
CHAPTER III

In the previous chapter, the discussion on the 
growth of the corporate sector has thrown some light on the 
role of the corporate form of business organisation in the 
economy of the country. Growth of corporations in terms of 
their number and paid-up capital may be regarded only as 
one of the indicators of the role of this sector.

The other indicators of the role of corporations 
are three in number* One of them is the rate of capital 
formation* Second indicator is the ability of self-financing® 
The last one is about the share of t he corporate sector 
in the Net Domestic Product of the country* Of these three 
indicators, the first is an index of companies'contribution 
to investment. The second indicator is an index of companies’ 
contribution to the saving process. It relates to sources 
of corporate finance i.e. how capital formation is financed 
or to what extent internal finacing has been achieved* Capital 
formation and internal financing are too vital processes 
that may reveal how far the corporate sector has been contri­
buting to its own growth and also the growth of the economy 
at large* The last indicator explains the position of the 
corporate sector in the national economy in relation to the 
non-corporate sectors such as Government sector and the 
household sector.
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As regards the trends in capital formation in the 
corporate sector of the economy, some useful data are made 
available hy the Taxation Enquiry Commission (1953-64) and 
the Reserve Bank of India® But, all the detailed and 
continuous data are, available only for the public limited 
companies and not for the private limited companies® There­
fore, in this chapter, only the public limited companies 
are dealt with® The Taxation Enquiry Commission took a 
sample of 407 and 448 public companies belonging to manu­
facturing industries for the period 1946-51. This sample 
comprised companies having a paid-up capital of Rs®5 lakhs 
and above and covered 19 major industrial groups® The data 
are summarised in the following table i-

• • • 39.
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From this table, it can be pointed out that gross

capital formation, including that on account of new companies,

during the period 1946-51,; stood at Rs* *359 crores. Of this

amount, additions to gross fixed assets accounted for Rs.179

crores, and inventory accumulation for Bs. 117 crores* Increase

in lendings i.e* receivables and tax advances amounted to

Bs»54 crores, and increase in investments and cash together

to Bs*9 stores s' -Thus, gross fixed assets accounted for 50

percent of gross capital formation* Inventory accumulation

represented one-third of total assets formation. However,

from the point of vie\* of the entire public company sector,

11 the gross capital formation during the five year period

1946-51 in the manufacturing sector for all public limited

companies is estimated at Rs.671 croresj the addition of

Bs.317 crores of fixed assets (gross) during the period
(1)

xtforks out to an annual rate of Rs.63 crores*1®

The above discussion throws light on the performance 

of public limited companies before the beginning of India’s 

First Five Year Plan* Recently, systematic data relating to 

company finances are, made available by the Reserve Bank of 

India. The Reserve Bank compiled data for 750 public limited

(l) Report of the Taxation Enquiry Commission, 1953-54,
Vol.-I, page 114.

• • • 4L
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companies for the period 1951-55 which is also the period 
of India1 s First Plan* Each of these companies had a paid-np 
capital of Bs*§ lakhs and above* The following table represents 
data on capital formation during the period, I951-55s-

• * *49*
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The table reveals that the gross fixed assets 
formation rose froraBs»33 crores in 1951 to Rs. SIS, crores in 
1955* The total uses of funds or what is the same thing as ^ 
gross capital formation of 750 companies stood at a figure 
of Bs. 124 crores in 1951* It fell to Es„ 101 crores in 1954 
and rose to Bs*l36 crores in 1955* While the gross capital 
formation has shown rather erratic trends, the gross fixed 
assets formation has shown a steady rise; Of the gross 
capital formation of Fs.443 crores during 1951-55, the gorss 
fixed assets formation accounted for about 60 percent* 
During.this period, inventory accumulation repealed wide 
variations. The value of gross fixed assets at the end 
of 1955 was about 50 percent higher than at the end of 
I960. It can be said that, on the whole,,the companies 
showed a continuous growth from 1953 onwards, after the 
set back witnessed in 1952 as the aftermath of the Korean 
boom.

