


CHAPTER I 

INTRODUCTION 

Financial authorities and experts differ in their views on composition of 

funds in capital structure. While some believe that the capital structure 
I 

tantamounts to  the financial structure and hence, they say that the structure 

includes funds mobilised from both long term and short t e r n  sources. According 

to Richard C. Osborn', 'the tern) capital structure is used t o  mean the financial 

plan according to  which all assets of a corporation are furnished. This capital is 

supplied by  long and short term borrowings, the sole of preferred and colrlrlioll 

stock and the reinvestment of earnings: He further states that, ' in analysing the 

capital structure of an enterprise, short t e r n  debt is often excluded from 

considemtion'. Many others include only long term sources of funds under the 

capital structure. Hary .G.  Guthrnann and Herbert E.Dougall state that 'the 

phrase Capital Structure may be used to  covw the total combined investment 

of the bond holders, and the total stock holders investment including retained 

earnings as  well as original investment'.' Both the concepts of capital structure 

have their own merits and demerits. The latter concept is more popular and 

widely accepted and hence the present study takes that view for explaining the 

composition of capital structure. 
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The capital stn~c.turc of a compaliy may 1 ~ .  either simple, c o m p o ~ ~ n t l  or 
I 

complex. A simlllv c,;lpital structure is con~posecl of the single security bast!. for 

example the equity share capital issued by a company. A compound capital 

structure indicates a combination of two security base in the form of equity and 

preference share capital. The complex capital structure is made up of a 

multi-security base, consisting of equity, preference share capital and a series of 

debentures or bo~ids  and loans from other sources. 

O n e  of the most important phases of promoting a new business is the 

determination of the capital structure. Many b~~sinesses fail, particularly i n  their 

early years, because of an  ~~nbalanced capitd stn~cture. The capital s t ruc t~~rc~  ol 

these conrpanies n~ight  be deficient because the miount of funds raised fro111 

permanent sourccs were insufficient for tlw ruluirenwnts of the b u s i r ~ i s  o r  

because the sources used ir~volved too much risk. 

Most pron~oters are naturally optimistic a ~ l d  tend t o  over-estimate incurne 

and under-estimate expenses. Such a situation may result in failure within FI short 

time. In working O L I ~  the capital structure, therefore, it is imperative that it provide, 

for sufficient money to enable the company to carry or1 operations. Although the 

estimate of the capital that will be neecled may turn out t o  be substantially 

correct, an error may be made in the dete~miinntion of how this capital should be 

niobilised. Generally speaking a stock issue will not cause a company to fail, but 
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a bond i s s ~ ~ e  may d o  su. The compally is n o t  oWigpfed t o  pay dividends V I I  the 

stock or to repay the principal. But both the interest and principal of the bonds 

must be paid regardless of the e a r ~ ~ i ~ i y s  or else bond holders may take legal sleps 

to loreclose the enterprise. 

An impotbnt item added t o  the capital of a going concern is retamed 

earnings. Companies which have been in existence for many years can make the 

same kinds of errors in deterrning their capital structures a s  can the promoters of 

a new and untried business. Generally speaking most fitms are  f o u ~ ~ d  t o  become 

more conservative in their capital stmcture as they mature. This is clue primarily 

to the buildup of r e t a i~~ed  earnings. 

Different factors like the state of capital market, the nature of tx~siness, 

trchnology adopted, stability of earnings, credit standing and the attitude of the 

management influence the way in which capital is structured. Of all these factor>. 

the dtlitude of management playsan important role in shaping the capital 

structure. When the firm has strong desire for assured dnd exclusive co~itrol. 

preference will have to be given to borrowing lor mobilising capital in order to be 

assured of continued control. O n  the contrary, if the fimi does not want to 

assume risk it will not prefer issuing of bonds or debentures which nidy plunge 

the company into greater risk, and endanger its position. The experienceid litmi< 

which feel rclativc~lv st,curcd and bclicwe in t lu~ kwrage  principle will r t w r l  lo 
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higher level of borrowing in an attempt to improve the firms' earnings. 

The attitude of management towards capital structure vary from region t o  

region. It is often said that the South Indian Enterprises (SIE) are conservatives 

and are v e y  particular about their total control over their enterprises. And I ~ I I L ~  

they very sparingly issue additional equity for fear of losing control. At the same 

time they also use a lesser debt capital as they don't  want t o  assume tile risks 

associated with borrowing. They follow a conservative policy of dividend 

disbursement to enable the retained earnings to build-up over the years. 

