 1979-60

37 .8 2 . 46.95 47.78 63.36 60.42  64.38 67.65 61.10
353.38 414.87 306.35 63.03

A l l  companies 41.43 33.18
M an u fac tu r in g  (o ld ) 311.13 169.41
P a id - u p  c a p i t a l  s iz e -  
g r o u ( t e .  c ro re )

1•O 33.54 32.62
1 - 5 34.22 26.35
5 -10 53.84 21.40

JO — 20 118.99 46.00
20  — above 43.93 43.04

M a n u fa c tu r in g  (new) 120.79 7 .76
F a id - u P  c a p i t a l  s iz e -  
groups 0 b . c r o r e )
0 .5 —  1 23.17 2.00

j  -  5 36.23 2.50
5 - 1 0 55.81 0

10 -2 0 125.54 0
j f  on m a n u fa c tu r in g  (o ld ) 48.96 23.43
. »o n a c t u r  ing (new) 20.06 13.00

27.48 30.41 43.65 60.26
35.68 34.57 40.29 54.33
65.55 70.10 58.32 59.91

186.97 231.20 118.22 52.04
38 .20 48.59 45.88 62.74
43.83 176.30 255.06 51.41

12.79 27.43 ■ 29.30 39.33
12.10 51.41 45.17 38.89
18.94 97.45 51.05 32.66

0 0 125.54 43.64
37.55 57.39 77.48 74.63
20.81 15.20 31.23 26.38

65.97 60 It/0 *57 .29 CO .60

59.69 64.48 60 .07 , 56 .8 2
53.01 53.68 55 .8 5 54.78
6 5 .SO 72.21 47 .69 54 .25
39.97 66.23 57 i70 44.24
64 .74 66.27 56.31 63.65

6 .7 4 55.58 73.26 70 A  4

25.56 34.40 51.87 45 .49
16.09 48 .51 40.74 50.23

0 10.05 41.95 45 .58
0 0 ■' ' 0 43.66

67.47 80 .79 74.15 75.51
25.05 55.73 26.31 H. o£
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Comparison of the o v e r a l l  ra te s  of sav in g  
between our sample companies and R B I  sample comparison 
would be in t e r e s t in g  as the p o p u la t io n  used to  draw 
our sample can be regarded as a subset of the popula
t io n  of companies from which R B I  sample is  drawn. The 
l a t t e r  re p re sen ts  a l l  companies w ith  paid-up c a o i t a l  
rang ing  from Rs 5 lakh  and above whereas our sample 
rep re se n ts  companies w i th  paid-up c a p i t a l  rang ing  from 
Rs 50 lakh  and above. I f  one su b sc r ib es  to  the view 
th a t  l s r g n r  companies save more, than one expects 
h igher ra te s  of sav in g  fo r  our sample compared to  the 
R B I  »ample ( f o r  comparable time p e r io d ) .  Comparing 
Tab les  and A3 one f in d s  f a i r l y  s trong  ev id ence  fo r  
the above v iew . The sav in g  r a t e s  of R B I  sample 
companies at around 52 per cen t in  terms of cash-flow  
and at around 30 per cent item so f paid-up c a p i t a l  
are  d e f i n i t e l y  lower to the sa v in g s  r a te s  o f ourr
sample companies which are 63 per c e n t ,  and 41 per cent 
r e s p e c t i v e l y .  However, i t  should be noted th a t  w i th in  
our sample, the sav in g s  e f f o r t s  between d i f f e r e n t  s iz e  
groups do not d i f f e r  so much as to  support t h i s  
hypothes i s .
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L i s t  of Items C o l le c t e d  fo r  Each of the Sample 
Companies and D e r iv a t io n  of the' V a r ia b le s  from Them

A. TOTAL A5SETS
1, C u rren t asse ts

( i )  m isc. cur ren t asse ts  
in ve n to ry

2. Fixe-J a sse ts  (n e t )
( i ) gross b lock 

( i i )  d e p r e d a t io n

B. TOTAL L IA B I L IT IE S
1. C u rren t  l i a b i l i t i e s

( i )  loans  and advances 
( i i )  p ro v is io n s

(a )  t a x a t io n
(b) d i v i s io n s

( i ’i i ) m i s c .  c u r re n t  l i a b i l i t i e s

2. Debentures

3. Long-term loans

C. NET WORTH
1. S h a r e h o ld e r ’ s c a p i t a l  

( i )  e q u ity

2. R ese rves
( i )  development reba te

D. NET SALES

E .  GROSS PROFIT

F .  ( debenture i n t e r e s t  
( i i ;  o ther i n t e r e s t

( i i i )  d e o r e c ia t io n
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G. OPERATING NET PROFIT

H. NON-GPERAT IN.G SURPLUS OR D EF IC IT

I .  d r o v I S I jDN FOR TAXES

3. NET PROFIT

K. ( i )  e q u ity  d iv id en d

L .  PROFITS RETrilNED

M. DEVELOPMENT REBATE

The Computation of V a r ia b le s

1 , R^ *  P r o f i t s  r e ta in e d  + d e p re c ia t io n  +
■) development r e b a te / e q u ity

2 . X  = Development r e b a te / e q u ity

3 . F I  = Change in the gross b lo ck /e q u ity

4. Y = O perat ing  net p r o f i t  + non-operating
surplus- (o r  d e f i c i t )  v ♦ d e p re c ia t io n  + 
development r e b a te / e q u i t y .

5. D = E q u i t y  d iv id e n d / e q u ity

6 . i  = Debenture i n t e r e s t  + o ther i n t e r e s t /
debenture + long-term  + loans  and 
advances

7. SL5 = Net s a le s / e q u i t y

8. K = Gross b lock

9. INV = In v e n to ry / e q u ity *  j  ,

If. §
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