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EDITOR'S PREFACE

The question of the industrial development of this country
has been in the forefront since the policy of discriminating
protection was adopted. Rapid changes in industrial activities have
occurred in the leading countries of the world which affect us
directly or indirectly. In spite of differences of views regarding
the exact method which may be adopted for bringing about the
growth of industries in this country, the fact that such a growth
should be brought about is accepted on all hands. The growth of
industries in other countries has led to many problems both of
policy and organisation, and the economic history of these
countries is full of lessons from which those like us who come
later in the field may profit. It is in the fitness of things there-
fore, that a systematic stody of the different aspects of this
problem be made with a view to form correct ideas for the ordered
growth of industries, and the removal of difficulties and obstacles
as far as possible.

Some effort in this directioa has been made in this series. In
a former volume entitled ‘The Growth of Trade and Industry in
Modern India,” an’ introductory survey of facts relating to the
principal industries in the country was made. This prepared the
way for the consideration of the question of industrial policy
which was discussed in another volume namely, ‘Industrial policy
of India with special reference to Customs Tariff.” It was indicated
in the Preface to the latter volame that the forward industrial
policy, which was advocated therein, would mnot by itself be
sufficient to develop industries in the country. It was necessary
along with such a policy to solve problems relating to the
organisation and finance of industries. These problems have
attracted great attention in recent times partly in the form of
investigations by the Banking Committees, and partly in the form
of legislation, which has brought about important changes in the
Companies Act.

The present volome aims at the discussion of questions relating
to the organisation and finance of industries. The aathors have
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approached the question in an unbiassed manner, and have not
hesitated to point out defects and suggést radical remedies. The
impression is easily formed that while we insistently ask the State
to help by adopting a forward industrial policy, we should at the
same time be prepared to put our house in order by removing all
those weaknesses and deficiencies which have crept into our
industrial organisation. Some of these can be removed only by
enlightened public opinion and by improved methods on behalf of
those who are in charge of industries. It is to be expected tbat in
view of the general awakening in the country for economic
progress, greater interest will be taken in problems of this nature, .
which otherwise become the concern of the few.

The present work in its original form was done in the form
of theses for the M. A. degree of this University by Messrs. D. R.
Samant and M. A. Mulky during the years 1930-38. The material
of these two theses was subsequently co-ordinated for the purpose
of this volume. While this was being done Dr. P. S Lokanathan’s-
book on ¢Industrial Organisation in India,” was published in 1985.
Though the general object of Dr. Lokanathan is similar, his
approach and emphasis on different aspects of the. problems are
different. He is more concerned with the organisation of industries
and less with their financial problems. He devotes considerable
space to the managing agency system, to describe which, he draws
largely on the experience of certain European houses working
mainly in Calcutta.. The object of the present volume is wider,
because while it. gives ‘'due consideration to the problems of the
managing agency system, it comsiders other equally important
allied problems both of finance and organisation. It also discusses
the position of small industries which does not find place in Dr.,
Lokanathan’s work. These observations are made not with a view
to criticise Dr. Lokanathan’s wark, but to point out the differences
in the treatment of the two volumes, and the fact that the
material part of the work was done before Dr. Lokanathan’s
volume was published. .«

The co-ordination of the work of Messrs. Samant and Mulky,
and its revision for the press was unfortunately delayed becaunse of
the absence from India of Mr. Mulky, Mr. Samant had therefore,
to undertake the greater amount of responsibility in this connection.
So far as the actual division of work between the two authors is
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concerned it may be mentioned that chapters I—V, VII and VIII
are written by Mr. Samant and chapters VI, IX, X and XI by
Mr. Mulky. Advantage has however, been taken of this delay in
incorporating in the book an appendix giving a survey of
important changes in the Companies Act, which affect the
organisation and finance of industries in India. Mr. Samant is
responsible for the appendix.

It may be added that academic workers writing on subjects
of practical importance have naturally to depend on the co-operation
of the men of affairs not only for information but also for that outlook
which is born of experience. Though efforts were made to obtain
such co-operation in writing this work, they were not always
successful. It is to be expected that those in trade and industry
take a broader view of things, and de not discourage such efforts,
because the systematic study of their daily work, is bound to be
beneficial to all concerned.

C. N. Vakil,
School of Economics & Sociology,
University of Bombay.
15th January 1937.
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CHAPTER I

THE GROWTH OF INDUSTRIAL
ENTERPRISE

INDUSTRIAL ENTERPRISE BEFORE AND AFTER
THE INTRODUCTION OF MACHINERY

The processes of production and distribution which existed in
the days previous to the introduction of large-scale production
did not necessitate much enterprise on the part of the agents
rendering these services. Production in those days was carried on
on a small scale, mostly to order. In the field of distribution, no
doubt, there existed a mercantile class; but the merchants of
those days were catering for a limited market and consequently
their business did not involve great risk. These conditions have
changed since the introduction of machinery and the consequent
changes in the scale of production. The market for such produc-
tion naturally became widened; and the wider the market the

~more uncertain are its conditions. It is a risky thing to produce
for an uncertain and an indefinite market. Thus the risk in pro-
duction increased along with the scale of productnon

"This risk increased in another direction also. As the scale of
production increased the amount of capital required to carry out’
such production also naturally mc;éiged ‘Such large amounts
of capital could not be supplied by a single individual or even by
a small group of individuals. The necessity of funds in amounts

- which were beyond the capacity of a few individuals brought with
it certain forms of organisation which made it easy to raise funds
from a large number of individuals. As it was impossible for such
large number of individuals to manage the concerns financed by
them, the actual _management had to be left to a chosen
few. To hand over one’s own funds to the management
of others involves risks and hence necessitates a greater
enterprise on the p: part of the suppliers of such funds, than
on the part of the capitalists who manage their own con-
cerns. Of all the forms of business organisation which were

1



2 INDUSTRIAL ORGANISATION AND FINANCE

introduced in order to facilitate the supply of funds from
a large number of investors, the most common and popular is the
public joint-stock company or corporation with limited liability.!
This form is followed so extensively in the field of industries,
.even in our country, that the consideration of its progress gives
a fair idea of her industrial development.

SOME CHARACTERISTICS OF INDIAN ENTERPRISE

The joint-stock organisation was first introduced in _India
during the early fifties of the last century. The first company was
started by some Scotch businessmen to conduct a _jute mill.
Indian businessmen too, were not slow in adoptmg this
new form of organisation to their own business. Soon after this,
cotton mill companies were started in Bombay by. Indian_ busi-
nessmen. It must be admitted here that the Introduction of cotton
industry was more or less in imitation of the jute industry. Both
of them were textile industries, and besides in the ¢ase of cotton
the raw material and the market already existed in India. The
risks undertaken by the promoters of these industries thus were
not great. They were not treading unknown and uncertain paths.
A great deal more of enterprise would be necessary to start
at hand and which also involved competition with forengn manti-
facturers. We still lack in industrial enterprise of this nature.

As a result of this weak point, Indian businessmen restricted
themselves, till recently, mostly to cotton industry, The other
industries, therefore, passed into the hands of the foreigners. The
industries other than cotton, such as jute, tea, coal, oil, etc.,
were started and developed by British enterprise and capital.
The general tendency of British enterprise was to start and

IMr. G. D. H. Cole describes the importance of this form of businese organi-
sation in the following terms. ¢The modern capitalist age is the age of joint-stock enter-
prise, and ity ding achiev in isation is the joint-stock
company. Wherever eapltalmn appears and develops, lhe plnt-uuk system develops
with it. There are diffe in the pany laws of the various capitalist States, and
some of these differences are important. But everywhere the cosential institutions, by
whatever names they may be called and however they may differ in secondary
characteristics, are fund:mennlly the same. The joint-stock company, or corporation,
is a8 tral and repr ive an institution of the capitalist world as the craft or
merchant gild was of the medieval economic system.™ ¢Studice in Capital and Invest-
ment ” Edited by G. D. H. Cole, p. 58.
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develop such industries as were not likely to compete with British
manufactures. We therefore, find that the foreigners restricted
their activities to such industries as jute, tea, coal, oil, etc.
Indian coal being of inferior quality did not affect the market of
_ British coal. Leaving aside this limited field of manufacturing
activities, the English as well as the Indian businessmen were
mainly engaged in commerce. They did the business, of import-
. ing foreign manufactures and exporting raw produce from India.
Industries as such, therefore, made a slow progress during the
last century. - )

INDUSTRIAL POSITION IN PRE-WAR DAYS

In 1901 there were in all 1400 companies with a paid-up capital
of Rs. 37 crores. The average paid-up capital of these companies’
amounted to slightly over 2.5 lakhs per head. The size of the
concerns floated in those days was thus small. Out of these 37
crores, 12 crores were invested in cotton mill companies, and 2
crores in industries subsidiary to the cotton industry, such’ as
ginning and pressing factories.- Thus nearly 40 per cent. of the
total capital investment was taken up by the cotton manufactur-
ing industry. Jute, tea and coal among themselves employed
6 crores. These three industries of course had grown to far
greater dimensions than indicated by this figure of capital invest-
ment. A large number of companies engaged in them were floated
and financed in England and therefore their capital accounts are
not included in the above figure. Indians so far had no hand in .
these industries, whose development was wholly due to foreign
enterprise and capital. Besides this, European enterprise had
developed the oil industry of Burma. But Indian enterprise
made no progress beyond the cotton textile industry up to the
beginning of this century.