For the first three years of India's Second Plan, 
the total capital formation in the corporate sector was 
as .under s- •

• • *44i
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From tiie table, it may be pointed out that as against 

the total gross capital formation of Ite. 293 crores in 1956 and 

&.294 crores in 1957, it stood at a low figure of %•192 crores 
in 1958* The total gross capital formation during 1956-58 stood 

at &.779 crores.

For the year 1959, data for 814 public limited compa­

nies are available (vide Reserve Bank Bulletin, February, 1961, 

pages 198-204). The gross fixed assets formation in these 814 

companies amounted to Bs.95.6 crores of which 76 percent was 

accounted for by plant and machinery* Inventory accumulation 

amounted to ife.7.7 crores* Thus, the total gross capital forma­

tion i.e* gross fixed assets and Inventories put together 

amounted to 103.3 crores* In these companies, the rate of

total capital formation was 5*7 percent compared to 14*3 

percent in 1957 and 8.2 percent in 1958.

For the year 1960, the data for 426 public limited 

companies (vide Reserve Bank Bulletin, January, 1962, pages 

43-48) reveal that the total assets formation in these 426 

companies stood at Bs*94*4 crores* The rates of total capital 

formation for all companies showed a significant improvement 

and stood at 10.9 percent (gross) and 10*8 percent (net) in 

1960 as compared to 4.4 percent (gross) and 2.5 percent (net) 

in 1959.
From the above discussion, it can be said that the 

overall trends in capital formation in the corporate sector

• • *46*
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could be regarded as satisfactory* In the absence of 
continuous data for the entire corporate sector Ci.es 
both for the public and the private limited companies), 
one can only point out in general that, "if these trends

y>

are not interrupted by abnormal factors and situations,
the total additional resources that might become available
to the corporate sector during the Second Plan as a whole
and thereafter during the Third Plan would indeed be(2)substantial”.

The second indicator of the progress of the 
corporate sector is internal financing* Internal financing 
when thought in terms of Mobilisation and utilisation of 
resources may be described as an act or process of utili­
sing the retained or undistributed profits to meet the 
requirements of fixed or working capital. A company1s 
internal funds represent depreciation reserve and free 
reserves including capitalised reserves.

On the other hand, external financing may imply 
the use of resources collected outside the business of a 
company, such as increase in subscribed capital, loan 
capital, debentures and"deposits by the public and payables 
like tax accruals,
(2) Trends in Company Finances with particular reference 

to the First and Second Plan periods, i960, by E*IC»
Hi gam and N,DeJoshi, PePt* of Company Law Administra­
tion, Ministry of C. &.I,, New Delhi, page 47.

• * *47 ♦
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Generally, internal financing is governed by 
the volume of earnings, the policy of dividend distri­
butions and the corporate tax policy of the government.
It should be emphasised that the crux of the problem 
of financing the corporate sector mainly lies in the 
capacity of the companies to expand with the help of 
their internal resources* Further, the availability of 
external resources largely depends on the extent to 
which companies are able to self-finance. Hence, it is 
generally the availability or otherwise of internal 
resources that would set a limit to fixed capital invest­
ment*

For the self-sustained growth of the corporate 
sector, ploughing back of profits is of crucial importance. 
•Of course, a company may plough back the profits for a 
number of reasons, such as, -safeguarding against business 
cycles, equalising the dividend rates, making good the 
deficiencies of depreciation, creating or strengthening 
a sinking fund to meet the debt liabilities and creating 
a reserfe for expansion. Of all these motives, the motive 
of creating a' reserve for-further expansion is of the 
greatest significance in the context of the industrial 
development of a country* It is mainly due to this reason 
that while discussing the conditions of a dynamic society, 
Mrs, Joan Robinson stresses the importance of accumulation