In contrast, the North lndian Enterprises (NIE) are believed t o  be dynam~c 

and highly professional. They are not that much control conscious m d  are 

prepared to go  for frequent public issues of equity. At the same tlme they are 

also prepared to take a higher degree of financial risk and mobilisc a higher 

proportion of debt. T o  attract more number of investors in the company, they 

follow a liberal policy of dividend disbursement. 

The corporate scene in the county  is undergoing many changes after t11e 

liberalisation of Indian economy. Aggressive new faces are surging ahead. The 

new breed is willing to grab oppor tuni t i~ ,~  where they exist. Rut  'the 

c!stablished industrial houses of the south arr  still conservative. The SIE are 

miffed; the big deals are passing them by. They don't exploit the opportunitics 



around while the rest of Llw cou~ltry is surg11lg died " 

Geographically the big industrial houses of the south are concentrated in 

Tamilnadu, one of the earliest states to  industrialise. Andhra Pradesh, is at a 

transitory stage where landoweners are gradually moving into industry. The m a j o ~ ~  

players in the south are TVS, Amalgamations, TTK, TI, Lakshmi and SPlC. 

These are all financially so~lnd groups with excellent reputation, good marketing 

and dealer networks and proven management capabilities. Yet they fight shy of 

realising their full potential. They appear to be terrified of moving out of their 

narrow grooves. Given a choice, the SIE would rather think and remain small, 

and a Rs.100 crore project proposal gives them sleepless  night^'^. 

S~lndaram Claytoll Ltd, was establistied to manufacture automotive air 

bl-akes and went illto illoped ~~la lu fac tu re  i n  198:3. Sundaram Clayton pro~lwtetl 

TVS S L I Z L I ~ ~  in collaboratio~i with Suzuki of Japan to manufacture two wheelers. 

Two projects in electronics (Rs.78 crores) and appliances (Rs. 32 crores) that 

Sundaram Clayton had subsequently taken up were considered extremely daring 

ventures by South standards. The Lakshmi Machine Works (part of the Lakshnli , 

Group) put up a machine tool plant at a cost of Rs.30 crores. The  Sakthi group 

had expanded its sugar capacity at a cost of Rs.28 crores and set up an 

integrated soya project of Rs.21 crores. 



h 

'All very co~isetvat~ve sums and sizes. L Ldkshnwn, of the Rane group of 

Madras [manufacturers of auto ancilaries), an uriabashed believer in g o d  old 
' 

fashioned consewatisln says, " I  dont't believe that one  has to launch a blg project 

to demonstrate that one  is doing a big job. W e  are well aware of our strengths 

a d  weaknesses and believe in sticking to our knittingJ N.Sankar of thc Sonkdl- 

group feels the same way. "Growth for growth's sake is not necessarily a good 

thing,ultin~ately it's the bottomline that is important. I would rather have a Rs.50 

crore ttunover and R s . 5  crore profit than be large and shaky." 

'The considerations perhaps go deeper. The fear of size stems from thc: 

obsess~on with retaining shareholding and an u~lwilling t o  expose themselves to 

a wider- pattern of slldrcholdiny. The SIE are pertified of losing control. They're 

terribly c a u t i o ~ s ,  no doubt. The hectic activity in the capitol markets has cr-eded 

few ripples in the South. Between January ad December 1988, public issues 

w o ~ t h  Rs.152S crores were made country wide. Of this, South based issws 

amounted t o  Rs 18 crores,a figure smaller than that of a single medium sizcti 

issue in Bombay. "Then there is the tendency to stick fanatically to the i ~ o r ~ u ,  

g ~ o u n d .  The industrialist i l l  Coir~hatore  d o  not w m t  to venture into Madras ,IIL 

tl~ose w l ~ o  are based in Madras feel that they have travelled far when they cross 

the borders t o  neighbouririg Andhra or Korliataka", says a source from a fi~iancial 

institution. The NIE d o  not share these inhibitions. The investment opportunities 

are limited in the south business houses, since they arc circumscribing themselves 
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with unwillingness t o  expand thvir geograph~cal horizons. They &ould slrudder at 
I 

the vcty thought 

'Ironically, almost all major SIE were inth~strial poineers. The sixties was 

their decade. The TI group was the first to nimufacture bicycles and Enfieltl 

motor cycles. Standard Motors dared t o  make automobiles from a tiny base. The 

auton~obile component industy was concentrated largely in Tamil Nadu. At one 

time Madras was kr;awrras the Detroit of India. The textile industy flourisl~ed i r ~  

Coimbatore. But today, although 30 per cent of the county 's  cotton spinning 

capacity is in Coinibatore, there are no  well known brdnded textiles from the 

South. Nor has Combatore moved away from cotton spinning. From none of the , 
big houses has emerged a giant Indian Company."' 