Some new industries, the most important being the iron and
steel and cement, were introduced during the pre-war years. The
iron industry had made a great progress in India in early history.
Long before the Christian era, and that for many centuries,
India was an important iron manufacturing. country. Even as
late as the end of the eighteenth century, India used to meet her
own requirements of the metal and even used to export though on

1



4 INDUSTRIAL ORGANISATION AND FINANCE

a diminishing scale.! The art of iron making was however
steadily progressing in Europe, and iron and steel took their place
among the manufactured goods which India began by degrees
to import. This increasing import of machine-made cheap mate-
rial caused the complete disappearance of the old iron industry
of India. The fact that ample supplies of the raw material neces-
sary for this industry existed in India gave an impetus to foreign
enterprise to revive the old industry on new lines. Attempts in
this direction were started as long ago as 1830, though they did
not meet with any visible success until the end of the last century
when the Bengal Iron Company under the management of
Martin & Co. of Calcutta started the manufacture of pig iron on
systematic lines. But the world no longer uses pig iron to any
great extent in its unrefined form. In order to satisfy modern
requirements, far the greater part of it must be converted into
steel. Attempts were made on a small scale to manufacture steel
but this did not meet with success. The first concern to manu-
facture steel on a large scale was the Tata Iron and Steel
Company started in 1907.

The manufacture of Portland cement in India was commenced
in Madras in 190o4. But it was not until the year 1912 that a real
ampetus was given to the industry, and by 1914 three factories
were established, which, collectively catered approximately for
one half of the annual Indian demand.

The third industry that was growing in dimensions during this
period was that of supplying electricity for power and light. But
electricity in those days was generated on a small scale at differ-
ent places each with a steam station of required dimensions.
Hydraulic works for this purpose were first started at Mysore
with State enterprise. The development of this industry like that
of the steel industry” was left to the enterprise and business
acumen of the Tatas. *

Leaving aside the beginning of these industries, the old
industries on the whole showed a good progress during the pre-
.-war years of this century. The total paid-up capital of joint-stock
" companies registered in India rose from 36 crores in 1901, to 76

1 See for instance the article contributed by Sir N. B. Saklatwala to the Industrial
Supplement issued by the ¢ Times of India’ in 2933.
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crores in 1913. Thus the total mew investment in joint-stock
companies in these thirteen years was more than that of the pre-
ceding forty years. The progress shown by the above figures
was mainly due to the expansion of the old industries such as
cotton, jute, coal, tea and vil. Banking business had also made
some progress in those years. These six branches of business
employed nearly 30 crores out of the total addition of 40 crores.
This .shows that industrial enterprise was almost inactive outside
the old industries. Even in these, all, except cotton, owed their
existence to foreign enterprise.

While reading these figures one important point must be
remembered that they do not represent a complete picture of
Indian industrial progress. From the very beginning a very large
part is played by foreign capital and enterprise in the industrial
progress of India. Besides the companies which are registered
in India, though financed and managed by foreigners, there is a
large number of companies registered outside India but working
in India. In 1913, for instance, there were 579 such companies
with paid-up capital of /4200 millions or Rs. 300 crores. The
average paid-up capital of these companies comes to Rs. 50 lakhs
per head while that of the Indian companies, i.e. companies regis;
tered in India, comes to only 3 lakhs per head. The industrial
enterprise in India was thus still limited to small ventures only.

WAR AND POST-WAR BOOM PERIOD

During the war period Indian industries underwent a great
expansion. On the one hand they were freed for a time from
foreign competition, and on the other, the demand for their pro-
ducts had largely increased owing to war agtivities. As a result of
this expansion the total paid-up capital of Indian registered joint-
stock companies rose from 76 crores in 1914 to nearly 100 crores
in 1918,

In 1918 the war ended and there came the boom period which
brought with it feverish industrial activity. Industrial enterprise
was never so active in India as in those days. The period 1919 to
1928 is the most interesting decade in the history of industrial
enterprise in India. During the first three years, 1919, 1920 and
1921, on an average goo companies were registered every year.
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On the whole 7,000 new companies were registered during these
ten years. Unfortunately the industrial activity of these years was
without proper foresight and without sound bases. As a result of
this the years of phenomenal activity proved to be the years of
phenomenal failures. There were 3,000 companies working in 1g19
and 7,000 new companies were started during the following ten
years. But in 1928 there were only 6,000 companies working.
Thus about 4,000 companies went off the register during these
ten years. The total loss of capital on these wound up concerns
amounted to about 64 crores.

The industrial activity of the boom years show that industrial
cnterprise in the sense of willingness to invest in industries has
made a great progress in recent years. On the other hand the
large number of failures show that this enterprise lacked proper
guidance. And the investors had to pay during such short period
to the tune of 64 crores as a penalty for this unguided industrial
activity.

PRESENT POSITION

According to the latest statistics published by the Government
of India, the total paid-up capital of all sorts of Indian companies
in 1932 amounted to Rs. 270 crores. Out of this Rs. 29 crores
were taken up by financial companies such as banks, insurance
companies, etc. Nearly one-fourth of the aggregate paid-up
capital was invested in mills and presses, chiefly for working
cotton, jute, wool and silk. The transit and transport companies
accounted for a paid-up capital of about Rs. 22 crores, and the
plantation industry for nearly 16 crores. The rest, amounting to ~
about 96 crores, was taken- up by trading, public service,
coastruction and minor manufacturing concerns.

The important part played by foreign capital in our economic
organisation will be clear from the following facts. The companies
incorporated outside India but working in India, of which returns
were available, numbered 906 in 1932, and their capital invest-
ments including paid-up capital and debentures amounted to
nearly £882 millions, which according to the present rate of
exchange amounts to nearly Rs. 1200 crores. This is a large
figure as compared with the capital investments of Indian con-
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cerns. The capital resources of an average foreign concern amount
to Rs. 130 lakhs per head. The foreign concerns are engaged in
all sorts of business; there are railway companies, tramway
companies, tea companies, jute companies, insurance companies,
navigation companies, banks etc. These banking, insurance and
navigation concerns, of course, work in other countries also. In
addition to these concerns which are started and financed in
foreign countries, a very large proportion of the capital of com-
panies started in India has come from the pockets of foreigners.
It is thus clear that quite an insignificant part is played by indi-
genous enterprise and capital in the industrial activity of this

country.

SHORTCOMINGS OF INDIAN ENTERPRISE

This brief survey of industrial progress shows that India has
failed to keep pace with the economic progress of the world. She
showed lack of enterprise when other countries like Germany and
Japan, the economic conditions of which were in no way better
than hers, were making rapid progress. During this period India
remained satisfied by merely exporting her raw produce and
importing foreign manufactures. The complete indifference on the
part of the State and lack of enterprise and ignorance on the
part of the people, made India a large market to purchase raw
materials from and to sell manufactured goods in. Now when we
are trying to develop industrial enterprise, we find that owing to
keen foreign competition we cannot make use of ouf enterprise
with success. In those cases where protection is available by
design or accident, Indian enterprise now readily comes forward
to take advantage of it. The recent growth of the cement, match
and sugar industry amply testifies to this. To-day not the lack
of enterprise but the lack of opportunities or openings seems to
be the main cause of our industrial backwardness. Whenever any
opportunity of profitable investment of capital is presented it is
not lost owing to lack of enterprise. On the other hand we find -
that difficulties are created by over-investmeant.

+ The indigenous industrial enterprise still evinces one short-
coming, viz. lack of ingenuity and foresight. With the exception
of the Tatas, Indian industrialists have not taken to any notable
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extent, to industries beyond the cotton, and we might say, the
sugar which, of course, is of quite recent growth, But the cir-
cumstances were so favourable for the growth of the latter
industry that it implies no ingenuity or enterprise of any great
extent. With ample raw material, wide home market and re-
stricted foreign competition owing to high import duties, it is
no wonder that the industry developed. In normal course this
industry will shortly be over-financed, and again there will be a
halt, which may continue till similarly favourable circumstances
are created for investment in some other industry. The real
industrial ingenuity lies in creating new wants and- supplying
them, and the real industrial ability lies in facing fair competition.
We cannot claim credit in either of these spheres. Our industrial

venterprise is mostly of imitative nature. If a certain industry is
found to be profitable, we go on investing in it to such an extent
that at last it becomes over-financed and unprofitable. In the
hurry of imitation, we completely disregard even geographical
factors like the distance between the source of raw material and
the place of manufacture or the place of manufacture and the
expected market. The blind imitation of old undertakings goes to
such an extent that many times the same location is chosen for
new factories. The disadvantages that the cotton mills in Bombay
suffer as compared with the up-country mills are due to this
defect. The difficulties in which the cement industry had once
found itself were also due to the same defect. When it was found
that certaip cement factories were making good profits some
new factories were started in close proximity to the former ones.} -
The promoters of new factories did not realise that the adjacent
factories must operate in the same markets. This led to devastat-
ing price-cutting which involved the industry in heavy losses.
Cement, being a heavy article, becomes very expensive to carry
to distant markets, and consequently the price becomes unecono-
mic and prohibitive to the consumers.

