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Financing of the Corporate Sector 
H P Chokshi 

The study of the pattern of financing of the corporate sector attempted here shows that in the Second 
Plan period companies were largely dependent on external resources for financing capital formation. 

This was a significant change from the position in the First Plan and earlier, when a major part of 
the increase in the resources of the corporate sector accrued from internal sources. 

Important among the external sources of finance was borrowing from banks. 

At a time when the Government is anxious to restrict the quantum of deficit financing with a view to 
curbing inflationary pressures in the economy, excessive dependence by the corporate sector on banks for 
finance can have very undesirable consequences. 

Further, a large rive in the proportion of borrowed funds to paid-up capital is bound to weaken the 
equity base of the corporate sector. 

A C C O R D I N G to the Reserve Bank 
of Ind ia , the corporate sector 

includes non-f inancial Ind ian jo in t 
stock companies, banks, the Indus-
t r ia l Credi t and Investment Corpo-
rat ion, non- l i fe Ind ian insurance 
companies and also co-operative in
st i tut ions. Ind ian subsidiaries of 
fore ign companies are also included 
in the corporate sector but bran
ches of foreign companies are ex
cluded. Here, however, the term 
"corporate sector' is used in a res
tr icted sense to include on ly publ ic 
l imi ted companies for wh ich alone 
the data required for the purposes 
of this study are avai lable. 

In ternal f inancing in the corpo
rate sector may be described as the 
use of undis t r ibuted or retained 
prof i ts to meet the requirements of 
fixed or work ing capi ta l , A com
pany's internal funds consist of 
depreciat ion f u n d and free reserves 
inc lud ing capital ised reserves. Ex
ternal f inancing, on the other hand, 
entai ls the use of resources outside 
the business of a company such as 
increase in subscribed capi tal , loan 
capi ta l , debentures and deposits by 
the publ ic and payables l ike tax 
accruals. 

Internal f inancing is general ly 
governed by the earnings of the 
company, the pol icy pursued by the 
company in respect of d iv idend 
d is t r ibu t ion and the corporate tax 
pol icy of the Government. I t should 
be remembered that the crux of 
the prob lem of financing the corpo
rate sector lies ma in ly in the capa
city of the companies to expand 
their in terna l resources. The avai l 
abi l i ty of external resources itself 
largely depends upon the extent to 
wh ich companies are able to self-
f inance the i r requirements. There
fo re , i t is the ava i lab i l i t y or other-

wise of internal resources that sets 
a l im i t to fixed capital investment 
by the companies. 

Importance of Profit Retention 

For self-sustained growth of the 
corporate sector, p loughing back of 
prof i ts is of crucial importance. A 
company may plough back its pro
fits for a number of reasons, for 
example, to safeguard itself against 
business cycles, to equalise the d iv i 
dend rates to make good deficien
cies of depreciat ion, to create or 
strengthen a s ink ing fund to meet 
the debt l iabi l i t ies and to provide a 
reserve for expansion. Of all these 
motives, the motive of creat ing a 
reserve for fu r ther expansion is of 
the greatest signif icance in the con
text of industr ia l development. For 
instance, while discussing the con
d i t ions of a dynamic economy. Mrs 
Joan Robinson stresses the impor
tance of accumulat ion and invest
ment and states that, " f o r the 
entrepreneur, the purpose of earn
ing prof i ts is not to indulge in 
consumption but to preserve and 
expand his business."1 She fu r ther 

1 J Robinson, "The Accumulation of 
Capital', p 39 

points out that, " the paradoxical 

seeming pursuit of prof i ts for its 

own sake has led to the develop

ment of an economic system which 

has proved not only viable but 

remarkably product ive of weal th" . 2 

In Ind ia the corporate sector is 

obviously expected to play an im

portant role in the large-scale in

dustr ia l development which is one 

of the main goals of the Five-Year 

Plans. The Planning Commission, 

whi le est imating the outlay on the 

industr ia l development programme 

in each Plan, has given due im

portance to corporate savings. 

An idea of the importance of 

dif ferent sources of financing capi

tal fo rmat ion in the corporate see-

tor pr io r to the First Plan, that is. 

before 1951, may be had f rom 

Table 1. The table shows the 

sources of funds for the financing 

of 418 (407 old and 11 new com-

panies) between 1946 and 1951. 