The present research work was taken up t o  verify and to provide factual 

information on the n ~ y t l ~  that the South Indian Enterprises conservatively dosig~r 

their capital structure and the North Indian Enterprises look at their capital 

stn~cture profc.ssionolly. The present rcsrarch work is the resl~lt of s ~ ~ c h  a n  

c~~ticulation and it d t e n ~ p t s  to u~lveil the i~iytlr. 



0 bktives of&e_Study 

' Thc study was L I ~ J ~ I - t o k e n  with the specific ol>jectives of 

a. analysi~rg t h ,  c.,>l)itaI stn~cture and fi11~nci~11 pcrforn~ance of i ~ d ~ ~ s t ~ i , ~ l  

enterprises in sonth lntlia. 

b. analysing the capital structu~e ~ I I J  fina~lcial performance of industrial 

enterprises in north India. 

c. finding out variation between SIE and NIE in terms of capital structure and 

financial performance. and 

d.  verifying the myth that the SIE arc conservative. 

%_ope of a e 5 t u d y  

The study had been i~ndertaken to unve~l the myths about the att~tudes of 

SIE and NIE towards mpital structure. The myths primarily concerned about thc 

qi~antum of equity, quantum of debt and dividend policy of both S1E and NIE. 

While the SIE were belieuvci to cm~ploy lesser q ~ ~ a n t u m  of equity, f e a ~ m g  loss of 

control; lesser quantn~ll of &bt fearing financial risk and a conservative divitlencl 

policy to build-up cost-free retained ea~ninys .  The NIE were believed to have a 

~cnpital structure policy exactly opposite t o  that of SIE. The scope of this study 

is limited to verify these nlyths. For the purpose of such a verification. datil ( X I  

capital structure and financial performance ai  saniplc, enterprises were callcctvd 

for a period of 5 years from 1989 - 90 to 199.3 - 94. This period is significant 

for the business and in(lustria1 enterprises in the country due to the cha~lgei. 



witnessed after the liberalisation of the Indian econonly. 

METHODOLOGY 

For the purpose of the present study b~~s iness  enterprises were broadly 

n classificd in,to two categories, North Indian Ente~qxises and South lntlian 

Enterpl-ises. Each classification was fl~rther categorised in t o  seven groups, viz.. 

alltomobile industy, cement industy, chemical industly, e ~ ~ g i r ~ e e r i n g  industy, 

paper industy,  sugar industry, and textile industy. Companies registered in Tamil 

Nadu, Kerala, Karnataka. Andhra Pradesh and Pondichey and listed in Madras 

Stock Exchange were taken as South Indian Enterprises. Slnce Maharashtra and 

Gujarat had the largest registration of companies, those registered in these two 

states and listed in Bombay Stock Exchange were taken a s  North Indian 

Enterprises. As the prime objective of this study was t o  analyse the attitude of 

business enterprises towards the capital structure and a s  there was a belief that 

attitude differed from one person to another person based on their r eg ion i  

affiliation. e x t r ~ m r  care was tilkcn in finalising the samples for the purpose of 

the study. Companies promoted and managed by North Indians but registered in 

South lndia were excluded from the category of South Indian Enterprises 

Siniilar?~ companies promoted and managed by South Indians but registered 111 

Ncsrtii India were cxcluclcd fl-om the category of North Indian Enterprises. l'hcj 

population for the purpose of the present study was identified after exercising this 

care. A sample of 100 companies anlong the short-listed population of Soul11 



Indian Enterprises and another 100 samples of North Indian Enterprises from the 

short-listed p o p d i t i o ~ ~  of tlial segment wcw si.l(!cled by using the proporlior~ate 

stratified random sampling technique. The randomness of the sarnples were 

ensured by adopting the procedure of selecting the kth item from the popda t~on  

with a random start. The number of identified population and selected samples 

are given in Table 1.1. 
I 

Tabk 1.1 

SI.No. 