Before starting a new enterprise, it is quite essential to consider
the effect of the quantity and variety of the proposed product on
the expected market. If the proposed addition of the particular
variety of the product is likely to glut the existing market

1Cf. The article on Cement Industry in the Industrial Supplement isued by the
Times of India in 1933.
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the promoters of new enterprises must either change the
variety or explore the possibilities of extending the market
for the same variety. An extension of the existing market
may seem impossible to some but how this can be achieved
may be seen from the example of the cement industry.
Mention has already been made of how this industry was once
suffering from the evils of over-production. In order to free the
industry from the evils of over-production, the cement manu-
facturers came in close co-operation and formed the Indian
Cement Manufacturers’ Association. The removal of internal
strife, made possible an active concentration upon measures to
- increase the demand, and following American and European
practice a Bureau was established in 1927 which is known as the
Concrete Association of India. During its short existence this
Association came to be known throughout the length and breadth
of India as the source and origin of the latest information avail-
able on the uses of cement for any one who desires it. The objects
of this Bureau are to assist by educative and other means, all
users and prospective users of cement. The services of this
Bureau have the desired effect, viz. increasing the demand for
cement.

NECESSITY OF INDUSTRIAL COMBINATION

The days when we could manufacture for ready markets free
from competition have long been past. We must either replace the
present suppliers or create demands and markets for our manu-
factures. In order to oust the present suppliers we must be more
efficient than they are; we must be able to produce the goods at
lower costs and sell them at lower rates. It is 2 well-known
theory of industrial organisation that the cost of production
decreases as the scale of production increases. Production in
India is carried on on much smaller scale than in other countries.
The average capital of a joint-stock company in India comes to -
only four lakhs. With such small and independent units of pro-
duction it is difficult to compete with other countries with their
countrywide organisations. They have organised their manu-
factures and sales on such wide scales that they are able to
reduce the overhead charges to a minimum. This tendency to

2
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combine is not restricted to political boundaries; international
cartels have been growing in importance and number especially
since 1926. These combinations are often able to dictate their
own terms to the world-market. If we wish to replace such
competitors we must try to increase our efficiency and decrease
our costs.

One of the ways of achieving this, and the most important one,
is to widen the dimensions of business units by organising cartels
on the lines of our competitors. There is a time-honoured com-
plaint against such combinations, that they tend to become
monopolists and try to regulate prices at the cost of the
consumers. But this argument has been proved to be false by the
recent growth of industrial combinations. The aim of the modern
combinations is not to regulate prices but to reduce costs. A
newly developing country like ours being faced with keen compe-
tition on all sides cannot have regulation of prices as the aim of
industrial combinations. This can only be possible under a high
protective policy, but as our Government is following the policy
of discriminating protection and is aiming mainly at keeping
industries alive, we need not fear that industrial combinations
will mean an unnecessary burden upon the consumers. They will
only help us to keep pace with our competitors. A really efficient
industrial combination is able to achieve a greater economy in
many directions.! Industrial combinations will prove of special
advantage in India so far as they will be in.a better position to
influence the Government as regards tariffs, store-purchases, etc.

This short survey of our industrial progress shows that the
part played in it by indigenous capital and enterprise is very
meagre. The industrial activity of this country, meagre as it is,

1Dr, Hermann Levy gives the following long list of the economics of industrial
tombinations. ¢ This, (i.c. economy) especially appiies,” he says, ¢to a better and
teadier supply of material, unification of buying departments and staffs, bulk instead of
letail purchue, greater opportnmty fot comparison nnd lelectlon, cheaper credit and

betrer d of p standardi of ials, specialisation of
product lmpmemenl in _plant, m of by-products, equalised distribution of work,
juality, P ification of selling departments and staffs, extension of
txport trade, collective ldvenmng, lower costs of dmnbunon, fewer tmddlemen, inter-
thange of data and exp dardisation and i hange of costings, collection
ind dissemination of trade lunmcs, promotion of scientific and technical research,

d ioa of problems, which may be affected by the economic policy of the

State, etr.,. ete."”
Industrial Germany by Dr. Hermann Levy, pp. 301-203.
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is mainly in the hands of the foreigners being initiated, managed
and financed by them.! One important point to be borne in mind
in this connection is that the industrial backwardness of this
country is not an index of available capital resources or enter-
prise. All the commissions and committees that have investigated
the problem of capital resources of this country have come to
the conclusion that the country is potentially rich in this respect.
And this is verified on different occasions. During the ten years,
for instance, from 1913-14 to 1923-24, the period of financial
activity, the Government rupee loans increased from 145 to 358
crores, and the paid-up capital of joint-stock companies from 8o
to 254 crores, a net increase of 387 crores.? Similarly the ease
and cheapness with which the Government and semi-Government
bodies are able to borrow, and also the abnormally low rate of
interest prevailing at present indicate plethora of capital re-
sources. Industrial enterprise too is not now so very lacking as
it once was. This is well evinced by the industrial activity of the
post-war boom period which, misguided though it was, clearly
shows that industrial enterprise in the sense of readiness to invest
in industrial schemes is not lacking in India. Even to-day an
enterprise promoted by well-known businessmen scarcely finds it
difficult to raise the necessary capital. The fact is that willingness
to invest in industrial enterprise is not now absent as in former
days; only the investors must feel that the enterprise is a sound -
one. They have, of course, their own ways of estimating the
risks. But this means that if we can reduce the risks in industrial
investments and make the investors convinced of this the supply
of capital to industries will largely increase. If we wish a speedy
industrial progress we must try to create such conditions that it
will be possible to put the available resources to the greatest use.

¢ Nevertheless, a not inconsiderable amount of capital invested in Indian
Industries is otill non-Indian. The result is that the control and management in the
case of some of the important industries are cven now in the hands of non-Indian firms.”
Centnal Banking Enquiry Committee Report Vol. I part I para 332.

2Sce the reports of the Industrial Commission (1918), the External Capital
Committee (1925). The Central Banking Committee, and also our chapter on the
Capital Market,

3Cf. The E 1 Capital C. ittee Report (1925) para 8.

QC



CHAPTER 11
SOME PROBLEMS OF ORGANISATION

IMPORTANCE OF JOINT-STOCK ORGANISATION
FOR INDIA

There are three main forms of business organisation classified
according to the way in which the ownership of the enterprise is
held: (1) The individual owning his own business and managing
it himself; (2) a group of owners working together under some
form of partnership agreement; and (3) the impersonal owner
the company or corporation standing between the business and
the individuals who have various kinds and degrees of claims
upon the business. The last being the most complicated and the
most important of the three will be considered first.

The company form of organisation is employed by all big
industrial establishments, and if we wish a speedy promotion of
industries in India we must try to encourage and popularise it. It
is the only form of organisation that will enable us to raise the
enormous amounts of capital necessary for present day industrial
establishments out of cur small savings scattered throughout the
vast country. Besides, most of our wealth is due to agricultural
or non-industrial activities. A very small portion of our total
wealth is due to industries of the modern type. Capital resources
and business ability to organise industries on modern lines, there-
fore, cannot be found together in India, and hence the necessity
of a contrivance to make, what capital resources we possess,
available to those who possess business ability. This can be
achieved only through joint-stock organisation. It will enable us
to increase the efficiency of our small capital resources by passing
them over to the control of those who can put them to the best
use.

PROMOTION OF INDUSTRIAL SCHEMES

A large number of individuals invest in a joint-stock company.
It is obviously impossible for all of them to come together and
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find out an industrial proposition in which to invest their money.
They will come forward to invest when a properly planned out
scheme of an undertaking is placed before them. The first step in
starting a joint-stock company is, therefore, to find out an open-
ing for profitable investment of capital. The next step s to out-
line a scheme to exploit that opportunity and ta make an estimate
of funds necessary to materialise the scheme. This is called
promoting a concern, and those who do this are called the pro-
moters. A scheme can succeed only if it is well conceived and well
promoted i.e. organised and established as a going concern.

The importance of the part played by the promoter in the
success of a scheme is not usually realised. The success of an
enterprise in a great measure depends upon the efficiency and
ability of the promoters. It is the promoter who first of all sees
the chance of making a gain and then starts to organise the
factors that will enable him to realise the gain. It is he who
arranges for the finances and organisation of the proposed enter-
prise. ’

The function of promotion involves three stages:—(1) The
discovery of the proposition including its investigation; (2) the
assembling of the proposition; and (3) the financing of the
scheme. ‘

The efficient promotion of any industrial enterprise requires
services of three different classes of experts: economic experts,
engineering experts and financial experts. The advice of economic
experts is required with regard to points such as availability of
raw material and the possible cost of it, conditions of market and
competition, labour situation, the economic or optimum size of
the proposed establishment etc. The next step is to estimate the
costs of equipment, and for this engineering advice is necessary.
The makes and types of machinery and materials, the economical
methods and types of construction etc., cannot be decided upon
without the aid of an engineer. When after all these considera-
tions the capital estimates to launch and work the proposed enter-
prise are prepared, the banker comes in with his advice as to the
methods of raising the required funds. The good or bad promo-
tion of any concern depends upon the efficiency and co-operation
of these three services, viz. economic, engineering, and financial.

The promoters themselves are required to spend large amounts
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from their own pockets before they are able to place before the
public a properly planned out scheme. Expenditure is required
first of all to undertake a proper investigation of the potentialities
of an enterprise. Funds are also required to take advantage of
expert services which the promoters lack. All these expenses can-
not be undertaken by a single individual. And even if they can
be undertaken it is risky to do so, because if the scheme does
not materialise all the expenditure on it will mean a total loss.