•. .48,
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and investment and states that, “for the entrepreneur, 
the purpose of earning profits is not to indulge in 
consumption hut to preserve and expand his business*1'
She further points out that, "the paradoxical seeming 
pursuit of profits for its own sake has 'led" to the develop­
ment of an economic-system which has proved not only

t4)
viable but remarkably productive of wealth*”

Therefore, iii the context of India*s Five 
Year Plans, the Planning Commission too has emphasized 
the importance of corporate savings* Even before the period 
of India* s Five Year Plans, the'corporate savings'played 
an important role in the country* This becomes clear from 

the following tables-

mm 1 am ■H-- j— 1—mu n *-t— m 1 .r m ir■ nr- t— ir if—17lir~* •r* 1 —*» mn* wtu

(3) & (4) The Accumulation of Capital, 1956, by Joan 
- - Robinson, pages 39 and 40 respectively*

...49.
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Sources of Financing Capital Formation during 1946-51
CCrores of Bs»)

Number of 
Companies

Paid-up
Capital
General
reserves

I 
I 
I 
I-r 
» i

Liabilities 
.in 1946

(1)

i
—^Depreciation « 
reserve «
Taxation t
reserve J
Development * 
and other ?
reserves i

a*.

407

t
i
»'
i■**»
*
i

Liabilities 
in 1951

Increase (3) as per­
cents of (1)

(2) rn^^ir •1 " ... f*
I

k 1 B

Borrowings i (of which i 
from banks) \

■-yuan

fTotal

407 448
k

\ 407
B «
448 t 407 ,448

159

41

153

50

223 i 245
t
i
=

64 «

62 « 
■BODOlaM^M

63
ii

mmnoal*

i
21 l

-.. ii
86 *

22 *

40 « 54

51 I 54

223 • 227
t
i 70 • 74 46 * 48

49 50

45 72 i 73
77
(23)

162 } 172

t8
i

27 •
Mi TUVPW JjU

I
« *

28 * 60 \ 62 
MtajMwjpgwefcm;

(67) i (71)

533 852
i
*T“

«- 85 •
i I* (44) •

N^wajBr*.ni^itt*iii»yBc

95 ? 11© J123 
(48)i(l9l)«(209)
u.^1. .. . ■■■■■•— Ig.i892 320 * 359 * 60 , 67

SSESgSSSSassSSSS

The totals include "other liabilities" (net)
Sources-Bepart of Taxation Enquiry Commission, 1953-54, 

. irol»X* page 114*

•. *50
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The table shows the sources .of funds for financing 
448 public companies (407 old and 41 new companies) between 
1946 and 1951, During this period, the main sources of finance 
for these companies were two:additions to paid-up capital by 
Rse86 crores and to borrowings by 53*95 crores. The increase 
in the bank borrowings was Bs648 crores,5 that is, one half 
of the total increase in borrowings. The increase in internal 
resources representing general reserve, depreciation reserve 
and development and cjfcher reserves amounted to Ks®124 crores* 
Whereas the increase in external resources comprising paid-up 
capital, taxation reserves and borrowing amounted to Rs, 181 
crores approximately. However, it can be said that the
largest increase among the principal means of financing
took place in borrowing* -

As regards the.role of the retained profits during 
1946-51 (both years inclusive) in financing the companies, 
the following table is worked out:-

Totals for 1946-51
Humber of companies 492 438(including 54 new 

companies)
(A) Fresh capital (includ Pss53*G crores fe835,4 crores 

-ing capitalised
________________________ ____________ _______________ _____________"(B) Internal finance (total Hs*69.3 crores Rs.63.6 crores 

retained profits)
(C) Detained profits as 56,6$ 66$

, percentage of total 
new finance

Based on Source: Report of the Taxation Enquiry Commission,
1953-54, Vol.I, page 115,

. . .51.
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The table revels that the retained profits as a 

percentage of total new finance amounted to 56*6 percent for

old and new companies put together} and 66 percent for mostly 

old companies. In the words of the Taxation Enquiry Commission, 
"corporate savings provided a larger source than new subscri­
ptions, on the whole, in the financing of industrial expansion 
during the post war period, including new companies;in
respect of the older companies, corporate savings were even 

(5}
more important11.-

Against the background of these facts, it would 

be quite interesting to analyse the broad trends in Internal 
financing of the corporate sector during the period of 
India's First and Second Five Year Plans.