1 

7 Textile 61 2 4  61 29 
Industry 

2 

3 

4 

5 

Total 25.3 1 0 0  2 1 0  100 

lndust~y group 

Automobile 
Industn, 

6 Suqar lndustw I 18 9 

Cement 
Indust~y 

Chemical 
Industry 

Engineering 
Industry 

Paper Industry 

North Indian 
Enterprises 

Population 

8 

-- 

South Indian 
Enterprises 

16 1 6 

Sample 

3 

Population 

9 

8.3 

57 

2 0  

51 

50 

8 

Sample 

4 

.3 3 

23 

6 

2 4  

2 4  

4 



I. , .. - - 
Data on capital structure and fina?d&&$f&mance were collected from 

sc~condaty SOIIIXI~S likt, tlw (lirc,ctories of Ron\l),lv and Madras Stock Excii,l~rqc~s. 

Reports of Centre for Monitoring Indian Econoniy, and the Data Rank of 

Institute of Financial Management and Research. Appropriate infornmtion 011 

the samples were also collected from other secondary sources like financial 

journals, Business magazines and books. Report of Financial Performance 

Analyses carried out by Reserve Bank of India and Development Banks like IDBI. 

lCICl and IFC were also extensively sourced. The Researcher also had fruitful 

and comprehensive discussions with senior faculty members of Indian Institutc, 

of Technology. Madl-as; Institute of Financial Management and Resea~-<l~.  

Madras; University of Madras; Bharathiyar University, Coirnbatorc; and 

Bharathidasan University, Tiruchirapalli which helped the researcher to widen his 

knowledge on the problem and to perfect the methodology. 

Ratio analysis and variables related to capital structure like weighted 

average cost o f  capital and value of firm, were applied to  analyse the capital 

s t ruc t~~re  and finanrial pcvformance of thc, san,plt, c.ornpanies. The f o r n ~ ~ l ~ , ~ ,  I I S L Y ~  

for analysing the collected data are give11 i l l  Appendix i . Swell  scts of 

hypotheses were framed and tested to verify the myths about the attitutes of SIE 

towards capital structure decis~ons. The details of the framed hypotheses anti 

model applied for testing the hypotheses are given in Chapter V. 
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L n m f  the Sb& I 

The findings of the study are hoped to throw more light on the influence 

of management attitude on capital structure. The study is also hoped to provide 

an indeptli iderstanding of capital structure decisions by comparing South Indian 

Entcrpl-isvs (Slt) will1 North Indian Enterprisvs (NIE). The stialy g < , i ~ r  it.; 

importance from the spread of equity cult and the rapid development of 1rldiil11 

Capital Market. 

Limitations of- the Shl& 

The researcher had taken all the necessary steps to carry out the researi~h 

flawlessly. However, the data and information published by various 

organisations, which were collected and used for this study, might have some 

defects i n  i t .  The Researl.her had no facility to identify and remove the dc~fects 

in the published data. 

Tlie Re~e~ilclicr codtl 11ot meet or cont~1c.t the executives of s<111ipI(~ 

organisations to get to know more about their style of decision making on matters 

relating to capital structure due to time constraints. Had this been done, the 

results of this stildy would have been still niore useful. 
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Chapter Sclwnw 

The i-c~po~t of tlw skdy is organiscd illto six Chapters including I I I < ,  

present first Chapter wll~ch presents the object~vcs of the study, n l e t h d ~ l o ~ y .  

scope, importance and h i t a t i o n s  of the s t ~ d y  A review of the relevant 

enipirizal studies is presented in the Second Cliapter. The Third Chapter 

contains the analysis of cap~tal stl-uctul-e and financial performance of 5011th 

Indian Enterprises. AII analysis of capital structure and financial performance. of 

North Indian Enterprises is presented in the Fourth Chapter. 

The Fifth Chapter compares t he  capital structure and f i ~ ~ a ~ ~ c i i l l  

performance of Suuth Indian Enterprises with that of North Indian E~ltcrlrises. 

The hypotheses franied on the myths are tested and interpreted in this Chapter 

A sununary of conclusions is presented in the Sixth and final Chaptcjr~ 
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