THE PROCESS OF PROMOTION FOLLOWED IN
OTHER COUNTRIES

It will not be improper to give a short description of the pro-
motion process usually followed by other industrial countries,
especially in view of the fact that this topic has not received the
attention that it really deserves. The first step in promotion viz.
to find out a possibility of starting a profitable enterprise is
usually carried out by a small capitalist of business-like bent of
mind. He spends energy and money and investigates the possibi-
lity of development. If he finds that the project outruns his means
he passes on the result of his investigations to a banker or a big
capitalist. This banker or capitalist takes in two or three other
bankers or capitalists and forms a syndicate and developes the
proposition. After this the original promoter passes out with
sufficient remuneration for his efforts either in the form of cash
or a part in the concern. The syndicate manager then arranges for
a thorough examination of the proposition. The examination is
carried out on the following lines:—

(1) The possibility of getting raw material, its distance and

_ price. .

(2) The freight charges to and from the factory.

(2) The likely markets for the products.

(4) The possible market that the products will command.
(5) The possible cost of production per unit.

{(6) The conditions of competition.

{7) The methods of economical operation.

{8) The probable changes in demand.

(9) The labour situation of the region.
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After the concern is properly organized and launched the
promoters disappear from the field with adequate remuneration,
and the concern continues to exist independently as a legal entity.

- PROMOTION ACTIVITIES AS CARRIED ON IN INDIA

In India the promotion business is carried on on very unsatis-
factory lines. There are no experts or specialised promoters as
we find in some other countries. The promotion business in this
country is undertaken by business firms, which are, as a rule,
already engaged in trade or management of some other business
concerns. These firms are called the managing agency firms, as
they are the sole agents to look after the entire management of
the concerns under them. And when they promote any new con-
cern, they establish themselves as the managing agents of those
concerns. The- qualities that are required for the trader or the
manager of a concern are quite different from those that are
required for a successful promoter. Besides, these firms never
restrict themselves to a particular line of business. An agency
firm managing a bank or an insurance company comes forward
to promote and manage a sugar mill or a cotton mill.- A firm
restricting itself to a particular line of business can be said to
possess special qualifications to promote a concern in the same
line. But when one single firm undertakes to promote and manage
diverse types of concerns, its work in all the different fields can-
not be efficient. :

A promoter of a business concern obviously cannot be expected
to render personally all types of services required in promotion

biisiness. He therefore, should and must take outside help on all’
such points on which he cannot have a definite say. We saw:

above how this is done in other countries. There are two reasons

why the promotion of industrial concerns in. India is deprived of.

the advantage of expert advice. First there is generally a want of
such agencies which can render expert advice in this respeéct.
Secondly, our businessmen are generally unwilling to take ad-
vantage of such advice even when. it is available.

Whenever an agency firm promotes a new concern, it does so
with the intention of establishing itself as its managing agents,
and in the agency agreement it claims for itself some special

-
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privileges for rendering the promotion services. The promoters
thus are unwilling to give the credit of rendering the promotion
services to any one outside themselves. It is perhaps feared that
the other parties who may be asked to help in promoting the
concern might claim something in proportion to what the agency
firm is claiming. Even supposing such a situation does not arise,
and the outside experts remain satisfied with an adequate fee
only, another difficulty may arise. For, if this practice is followed,
the shareholders may legitimately question the undue privileges
obtained by the Managing Agent—Promoter, who would also
have to be then satisfied with some fees instead of permanent
control.

It must also be added that specialised services necessary for
promotion business are not available in India. For instance,
specialised engineering or technical advice on different industries
is not always available in this country. At the same time, bankers
hesitate to help in the promotion of new ventures. As a matter
of fact no banker in India is in a position to render such services.
Banking business in India is carried on on such narrow lines
that bankers, as a rule, do not possess industrial information
useful for new ventures. If we wish an all sided industrial deve-
lopment of the country, we must encourage the use of the services
of suitable experts in different branches of the work.

In the last chapter we have remarked that the size of an aver-
age industrial concern in India is comparatively small. One import-
ant reason for this can be found in the promotion process
followed in this country. The promoters in India do not sever their
connection with the promoted concern as soon as it is properly
launched. They try to make their connections permanent with
special privileges due to the promotion services. This makes it
necessary that a concern should be promoted by a single indivi-
dual or 2 single firm. A syndicate cannot be formed f6f promotion
purposes as it cannot remain permanently linked to the promoted
concern. If some parties of the syndicate are to sever their con-
nections as soon as the concern is launched it will mean dis-
proportionate remuneration to the co-operating parties, and
therefore this method is not adopted. The promotion of large
schemes which is a costly affair and cannot be undertaken by a
single individual or a single firm, is therefore, very difficult in
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India. A big firm like that of the Tatas can undertake big -
schemes, but there are very few such firms, and fewer still possess
the enterprise necessary for such undertakings.

Schemes floated even by such big firms often suffer from .
defects in investigation and financial planning.! Funds raised in "
the hope of launching and working a scheme are found to be’

" exhausted long before even the construction work is completed.?
A very large proportion of the boom time failures were duc to
faulty financial planning usually resulting in insufficiency “of

ds. 8 This defect was not due to the over-activity of those days.
It existed long before that; as a matter of fact it is there since the
introduction of joint-stock organisation in this country.” Com-
plaints about ill-drawn schemes and faulty financial plans were
heard from many a witness before the Industrial Commission of
1916. Similar complaints were reiterated by witnesses before the
recent Banking Inquiry Committees, Central as well as Provin-
cial.* Obviously whatever is already spent on such schemes is
mere waste. If the want of additional funds be not very great,’
then it is met by the managing agents by issuing debentures
which in many cases are held by themselves. As a result of such
transactions the borrowing concern usually passes totally into
the hands of the creditors, who not infrequently are the manag-
ing agents. Even if it is able to lead an independent existence, it

" leads only a sickly one, being over-burdened with heavy fixed
charges from the very beginning. Under any circumstance, the
shareholders either lose their investments or do not earn the
dividends that were promised.

In order to avoid such losses, it is necessary that there should
be ‘'some eflicient agency to certify the validity of estimates
supplied by the organisers to the future shareholders. Unsuccess-
ful attempts entail great indirect social loss over and above the

* actual direct loss. Such failures increase the shyness of investors

1See for instance the evidence of Mr. A. D. Shroff before the Central Banking
Enquiry Committee.

2 See for instance the history of the C. P. Portland Cement Company,

BCf. A booklet entitled #Company Failures and their causes,” by N. J. Shah,
B. Com.,F. §. S. A.
. $Sce far instance C. P. Provincial Banking Enquiry Report, Vol. I. Bengal Pro-
vincial Banking Enquiry Committee, Vol. I. Central Banking Enquiry Committee
Reporty Vol, II, ’
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as regards -industrial investments and consequently increase the
supply price of capital to industry. This increases the cost of
production, which either means an unnecessary sacrifice on the
part of the consumers, or the absence of industrial progress.

INVESTORS IN JOINT-STOCK COMPANIES

After a company is promoted in the legal and business sense
the next step in its life is to raise the necessary funds. For this
an appeal is made to the public in the form of a prospectus
containing detailed estimates about the cost of production, pros-
pects of profits, etc. Those who believe in the accuracy of these
statements come forward to invest in that enterprise.

There are three types of investors:—{a) The safety-first type,
to whom security of income and capital are essential; (b) the
long-run speculative investor, who wishes for income as well as
capital appreciation; (c) the short-term speculator, who endeav-
ours to make quick profits. Those who belong to the first category
do not usually invest in ordinary shares. They are, at the most
prepared to invest in preferred shares. From the point of view
of industrial investment, the last two types are important; the
second being more important than the third. The third type
consists- more of speculators than of investors. The majority of
industrial investors in India belong to this class. They wish to
derive profit out of the increased value of the shares and not out
of the increased productivity of the concern. The investor as well
as the speculator both look forward to capital appreciation. But
their methods of achieving this are quite different; the former
wishes to bring. about appreciation through increased producti-
vity, while the latter through speculative activities. The much
complained of scramhle for high dividends is due to the pre-
dominance of this speculative tendency among our shareholders.
They always press for high dividends even though it be at the
cost of the future good of the concern. Such high dividends bring
about a rise, though temporary, in the price of the shares, and
this is what they want. They keep themselves concerned only
with the figure of dividends and never care to know the condi-
tions under which those dividends are ‘declared. This tendency,
besides being harmful to the ultimate interests of the concern,
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gives undesirable freedom to the management as the shareholders
do not take any interest in the internal management.
This speculative tendency is stronger among the Bombay

shareholders than among the Calcutta shareholders. This is per—

haps due to the commercial instinct -of the people of Bombay.
They look upon shares as articles of trade and not as articles of
permanent investment.' Frequent trading in shares keeps their
prices fluctuating which frightens away bona fide investors from
industrial investments. Besides, a large volumé of credit is kept
engaged in their speculative activities which otherwise would have
been available for industrial purposes.