On the basis of the data made available from the
(6)

publications mentioned In the footnote ~ below, the following 

(5) Report of the Taxation Enquiry Commission, 1953-54,701.1,
- page 115.

(6) CD Reserve Bank Bulletin,
(2) ii tt tt

(3) tt it *t

(4) II it H

(5) II n It

(6) m it II

C?) « n ' It

(8> it n tt

(9) it tt tt

September,1957,Pages 851-854 
October, 1958, pages 1133-1172 
February,1959, pages 186-192
August,1959, pages 955-1007 
September,196o, pages 1243-1330 
February, 1961,pages 198-204 
September,1961,pageS1403-1457 
January,1962, pages 39-48 
February, 1962, pages 171-178

* • • 52
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table has been, worked out to indicate the trends in financing 
the sector of public companies during the period of the two 
Plans i.e* 1951-60* In preparing the table, first of all, 
the figures for internal and external sources of finance 
were collected for every year* They were totalled up for 
the two separate periods of the two Plans, and then the 
totals were converted into percentages* The figures have 
been rounded* Data for the second Plan period are rough 
estimates, since all the data for I960 are not yet available*

Pattern of sources of funds of selected'public 
companies during 1951*60 . . ,

Pattern of Sources |
. ; ■- . *

...—........... - .-..p...

First Plan , period {%) ■■■ 750 public Cos.;
Second Plan period (.%)
1001 public Cos

(A) Internal Sources: , -- • ■ -, > - - • - -
Total »• 60 , 40

(a) Depreciation reserve 29 22
Cb) Capital reserve 6 1
(c) General & Other reserves 1? &
Cd) Taxation reserves 8 2

(B) ExtflBnal-SOMr.cas*
Total - • • 40 60

(a) Paid-up capital 7 18
Cb) Borrowing sTotal •• 17 31

(i) From banks 6 15(ii) Mortgages - 5 • ' ' 2.(ill) Debentures 2 ‘ -Civ) I .F . C or por at ions Not available 1(v) Trade dues etc* 16 17
CO Total funds 100.0 100.0

Sources* as mentioned on page 51 , in the footnote.

• • • 53,
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Despite certain limitations of these data, the 
table throws adequate light on the pattern of sources of 
finance for the public companies during the period of one 
decade of planning. During the First Plan period, a major 
part of the increase in the resources of the public companiess 
took place under the internal heads. The ratio of additional 
Internal resources to additional external resources during 
the First Plan period comes to 3:2. Whereas, this ratio 
during the Second Plan period comes to about 1:2.

This shows a clear shift in favour of the external 
sources of company finances. From theBe serve Bank’s data, 
it becomes evident that with the beginning of India’s First 
Five Tear Plan, a large increase among the main means of 
financing took place in borrowing, indicating thereby a 
clear change in the financial structure of companies. This 
trend seems to have gathered momentum in the Second Plan 
period due to the phenomenal increase in borrowings from 
the banks. During the First Plan period when the average 
annual rate of fixed assets formation was about 9 percent, 
internal sources could provide as much as 60 percent of 
the total funds. Of the 40 percent external sources, only 
6 percent came from banks. Whereas, during the second 
Plan period, eventhough the rate of fixed assets formation 
doubled (roundly 18 percent), the Internal sources provided

*••54.
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only 40 percent of the funds required. Of the 60 percent 
external sources, the share of the hanks was 15 percent as 
against 6 percent in the First Plan period, Total borrowings 
including t he bahk loans amounted to 31 percent as against 
1? percent during the First Plan period.