Du r i ng this period, the main sour

ces of finance for the companies 

Ibid, p 49 
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were two : add i t ion to pa id-up capi
t a l , wh ich amounted to Rs 86 ero
res, and bo r row ing , wh ich accoun
ted for Rs 95 crores. The increase 
in bo r row ing f r om hanks amounted 
to Rs 48 crores, tha t is, one-half 
of the total increase in borrowings. 
The increase in in ternal f inance, 
representing general reserve, depre
c ia t ion reserve, and development 
and other reserves, amounted to Rs 
124 crores. The increase in ex
ternal f inance, compr is ing increases 
in paid-up c a p i t a l taxat ion reserves 
and bor row ing , amounted to Rs 181 
crores approx imate ly . The largest 
p r inc ipa l means of f inancing was 
bo r row ing . 

An idea of the role of retained 
prof i ts in f inancing companies du
r i ng this per iod may be had f r o m 
the fo l lowing Table : 

panics increased the funds at their 
disposal by Rs 443 crores; of th is, 
Rs 265 crores (about 60 per cent) 
came f r o m internal sources and the 
remain ing 40 per cent (Rs 178 
crores) accrued f rom external 
sources. 

Thus, du r i ng the First Plan 
per iod the importance of internal 
resources cont inued to be the same 
as du r ing the pre-Plan per iod . In 
the First Plan the largest increase 
took place in bo r row ing . Never
theless, the impor tan t role of inter-
nal resources was clear. In 1951. 
the assets of companies included a 
larger p ropor t ion of inventories so 
that the increase in bo r row ing was 
more than accounted for by the in
crease in inventories. Against the 
increase in inventories amount ing to 
Rs 117 crores, bor rowings went up 
by Rs 95 crores, of wh ich Rs 48 
crores were f rom banks. 

Coming to the Second Plan 
per iod, in the two years 1956 and 
1957 1,001 pub l ic l im i ted com
panies increased their total funds 
by Rs 492 crores. of which Rs 160 
erores 132.5 per cent) accrued f r om 
internal sources and Rs 332 
crores (07.5 per cent) f rom 
external sources. For the remain ing 
three years of the Second Plan, 
provisional data have been made 
available by the Reserve Bank. On 
the basis of these data, the fol low
ing table has been constructed to 
show the shift, in the resource pat
tern of companies du r ing the First 
and the Second Plans: 

Table 3 : Resource Pattern of 
Companies in F i rs t Two Plans 

Thus, du r ing the Fi rst Plan 
per iod , a major par t of the increase 
in the resources of the corporate 
sector accrued f r om internal sources. 
The rat io of addi t ional internal re
sources to addi t iona l external resour
ces was 3 : 2 . In the Second P lan 
however, this rat io changed to 
roughly 1 :2. Th is shows a clear shift 
in favour of the external sources of 
finance. As pointed out above, dur
ing the First Plan, there was a large 
increase in bor rowing ind icat ing a 
change in the f inancial structure of 
companies. This trend seems to 
have gathered momentum in the 
Second Plan per iod and the increase 
in borrowings f r o m the banks was 
l i t t le short of phenomenal. Du r i ng 
the Fi rs t Plan, when the average 
annual rate of fixed asset fo rmat ion 
was about 9 per cent, internal sour
ces provided as much as 60 per 
cent of the total funds. Of the 40 
per cent prov ided by external sour
ces, only 6 per cent came f rom 
banks. Dur ing the Second Plan, 
though the rate of f ixed asset for
mat ion doubled (i t was approx i 
mately 18 per cent ) , in ternal sources 
provided only 40 per cent of the 
funds of the companies. Of the 
60 per cent prov ided by external 
sources, the share of the banks was 
15 per cent as against 6 per cent 
in the First Plan. Total borrow 
ings, inc luding bank loans amounted 
to 31 per cent as against 17 per 
cent in the f i r s t P lan. 

Vital Implications 

The growing reliance of com
panies on banks for finance raises 
some issues of crucial importance. 
At a time when the Government has 
cautiously curtai led the vo lume of 
deficit finance to curb in f la t ion , the 
growing reliance of industr ies on 
bank money may offset the restric
t ion of deficit f inancing by the Go
vernment. Dur ing the Second Plan 
per iod, restr ict ions on bank advances 
had to be imposed to control inlla-
nonary trends in the economy. 
Further i f the trend of g rowing 
reliance on bank loans continues, 
the rat io of borrowed capital to 
paid-up capital may change signifi-

can t ly , thereby weakening the equity 
base of the corporate sector. 

In a planned economy the problem 
of avai labi l i ty of finance to the cor
porate sector is of crucial import 
ance. In the U K. approximately 50 
per cent of the total finance requir
ed by the corporate sector in the 
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Thus, retained prof i ts as percent of 
total new finance amounted to 56.6 
for all companies (o ld and new) 
and 66 per cent fo r old companies-
In the words of the Taxat ion 
Enqu i ry Commission, "corpora te 
savings prov ided a larger source 
than new subscript ions, on the 
whole, in the f inancing of indust r ia l 
expansion du r i ng the post-War 
per iod , inc lud ing new companies; 
in respect of the older companies, 
corporate savings were even more 
i m p o r t a n t " ( V o l 1, p 115 ) . 