INFLUENCE OF BIG NAMES

From the point of view of a single concern it is a matter of -

indifference whether the funds come from speculators or from
investors, though it is important from the pofnt of view of the
society as a whole. What is of importance for an individual
enterprise is the supply of sufficient funds. This supply depends
upon the way in which the prospective investors view the scheme
placed before them. There is a common complaint against the
investors in India that they are led more by names than by the
actual contents of the prospectus of the new. concern. They are
prepared, it seems, to entrust their savings to certain persons
however unsound their propositions -may be. This prejudice in
favour of big names is not so strong when the proposal is about
an industry which has already succeeded in convincing the public
of its profitableness. If any company can command both these
favoured attributes, its shares are sure to be over subscribed in
& short time. : »

Really speaking we cannot blame our investing public for this
attitude. An investor in the shares of a company exposes his
capital to two sorts of risks, personal and industrial. And obvi-
cusly when he cannot know anything about the industrial risks,
he wishes to protect himself at least against personal risks. Being
generally ignorant of business affairs, and therefore unable to
decide for themselves the business prospects of any proposal
Placed before them, the outside investors prefer to be led by
cthers, whom they consider to be shrewd enough in such matters.

3'

-
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Such people do not come forward to invest in the shares of a new
company unless they are quoted on the stock exchanges. The
quotations on the exchange are taken to be the real value of the
shares as they are the result of the opinion of leading business-
men.

There is one more reason why the stock exchange quotations
are awaited. Investors wish to know the names of purchasers
of the shares. Especially, if they find that the organisers have
invested a good deal in the scheme, they take courage thinking
that the organisers would not have invested if the scheme were
not a sound one. The organisers and their friends, who are
aware of this fact, usually subscribe in large amounts just to
create confidence in the minds of the prospective purchasers.
Later on when the demand increases, they slowly unload their
holdings, usually with great profit.! Sometimes more objection-
able methods are followed. For instance, the original purchasers
enter the market to purchase the shares which are already in their
possession. This sends up the prices, and the outside investors
who are not aware of the dodge are deceived by the artificially
raised prices. They think the high prices are due to the high
value of the securities and thus fall a prey to the shrewd
manceuvring of the inside group. Under these circumstances
some intermediate agencies commanding the confidence of the
public, are essential to investigate the claims of a proposal and to
present that claim to the public supported by its guarantee.

The investing public of India show ignorance not only at the
time of making the purchases but even afterwards. They are
usually too ignorant to protect their interests even after they
purchase the shares of a company. The majority of our share-
holders do not possess any intimate knowledge of the working
of the company in which they have ianvested. This lack of know-
ledge is not due so much to indifference on the part of the share-
holders, but to their ignorance of the intricate problems that
arise regarding the finances of a’ joint-stock company.

1Sce the next chapter on the Managing Agency System, the Managing Agents and
Supply of Share Capital,
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DIRECTORS OF JOINT-STOCK COMPANIES

After a concern is promoted and financed the next question is
about its management. Really speaking those who finance are
' the owners, and as such they should manage the concern. But

the number of the owners of a joint-stock company runs into

" hundreds and they cannot all take part in the management. What
is usually done, therefore, is that the actual management is handed

- over to a few chosen from among themselves. These persons are
*called the directors.

_ Even the directors cannot and do not look to all the details of
management. The real function of the board of directors is to
select the right officials, to outline policies and to pass well
informed judgments from time to time as to the efficiency and
honesty of the management. Leaving aside the details of
management, the directors wield such powers that they are
for all outward purposes the real controllers of the con-
cerns, When the joint-stock form of organisation first came into
existence the directors were often the proprietors of the concerns.
Even when the group of proprietors out-numbered the directors,

- the latter were a sort of confidential representatives of the former.
But these conditions have undergone a vast change in recent
times. To-day we find that in most cases, the stake and the
interest of the directors are much less than those of many other
shareholders, and still the rights and powers of the directors are
the same as before. The possession of proprietory powers with-
out 3 corresponding stake leads often to undesirable results.
Usually, it so happens that in every board there are some mem-
bers who have either a .great stake in the concerns or wish to
build up a reputation for themselves. Such persons usually take
an interest. in the management, others only take their fees. It may
be argued that though some of the members of the board do not
seem to be taking an active interest in the daily work, still their
presence proves of great use at some critical moments, if they
are experts in some branch. But usually even this hope is rendered
futile, because seats on the board of directors are offered to
persons who have made a name in politics or other spheres, and
who, as a matter of fact, cannot be expected to be of any use in
matters of business,



22 INDUSTRIAL ORGANISATION AND FINANCE

DIRECTORS AND MANAGING AGENTS

In reply to complaints about the merits and efficiency of the
directors, it is argued that they are elected by the shareholders
themselves, and therefore, the latter have no grounds to grumble.
The directors are said to be the tepresentatives of the shareholders
by whose consent they hold their position. If the latter, there-
fore, suspect anything wrong with their representatives, they
can remove them and elect new ones. All this sounds well in
theory. In practice, the election of directors has become a mere *
farce. Directors are supposed to be elected by shareholders but
the fact is quite different. In practice, the vacancies on the board
are filled mostly by co-option. The shareholders being scattered
and disorganised scarcely dispute the nominations. As a result of
this, a director, once appointed considers himself entitled to the
office for life, unless he chooses to retire.

- As a matter of fact, the management of a company does not
like a strong board of directors. And the stronger the manage-
ment, the greater is their dislike for active directors. The worst
example of this can be found in India, where the management of
a company is completely in the hands of the managing agents who
always attempt to make the board of directors as ineffectivelas
possible. The directors of Indian companies, whether under Indian
or English managing agency firms, hardly take an active interest
in the concerns. It is the sad experience of able directors that if
they are active they have to go out soon.

There are various methods of making the directors as ineffec-
tive as possible. It must be remembered that it is the agents who
nominate the directors in the beginning and also propose their
names at annual elections. The votes of independent shareholders
prove ineflective even in such forward countries like England,
where the shareholders are far more instructed than what they

14As to that, my impression is speaking broadly, that the majority of Directors,
whether they are Directors of Banks or Directors of Mille, bardly take much interest in
the concerns. If they are a bit active then they go. Iam teld the same thing about
the jute mills in Calcutta, that you should not interfere with the agents; if you do you
go. They told me that about the English mamged concerns; and here it is the same
thing more or less. It all depends upon the position of the Directors. ..., But still the
Agents are-2ll powerful and they have a large number of shares which enable them to
get rid of them.”™ Evidence of J. A. Wadia before the Tariff Board, Cotton Textile
Enquiry of 1926-37.
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are in India. It is thus no wonder that agents in India are able
to carry out their wishes in this connection. Even while making
nominations, the agents ‘generally take care to nominate such
persons as will be completely under their influence. The usual
practice in this respect is to nominate relatives,-friends or such
other persons who are directly of indirectly under their obliga-
tions. If any of these devices be impossible care is taken to
nominate such persons Wwho knowvery little about business
matters, and who being ignorant of their duties take care not to
meddle in the affairs of the company. A nop-interfering board of
directors may be created also by another method. One agency
firm chooses as directors of the concerns under their management,
the members of another agency firm and vice versa. Thus obliga-
tions ‘and co,unter-qb,ligétions are created; the whole system
. resulting in the creation of a sort of class interest. The system
of partial retirement of the board of directors is: also made use ‘of
to avoid any undesirable elements being predominant. If in any
election the management find that they are defeated by the share-
holders, they become more careful to have.their own men elected
at the time of subsequent elections.- This they can do by securing
more proxies or if necessary even by purchasing more shares.
The most objectionable method followed by the managing agents
.of bringing in their own men as diractors, is by paying even for
the qualification shares of such directors.! It can easily be imagin-
ed what interest the directors will be taking in the concerns, in
which they are not prepared to purchase cven the qualification
shares. ' '

As the directors are mere puppets in the hands of the manag-
ing agents, the latter do not care to consult them even on import-
ant matters. Affairs involving lakhs of rupees are transacted
without the knowledge of the directors. It is not an unusual
phenomenon to find that the directors are called only once in 2
year to sign the balance sheet when it is ready.? If directors are
to be totally neglected they naturally desire that they should be
relieved of the responsibility incumbent on them. And this is

1 Cf. Evidence before the Indian Tariff Board during Cotton Textile Enquiry of
1926-27.

2 Sce the evidence of Mr. J. V. Deeai: Indian Tariff Board Cotton Textile Enquiry
Report Vol, 1IV. 1927. :
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accomplished by providing in the Articles of Association that a
director shall not be responsible unless for his personal wilful
misconduct. This practice of relieving the directors of almost all
the responsibilities helps to get influential persons as directors,
as they are not required to do anything nor to bear any respon-
sibility. Jt is necessary that any such attempt to relicve directors
of their proper responsxblhty should be made illegal.

In reply to the complamt about inactivity of directors it is said
that the remuneration that directors get for doing their duty is
small. For such a small remuneration, it is added, they cannot
be expected to take an active interest in their work. As a matter
of fact, the position of the director of a company is looked upon
as a sort of public service, and not as a business proposition.
Directorships are often accepted to oblige the organizers or
management of a company. The company Directorship in India
has been reduced to a sinecure. The big names included in the
list of directors are there more to grace the company than to
direct it. The remuneration that the directors get, therefore,
though it appears to be low at first sight, is really speaking too
high compared with the work done by them.