This trend of relying more and more on banks raises 
some issues of crucial Importance, At a time when the Planning 
Commission has cautiously curtailed the volume of deficit 
finance to curb Inflationary trends during the Third Plan 
period, if the industries rely more and more on bank money, 
it is bound to be inflationary. During the second Plan period, 
restrictions on bank advances had to be imposed to avoid 
unnecessary Inflationary trends In the economy. Further, if 
the trend of relying more and more on bank money is allowed 
to continue, the ratio of borrowed capital to that collected 
as paid-up capital may become adverse, thereby weakening the 
equity base of the corporate sector.

Indeed, against the above mentioned point of view, 
it can be argued that in any case, an ideal proportion of ? 
equity to loan capital cannot be laid down, when one speaks 
of the corporate sector as a whole. In Japan, bank borrowings 
constitute one of the most important sources of corporate 
finance and generally contribute even more than internal 
resources of the companies. In 1957 and 1953, bank credit

...55.
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formed 41*4 and 38*5 percent respectively of the total 
funis used by Japanese companies as compared with 30*0 and 
33*2 percent from tile internal resources and 19,5 and 23*2 
percent obtained from new issues* In the U.3*A* and the TJ*K., 
bank loans play a relatively less important rolef whereas, 
debentures or bonds provide a substantial part of the funds* 
Excessive bond financing has often caused much concern in 
the U.S.A. In India, debentures are relatively less important 
in the capital structure of the companies* It represented 
only 20 percent of the paid-up capital at the end of 1957*
Of the total capital issues in 1956 and 1957, debentures 
accounted for only 5*7 percent (Hs. 1*4 or ores) and 3*5 percent 
(fc*l crore) respectively*

It may also be argued that in a period of rising 
levels of taxation, companies may find loan financing more 
attractive than equity financing. Because, for tax purpose, 
interest on loan capital is deductible; whereas, dividends 

are not allowed to escape the burden of tax* Thus, loan 
financing reduces the cost of financing the asset formation 
of the companies.

But, then it should be remembered that it is a 
sound principle of company finance that long term investment 
must always be financed out of the long term source of capital*

...56,
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therefore, the general rule is that a company must at least 
retain sufficient capital to. he able to finance its fixed 
assets investment* In this sense, self-financing happens 
to he a strategic source of company financing* It is for , 
this important reason that a taxing authority is expected 
to see that taxation of companies does not harshly cut 
into the ability of the companies to self-finance* This 
point will he elaborated in chapter XXX to emphasise the 
need of strengthening and stabilising the internal resources 
of the Indian Companies through the devices of flexible, 
liberal depreciation allowances system and tax free invest­
ment reserves of the Swedish type*

Prom the above discussion, it may be said that 
in view of the obvious dangers of bank loan financing, more 
reliance on bank loans is by no means a desirable trend* 
Often the cost of external financing Is considered in terms 
of interest charges alone, but not in terms of non-monetary 
costs such as: becoming beholden to creditors; diluting the 
per share earnings of the company; or sharing control with 
new stockholders* These non-monetary costs of external 
financing are greater than the companies may be willing 
to pay* The larger the amount of external financing, the 
greater will be these non-monetary costs* Added to this

...57
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will be the danger of weakening the equity base of companies) 
unsound financial structure and new inflationary trends*

I

As regards the future trends, in internal 
' . 'I

financing, an interesting projection to show the future
trends in the growth of corporate profits is now available,

i
for the period of the I bird Five Year Plan* It has been shown 
that, “corporate income which stood at Es*22Q crores in 
1957-58 should rise to %*280 crores in 1960-61 and 3s*430 
crores in 1965-66* At the current rate (45 percent)) collect­
ions should amount to Rs* 126 crores in 1960-61 and! Bs*2l6