Change in Pattern of Financing 
I t wou ld be interest ing to analyse 

the trends in in ternal f inancing of 
the corporate sector du r i ng the two 
Five-Year Plans against the back
ground of these facts. On the basis 
of the data made avai lable by the 
Reserve Bank, the Depar tment of 
Company Law Admin is t ra t i on has 
estimated the quantum of prof i ts 
retained by the corporate sector. 
Acco rd ing to their estimate, over 
the per iod of the F i rs t P lan , i e, 
1951-55, 750 pub l ic l im i ted com-
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last few years was f ound f r o m in 
ternal resources; in Japan i t has 
been about 33 per cent ; in the 
U S A it has been higher, being on 
the average about 60 per cent in 
the last few years. In Ind ia the 
share of in ternal resources was 60 
per cent in the per iod 1951-56; i t 
s lumped to 37 per cent in 1956 and 
to less than 27 per cent in 1959. 
There has been a corresponding 
and sharp rise in the use of bank 
money. 

This is by no means a desirable 
t rend. O f ten , the cost of external 
f inance is considered in terms of in 
terest charges alone. But the com-
panies may have to pay heavily in 
non-monetary terms, fo r example, by 
becoming beholden to c red i to rs ; by -
having to di lute the per-share-earn-
ings of the company ; by having to 
share contro l w i t h new stock-holders 
The larger the amount of external 
f inance, the greater wi l l be these 
non-monetary costs. Also, excessive 
reliance on external resources may 
not always enable the corporate 
sector to bu i ld up a sound financial 
s t ructure. As mentioned above, it 
may weaken the equity base of com
panies. Also, it may be inf lat io
nary, i f bank credit forms the bulk 
of external f inance. 

Interesting Projection 
As regards the l i ke ly trends in 

in ternal f inancing in fu tu re , an i n 
teresting pro jec t ion of the growth 
of corporate prof i ts has been made 
f o r the T h i r d Five-Year Plan 
period.3 It has been estimated that 
"corpora te incomes wh ich stood at 
Rs 220 crores m 195758 should 
rise to Rs 280 crores in 1960-61 and 
Rs 480 crores in 1965-66. At the 
current rate ( i e, 45 per cen t ) , col
lections should amount to Rs 126 
crores in 1960-61 and Rs 216 crores 
in 1965-66". Also i f the tax re
ceipts f r o m the fo re ign companies 
and Section 23-A companies are 
added to the estimated figure of 
Rs 216 crores, i t may rough ly come 
to a m i n i m u m of Rs 225 crores. 
Pro f i ts after tax w i l l thus be about 
Rs 150 crores in 1960-61 and Rs 
255 crores in 1965-66. I f the c o m - , 
panies are able to retain at least 
between 40 and 50 per cent of thei r 
prof i ts af ter tax, then alone w i l l they 
be able to ma in ta in a h igh enough 
tempo of sel f- f inancing. I f they 

3 I S Gulati ' Resource Prospects of 
the Third Five-Year Plan,' 1960; 
p 14. 

f a i l to achieve th is , the growth of 
the corporate sector may not be 
able to keep pace w i t h the overal l 
g rowth of the economy. Th is may 

defeat the object ive of creat ing a 
self-rel iant corporate sector and a 
self-sustaining economy over a 
per iod of t ime. 

Sugar Production by Co-operatives 

O U T o f 174 sugar factor ies i n 
p roduc t ion in the count ry in 

1960-61, as many as 30 were in the 
co-operative sector. The produc
t i on of the coopera t i ve sugar facto 
ries total led 4.35 lakh tons or 14.72 
per cent of the tota l nat ional p ro 
duct ion of 29.54 lakh tons. To help 
the co-operative sugar factories, the 
l im i t of Government cont r ibu t ion to 
the share capital has been raided 
to Rs 25 lakhs. 

The programme for the co-opera

t ive processing of other agr i cu l tu ra l 

commodit ies du r i ng 1961-62 includes 

the netting up of 8 cotton g inn ing 

mi l ls . 2 rice mi l ls . 75 r ice hul lers, 4 

kutcha ju te bal ing units, 5 o i l -c rush, 

ing units, 11 groundnut decorticators. 

10 f ru i t canning units and 35 others. 

A provis ion of about Rs 89 lakhs 

has been made in the State plans 

for 1961-62. 
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