As directors are relieved of most of their duties, it is possible
for an individual to be a director of a large number of companies
at the same time. As the underlying motive in choosing directors
is not their usefulness in business matters, but their usefulness in
Lringing prestige to the company, it is usually found that a certain
number of important persons, either in the business circle or in
the political circle, are found on the boards of a large number of
companies. Some of the famous businessmen in Bombay for
instance, ate found to be the directors of dozens of companies.
It is quite impossible for any man, however competent, to do
justice to his work when he is to serve on so many boards. A
person who is supposed to be an able businessman is requested
to serve on so many boards that he is rendered useless to all of
them. This tendency to include names of big persons in the direc-
torate of companies provide a good source of income in the
aggregate to such persons without corresponding responsibility
or work,
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REMUNERATION TO DIRECTORS

It is true that the fees that the directors get at present are not
adequate to inspire them to take active interest in the business,
and therefore if we wish o have efficient services from them we
must see that they get adequate remuneration for their work.
One important factor in-making the directors take a Qgrsonal
interest in the working of a company is-to make them interested
in its profits. When joint-stock organization was first introduced
in England, the directors of a company were usually its principal
shareholders. They were thus directly interested in the working
of the company. What they were getting as directors, thus, was
not the only remuneration that prompted them to discharge their
duties efficiently. We, who are in the habit of imitating British
practice, have, in this matter imitated the form without the
underlying conditions which even in England have been dis-
appearing. In other countries, notably in Continental Europe,
it is the custom to distribute among the directors at the end of
each year,l a fixed percentage of the net profits; thus each director,
cven though he may not be a shareholder, has a direct and
personal interest in building up the profits. He is less likely to
wink at incompetence or to avoid criticism that would be for the
good of the concern. He realises that he must himself pay a
portion of the penalty in the form of reduced reward.

If we want the directors to be active and devoted to the well-
being of the concerns, we too should introduce this practice of
distributing a certain percentage of profits among them. It will
of course be very costly to introduce this practice with the present
size of our boards. But if we look more to efficiency of services
and less to the grandeur of the list, we can reduce the present
size of our boards without any loss of efficiency.

DIRECTORS AND TECHNICAL KNOWLEDGE

The usefulness of a board does not depend upon it§ size but
vpon the services that the members render. A board of directors
to be really useful must be able to pass opinion even on technical
matters.- It is necessary that every board should have at least one
technically trained person, It is notorious that the boards of our

1
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companies lack in this matter. Leaving aside new industries, the
dearth of technically trained persons is found even among the
directors of cotton mill companies, though this industry claims
an existence of more than three quarters of a century. A recent
investigation in the cotton mill industry of Bombay City shows
that out of the total number of 175 directors managing 64 con-
cerns, only eleven had received technical training. Out of 64
companies only 2o had the advantage of having technically trained
directors.! It is sufficient if every board has at least one member
who has received technical training. But it is necessary that the
rest of the members should be well versed in business matters.
In India it is believed that business ability is an inborn quality
where training is of no use. But it is now a well established fact
that there is a science of business administration, comparable in
many ways with any other field of applied science. The problems
of business are becoming increasingly complex, and if a business-
man wishes to solve them successfully he must bring to his aid
the accumulated knowledge and experience of. other countries. If
he wishes to form an accurate judgment on any problem he must
have all the necessary facts before him. These facts are not
matters of personal experience but matters of record. A success-
ful businessman must have received training in problems of
finance, organisation and administration. The directors of com-
panies must be trained in business matters on these lines. It is
no use appointing as directors persons who have achieved cmin-
ence in professions such as medicine and law.

COUNCIL OF EXECUTIVES

Besides the board of directors there should be a Council of
Executives, This council should comprise of the managing direc-
tor, a member of the board of directors who possesses technical
knowledge, and the heads of important departments. This council
should discuss and formulate all the details of the working of the
company. They might discuss other important points also, but
their decisions on such points should be subject to the consent
of the board of directors. The discussions of this body will prove
of great use to the board in coming to a decision on any point.

1 Cf, ““Bombay Industrics: Cotton Mill Industry,” by S. M. Rutnegar, pp. 49-51.
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It will prove of great ‘help if the board invite the opinion of the
council on certain matters. It is suggested by some that a board
of supervisors should be established over and above the board of
directors. But this will unnecessarily increase the overhead costs.

SHAREHOLDERS AND THE RIGHT OF VOTING

Whatever the composition of the board of directors, one thing
is clear that the board must be under the control of the share-
holders, who really bear all the risks. The extent of the control
of the shareholders on the directors will depend upon the extent
to which the shareholders are able to make their voting right
eflective in the election of the directors. Usually it so happens
that the management of a company desires to have as much free
field for themselves as possible. They do not like interference from
the shareholders. The managing agents therefore always try to
carry the elections in'a way favourable to them, ‘and. this they
are able to do with their own votes and with the proxies secured
Irom some outside shareholders. Other shareholders are scattered
and disorganised, and scarcely do they exert their voting rights..
The management group thus, is able to carry the day with
proportionately small number of votes.! The present system of
one vote for each share is specially favourable for this, as it
renders the manipulations very easy by limiting the amount of
capital necessary to hold the control.

This difficulty of a small group of shareholders becoming pre-
dominant in the management is felt in other countries also.
Different methods of voting rights are, therefore, tried in order
to remove the -difficulty arising out of one vote for one share.
Businessmen in the United States of America, for example, found
it difficult to interest small subscribers owing to this system of
voting rights. In order to remove the complaint of the.small
shareholders a new system has been introduced, of giving one

1%]q the first place the owner of a large concentrated block of shares usually finds
himseif confronted not by a united body of other sharehold pable of action,
but by a number of scattered individuals who are not unlikely to attempt to interfere in
2 concerted way with the operation of the company. In practice a 30 p. c. holding may
be quite enough to ensure absolute control if the remainder of the shares are sufficiently
widely diffused in the hands of other investars.” Studies in Capital Investment, cdited
by G. D. H. Cole, p. 5. :

4"
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vote for each share up to a certain number of shares and then one
vote for a group of shares beyond that number, with a maximum
number of votes for each shareholder. Thus a shareholder may
have ten votes for the first ten shares, thereafter one vote for
every ten shares until a maximum of hundred votes is reached,
no shareholder having more than a hundred votes. One defect in
this system is that its aim can be frustrated by transferring
shares to other names. This is the principal argument made
against this system in England. To prevent such attempts legis-
lation has been passed in the United States of America making
any attempts to defeat the provision of the rule illegal.

« THE CUMULATIVE VOTING SYSTEM

Another system of voting followed in order to avoid the dis-
advantages arising out of one vote for each share is that of
cumulative voting. Under our present system of voting a share-
holder is entitled to cast a number of votes equal to the number of
shares he holds for one candidate for each seat on the board of
directors. Under this system persons commanding 51 per cent.
of the total number of votes exercised can elect all the candidates
that they want. The remaining 49 per cent. of the voters remain
totally unrepresented. Under the cumulative system each share-
holder has as many votes as is equal to the number of voting
shares he owns multiplied by the number of directors to be elected.
These votes he may accumulate for one candidate or may distri-
bute among the candidates for election in any way he likes. In
this way the minority interests can elect the men whom they
want, and can at least keep themselves in touch with the affairs,
and voice their opinion on the board. This voting system has
been prescribed by statute in some of the states of the U. S. A.
In those states in which no such provision is made by law, it is
included in the certificate of incorporation.

For successful working of the cumulative voting syvstem, it is
necessary that the shareholders should be well organised and
should have a unity of opinion among themseives. The share-
holders in no country, much less in India, are ever well organised.
Under such circumstances, even with cumulative voting it will
be difficult for outside shareholders to secure effective represen-
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tation on the board. The inside group being well-knit will always
command a dominating position. The limited voting system
possesses better advantages than. this. Under this system the
inside group whatever their holding, will be in possession of a
" limited number of votes. On the other hand the outside share-
- holders, i.e. those who are not connected with the management,
will possess relatively a far greater number of votes, as the shares
among them will be scattered in small lots. Besides, the
limitations on exercisable votes will dissuade the management
group from holding any considerable part of the capital. The
outside group of the shareholders thus will be much more power-
ful than the inside group. For successful working of this system,
there must be strict regulations against any attempts to frustrate
the aim of this system by transferring shares to others. Whatever
the voting system one regulation is quite imperative: everybody
who is connected with the management of a company must be
strictly forbidden to secure proxies from other voters.

AUDITORS—THEIR DUTIES AND ELECTION

There is one more way in which the shareholders can keep an
eye on the affairs of the company. It is through the auditors.
Like directors, auditors also are representatives of the share-
holders. Under diffused ownership auditors are expected to work
as a check upon the management in the interest of the owners.
The auditors are there to inspect the financial working of the
concern and to report it to its owners. The importance of auditors
in the finances of a company is not properly realised in India.
One reason for this is that the duties and functions of auditors
are not properly understood. The auditors, really speaking, are
not to confine themselves to verifying the arithmetical accuracy
of the balance sheets; they must enquire into substantial accuracy.
They do not discharge their duties by simply putting the share-
holders in the way of obtaining information, but they must state
their conclusions in unmistakable terms, calling attention of the
shareholders to matters of importance which it would be in their
interest to know. They must also elucidate in the report any item
in the balance sheet as published, which might, in their opinion,
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mislead an average person as to the true position of the company’s
affairs.