(6) „ * crores in 1965-66*“- Also if the tax receipts from the foreign
companies a«d section 23-A companies are added to: the esti­
mated figure of Bs*216 crores9 it may roughly come! to a minimum
of Bs*225 crores* Therefore, profits after tax will stand at

iBs*15Q crores in 1960-61 and Es*225 crores in 1965-66, If the
i

companies are able to retain at least between 50 and 60 percent
iof t heir profits after tax, then alone they will be able to 

maintain a high tempo of self-financing* If they fall to 
achieve this, it may defeat the purpose of creating a self- 
reliant corporate, sector over a period of time* j

Then, comes the third indicator, namely, the 
share of companies in the Set Domestic Product of the country*

(7) Resource Prospects of the Third Five Year Plan,I960, 
by I.S.Gulati, page 14»
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The following table explains the role of the corporate sector 
in this regard*

Share of.the corporate sector in the Total Net 
Domestic Product at factor cost .

1 1948-49*1950-5lj1956-57*1957-58
Share of the corporate sector- „ * ", * ^ § 
in the total net domestic 1$ A 8$ I 11# | product at factor cost ~ J | - } 12$

Share of the corporate sector (excluding Government compa­
nies) in the total net domestic 
product at factor cost for 
the nonr« government sector

I l ' ij 10# | 12% * 13#i f |l l *
5 "S«Jp=JtS£35S5SS«*>M

Source: The Corporate Sector in India, 1961, by R.£,Nlgam 
and N*C*Chaudhuri, Dept* of Company Law Admini­
stration, page 3*
The table shows that the share of the corporate

sector In India* s domestic net product at factor cost was 
7 percent in 1948-49* It rose to 22 percent in 1957-58* If 
the contribution of the Government companies is excluded, 
the share of the corporate sector in the total net domestic 
product for non-Governaent sector seems to have increased 
from 8 percent in 1948-49 to 13 percent in 1957-58* These 
figures indicate that the share of the corporate sector 
has been slowly increasing during the post-Independence period.

The role of the corporate sector can also be
briefly mentioned in terms of employment, tax yield etc* At 
present, this sector enjoys a very wide control over the 
industrial sector of the economy* As much as 92 percent of
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the total factory output in the 28 major industries of India 

comes from factories owned hy the companies* The output of 
this sector is estimated to have risen hy over 50 percent 
during the tea year period ending in 1957-58* This sector 

employs about 18 lakh persons of whom 16 lakhs are workers*
The nwnwai wage bill paid by the whole of the corporate 

sector is placed at Bs*35G crores a year*
From the point of view of tax yield, in the total 

income tax revenue of the Government, the share of the corporate 
sector comes to more than 50 percent and, in the overall 
revenues of the Government .from.all sources, the Income tax 

paid by the companies come to 12 percent*
The important role of the corporate sector is also 

recognised in India* s Third Five fear Plan 3ta»* Of the total 
planned investment allocated to the private sector, about 
46 percent is to be made in the corporate sector* And in the 
total Investment outlay in both the public and the private 
sectors, the share of the corporate sector is estimated at 

around 18 percent*
Thus, the corporate sector plays a significant and 

decisive role in the economy of the country* It would there­

fore be no exaggeration to say that the corporate enterprises 
are really the pulse of the national economy of the country* 
Their birth, prosperity and demise generally reflect the 

financial conditions in a country, more so in the developing
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economy of India*
This also explains the importance of the study of 

corporate taxation in its different aspects* In assessing 
the possibility of tax reforms in the field of company taxa­
tion, the role of the companies has got to he kept in view 
as one of the guiding factors. Because, it not only explains 
the strength and the weaknesses of the corporate sector hut 
also explains whether or not there is a necessity of widening

i

or narrowing the tax base, raising or lowering the tax rates 
and inducing or restricting investment through taxation*
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