It is obvious that if the auditors are to carry out their duties
satisfactorily they must have all the necessary facts before them.
There must not be anything in the financial matters which is not
the concern of the auditors. They must have a full account of all
the assets if they are to value them properly. It is a general
complaint against our auditors that .they do not go into the
details, and do not even check the accounts properly. The
management of our companies, as a matter of fact, do not allow
the auditors to check and value the stock. How auditing is made
sometimes a mere farce can best be seen from the fact that in
Ahmedabad the audit of about twenty mills was carried out by one
auditor who had a staff of two clerks only.? In fact, auditing in
India is considered to be a formal thing which must be done only
because the Law says so. Our companies, therefore, try to mini-
mise the auditing expenses as much as possible. This results in
keeping away efficient auditors’ firms, and therefore the audit of
even large companies is carried out by ordinary firms with an
incompetent stafl. For a proper valuation of the assets the audi-
tors nust have an access to all kinds of stock held by the com-
pany. The stock must be checked and valued.by them. A general
complaint in this respect is that our companies do not allow the
auditors to check and value the stock.* )

One great defect about the auditing system as followed in India
is that the auditors are appointed and their remuneration and
tenure settled by the management themselves. In Law, this is to
be done by the shareholders, but in practice everything is done by
the managing agents. The auditors are there to examine and
criticise the action of the management. It, therefore, does not
stand to reason that they should be appointed by the managing
agents themselves. How can we expect them to be impartial and
just in their findings about those on whose sweet will their remu-
neration and tenure depend? And all this, in the interest of those
who will not prove of any benefit to them. Because, though the
auditors are legally to be elected by the shareholders, in practice

1 Cf. Indisn Tariff Board, Cutton Textile Report, 1927. Vol. I,
? Ibid.



SOME PROBLEMS OF ORGANISATION 3t

the votes of the shareholders have no effect. The managing agents
usually have complete control over the appointment, removal,
etc., of the auditors, and as a result of this, we find that often
the auditors are either relatives or friends of the agents.t

If we want efficiént services from the auditors we must bring
them under the complete control of the shareholders. The manag-
ing agents as well as the directors must be debarred from securing
proxies or even voting at the time of electing auditors. This will
ensure that unfavourable criticism by the audltors agamst the
management will not affect their position.

"1 Cf. The Indian Tariff Board, Cotton Textile Enquiry Report, 1927 Vol. I, p. 147,



CHAPTER 1iI 4
THE MANAGING AGENCY SYSTEM;
THE ORIGIN OF THE SYSTEM
e

In the foregoing pages we have made frequent references to
managing agents and the managing agency system. In this
country the affairs of joint-stock companies, especially of the
industrial ones, are not entrusted to persons directly employed by,
the companies but to large firms already at work. Such firms are
called the managing agents and they.take in their hands all the
financial, managerial and commercial functions of their client
concerns; they control the finances, appoint higher officials and
carry out the necessary purchases and sales. This peculiar feature
iof joint-stock organisation is found only in India. It is interesting)
to note that the joint-stock company organisation was introduced
here with the managing agency system as its fixed and permanent
feature. As a result of this the number of joint-stock companies
. managed without managing agents is so small, that they can very

well be taken as exceptions proving the gelfera,l rule. This system
has become such an important feature of Indian business organi-
sation, that no study of industrial organisation and finance is
complete without a detailed study of it.
Though the managing agency system is peculiar to India still
it does not mean that it is an indigenous feature of business
organisation. It is the outcome of British trade relations with this
country and is due more ta its geographical conditions thaa to eco-
nomic ones. The origin of this system can be traced back to the
year 1793 when the trading monopoly of the East India Company
was curtailed. The privilege granted to the private traders brought
into existence small trading houses at Calcutta. These houses
_increased in number and size after 1813 when the trading mono-
+/ poly of the Company was totally abolished. Though the first
trading company i.e. the East India Company, was a joint-stock
company, its successors carried on business as individuals, in
partnership or by means of private companies, These houses

’
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worked as agents to foreign firms in importing British goods and
exporting Indian goods. And that is why they came to be called
vagency houses. Over and above their commercial activities they
also carried on financial activities. These agency houses were
first started by men employed in the civil and military services
who thought themselves better adapted for commercial pursuits.
They also received as deposits the savings of their friends, and
lent the same to others or employed them themselves for purposes
of commerce. They made their profits in the usual course of trade,
and by the difference of interest in lending and in borrowing
money, and by commission.! These houses were not dissolved on
the retirement of their partners; the retiring partners were suc-
ceeded by others. The successors enjoyed all the advantages of es- -
tablished credit and financial resources of the houses without them-
selves contributing anything at the time of their joining. This last
feature makes clear why these houses became hereditary concerns.
“These business houses carried on three different types of business :
they worked as importing and exporting agents, as.independent
traders, and also as bankers in so far as they used to accept
_deposits and make advances to others.

These houses slowly came to play a more and more important
part in the organized industries of India. This side of their busi-
ness got a stimulus owing to certain external causes. When the
British capitalists found that they could invest their money
profitably in Indian industries they began to start companies for
this purpose. But though there were opportunities for profitable
investment of capital in India, there was one difficulty in exploit-
ing these opportunities. For successful conduct of these business
concerns it was necessary that they should be under continuous
supervision of able businessmen. During those days it was difficult
to find among the relatively small number of foreign businessmen
available in India, directors especially managing directors, who
could do this. The agency houses removed this difficulty. They
took over the management of such industries into their hands.
These houses henceforward came to be known as managing
agency firms. As the shareholders and also the boards of

1Cf. Report of the Commons Committee on the Affairs of the East India Company
1832, Vol. III, part 1. :

5
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directors of these concerns were thousands of miles away,
their management passed into the hands of these manag-
ing agents. These agents being the managerial heads on
the spot, all the affairs as regards the supply of labour,
supply of technical men’ and the arrangements as regards
the supply of raw materials and machinery and sale of
manufactured goods were left to their control. Besides, they had
to arrange even about the finances of such concerns. They found
it especially easy and beneficial to render the last service owing to
their banking business, which they had not given up in spite of
their increasing activities in other directions. What they now
did was that instead of lending their funds to others, they used
them in financing the concerns under their management.

MANAGING AGENTS TAKE TO PROMOTION

The next stage in the evolution of the managing agency system
was reached when the agency houses began to play the part of
pro_moters' themselves. Instead of being the managers of concerns
foated independently in England, these firms began to float
concerns on their own responsibility. They became the self-
appointed managing agents of the companies which they had
themselves promoted. This was advantageous to the shareholders
2lso, most of whom were Englishmen either in India or in Eng-
land. The presence of the managing agency firms removed the
difficulty of finding managing heads like managing directors. It
must be mentioned here that the services rendered by the manag-
‘ing agents were not purely of the managerial type. In those days
banking facilities were not sufficiently available in this country.
And the deficiencies of banking facilities were made up by the
agency houses who had sufficient capital resources. This is how
‘the managing agents came_to play the roll of financiers. Another
roll played by these houses was that of sale and purchase agents.
We have seen that these agency houses were mainly trading con-
cerns; and as such they could easily arrange about the purchase
of machinery etc. or the sale of manufactures.

As the business of these agency firms increased, their size also
increased, and they began to have their branches in different
commercial and industrial centres. The partners attended to \the
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affairs of the firm at different branches in turn; while some were
taking their turn of duty in India Others attended to the affairs
of the firms in Landon or elsewhere. The arrangement to do work
in India by turd enabled the partners to overcome climatic dis-
advantages of this country.

The managing agency system thus developed as a device faci-
litating the foreigners to carry on industrial business in this
country. It helped to overcome the difficulties created by the dist-
ance between the place of origin of an industrial proposition and
the place of its actual operations. But it did not remain restricted
only to concerns promoted in a foreign country. These houses
were the only business firms of the modern type working in India,
and therefore when they realised the advantages of being the
managing agents of joint-stock concerns, they appointed them-
selves as managing agents of concerns promoted and registered
in India by them. As the advantages of being managing agents
were tempting, every firm or businessman whosoever promoted a
concern became its self appointed managing agent. No promoters
naturally desired to lose the profits to be derived by being the
managing agents of the promoted concerns. Thus, the system-
which came into existence as a device to manage the concerps

oated outside India, became p_erpetuate(f and universal owing to
the advantages that it offered to the promoting class.

Though the managing agency system first came into existence
with regard to the concerns promoted by foreigners, our own
businessmen did not lag behind in copying it. The first joint-stock
company started by Indian businessmen to work a cotton mill*
company was of this type.! It is doubtful whether this was due
to mere imitation of the foreign businessmen or was due to the
realization of the possibilities of making .profits by becoming
managing agents. Whatever the motives of those who intro-
duced this system with regard to concerns started and
financed by Indians, the fact remains that it became as universal
among Indian concerns, as in the case of European concerns.
Slowly the gmgraphlcal factors which had given rise to this
system were lost sight of and the material advantages to the

1Cf. Bombay Industries: Mill Indostry by S. M. Rutnagar, p. 9.
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promoters by establishing themselves as managing agents became
the dominating factors.

ORGANISATION OF THE AGENCY HOUSES

In the beginning these agency houses were one-rhan shows As
the volume of the business of these houses increased they came -
to be formed of more than one person. And later, we find that
these agency firms are organised under all forms of business
organisation such as, (1) individual propnet.orshxp, (2) private
partnershlp, (3) private limited companies, and (4) public limited
companies. Of these the second and the third are the most popu-
lar; and most of the important agency houses are organised under
either of these two forms. Very few firms are organised as public
limited companies, as this form is inconvenient to 'carry on the
business of a managing agency firm. .

Whatever the form under which the agency firm is organised
the services that these firms render are similar in all cases. In the
begmmng there was some difference between the role played by
a European and an Indian firm of managing agents, towards the
concerns under its management. The latter then used to hold a
large proportion of the share capital of the client concern, while
the former merely managed concerns financed: by others. But
this point of difference has slowly disappeared except in the case
of Ahmedabad agency .firms. As the European firms began to
promote concerns themselves they used to invest in the concerns
promoted by them. On the other hand as the investment habit
took root among the Indian public, the Indian firms were required
to invest less and less in the client concerns. The usual functions
of the managing agents are to look to the general management
of the concern, including purchase of machinery, appointment of
staff, purchase of raw materials, sale of manufactured goods etc.
and to arrange for the necessary working capital.

THE AGENCY AGREEM ENT

The principal promoters of’ orgamsers appoint themselves as
managing agents of the proposed concern by one of the Articles
of Association: The period of the agreement varies from 20 to 30
years to permanency. The ways of remuneration also differ in
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- different cases. The main source of remuneration usually is com-
mission on production or sales or profits. Besides the commission .
from one of these sources, they get commission for purchase of
machinery and raw materials, for arrangmg sales, for providing
capital, permanent as well as working, and for such other similar
services. The very term of managing agents signifies that they
are agents and not employees. They, therefore, can charge a
commission for any and every service they render. They can sell

their agency rights to anyone they like or pass them on to their
SUCCESSOrs. A

THE AGENCY SYSTEM AS FOLLOWED IN
AHMEDABAD

.

The managing agency system as followed in Ahmedabad is
somewhat different fram the systems followed in the other two
centres, viz., Calcutta and Bombay. Here the managing agency
is made into a limited concern with a nominal capital, say of
Rs. 500/- divided into 500 shares of Re. 1/- each. The condition
of purchasmg the shares of the agency is that the purchaser must
supply a certain amount of share cap1ta1 of the company and a
certain amount of short time degosxts These agency shares are
purchased by a small group of businessmen .usually not exceeding
three or Tour. These original subscribers later on  sell their shares
in the company to the general public though they retam thexr
depos:ts in it, and continue to participate in the agency commis-
sion. The ongmal subscribers thus render more or less the”
servites of underwriters so far as the share Capltal is concerned,
though the underwriting commission becomes a permanent charge
upon the finances of the -company, in the form of exorbitant
agency commissions. It is of course true that though these agents
sell off the shares they do not withdraw all the financial U from
the cliens concern. If the concern is able to establish reputation
as a sound one it attracts deposits independently, whereupon the
agents can withdraw their funds‘nf they so desire. Under such
circumstances the agents cease to-render any financial help out
of their own pockets. But all the same they continue to draw the
agency commission, a large part of which, was considered in the
beginning as a remuneration for the financial help given by them.
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The agency commission m such cases, therefore, becomes an
unnecessary burden to the extent to which it was paid for finan-
cnal accommodatxon recexved from the agents.

MANAGING AGENTS AND SUPPLY OF SHARE CAPITAL

The managing agency system, as described above, originated
as a device to provide supervision over concerns organised and
owned by outsiders. Owing to the peculiar nature of the money
market then existing in India the function of supervision included
the responsibility of supplying working capital. With the increased
mmatwe on the part of the managmg agents, thexr responsnblhty

undertook to supply not only the worku}g capital but also the
“fixed capital. But their responsibility as regards the supply of the
. latter type of finance has diminished a great deal recently, owing
to the increased boldness on the part of investors in India. But
to arrange for the supply of working capital has remained to
this day as important a function of the managing agents as it was
somg (three quarters of a century before. In spite of all the
changes that the Indian money market has undergone during this
period, the managing agents still continue to arrange for the
supply of the working capital. And this is considered to be the
main justification for the existence of the agency system.

In the beginning, the Indian managing agency firms used to
participate to a great extent in the supply of share capital. The
«European agency firms were not required to play the part of
investors in the shares of the client concerns. If they did so, it
was due to free choice on their part. There was no difficulty as
regards the supply of block capital in the case of companies under
European agency firms. Investors in such firms were mostly
Europeans, who, unlike Indians were well acquainted with
business organisation and finance. The shares of such concerns,
therefore, were. easily.subscribed. The Indian managing agency
firms were faced with some difficulty in this matter. They could
not get the shares of the client companies subscribed by the
public. The agents themselves thus had to take up a large propor-
tion of the shares of the concerns floated by them. But this
condition has slowly undergone a great change. The Indian public
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has now become well acquamted w1th industrial mvestments, and
readily comes forward to invest in aily Sound scheme floated by
reputed businessmen. With this change the share of the manag-
ing agents in the finances of the client. concerns has proportion-
ately decreased. If we leave aside such concerns which are public
only in name but are actually financed, out of choice, by only a
small group of financiers, we find that normally the holdings of
the managing agents amount to 10 to 15 per cent. of the total
share capital of the client concerns. Whatever the holdings of
the agents, one thing should be borne in mind that they hold the
shares not because they cannot dispose them of to the public but
because }hey ‘choose to do ) for certiin other reasons, for
mstaﬁ-(\:ﬂeﬁ, to control the votmg power

" Even Even to-day we find the managing agents subscribing a large
proportion of the shares of a newly launched concern. But now
the reasons are quite different from what they were half a century
ago, when the public did not readily come forward to purchase
the shares of such concerns. Nowadays we usually find that 6o to
70 per cent. of the shares for public allotment are subscribed to

by the agents and their friends. And then on the ground of having
themselves subscribed and got subscribed by others a large pro-
portion of the shares, they demand some special considerations
in the .agency commission. Even when they do not demand any
direct remuneration for this, they try to justify their exorbitant
commission for other services on this ground. Thus the subscrip-
tion commission proves a permanent drag upon the finances of
the company. This small group of original subscribers do not-
hold their shares permanently. At the opportune time such shares
are unloaded on the market and are purthased by the general
public. These new comers are the real sufferers as it is at their
cost that the agents get their commission. The initial subscribers
also get a commission of Z 10’5 per cent. of the nominal value, for
subscribing or agreeing to subscribe. Besides, there is the chance
of selling off the shares at a premium. On the other hand there
are very remote chances of sustaining losses. The agents being
always in the field of finance can affect the prices of the shares by
their own operations. Even when all the shares are disposed of,
the agents never lose an opportunity to remind the shareholders
of their obligation in taking the initial risks and making the
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sompany start. The managing agents thus initially subscribe a
/large proportion of shares, not because the investing public is
not willing to subscribe, but because they themselves are not
willing to allow it to subscribe. They allot the shares to them-
selves and their friends, with the intention of selling them to the
public at inflated prices.! Not quite infrequently, the prices are
artificially raised, and when ultimately they assume their real
value they leave an acute depressing effect upon the investing
public. Under such circumstances, the agents cannot claim any
credit for initial subscription of the shares.

MANAGING AGENTS AND THE SUPPLY OF WORKING
CAPITAL

{a)"Agents’ Own Money.

That the managing agents nowadays are not required to take
up any considerable part of the share capital is admitted without
much argument. As regards the working capital, it is maintained
that the managing agents play an important part. Their services
in this field are considered to be the main lustlﬁcatlon for the
continuance of the agency system. When this system was first
introduced it was meant to provide day to day supervision as
well as finance. The business houses which first undertook this
sort of work were carrying on banking business also, and there-
fore, the provision of day to day finance to the client concerns
tecame a profitable business for them. The Indian business houses
which imitated the European ones also undertook the responsibi-
lity of providing the short term finance to the client concerns.
The absence of industrial banking was perhaps responsible for
this sort of financial arrangements. The wonder is that this
arrangement has continued, at least in form, to this day especially
with regard to the Indian agency firms. .

The Indian business firms which accepted the managing

1 4The managing agents take advantage of & rise of pricee to boom their shares
and unload them at top level, leaving the public to hold the baby. In this they not only
phy with loaded dice, but they di ge the bonafide in and give to industrial
investments a bad name.” Central Banking Enquiry Committee Report, Vol. I, part II,

p- 331
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agencies of joint-stock companies were not engaged in banking
business like their European confreres. But these firms were
composed of wealthy families which possessed great financial
resources of their own. Slowly these firms also began to receive
deposits which they utilized in their expanding business. Under
the financial conditions existing at that time, companies started
independently would have found it difficult to get the necessary
the pm?—stock orgamsatlon had not created sufﬁcxent conﬁdence
in the minds of the depositors to attract their deposxts In those
days agency firms—eitherr European or Indian—thus provided
the shor?—tz;?n finance from their own purses or from the deposits
attracted on their own credit. Wlth the growth of commercial
banking, a third method of financing came into existence. The
managmg agents began to finance the chent concerns by borrow-

ing—from the banks on their own secunty This last method of
ﬁnancmg has become quite common with regard to the European
agency firms. The Indian agency firms outside Bombay scarcely
take advantage of it, and even the Bombay firms resort to it only
as a last recourse. .

The ability of the managing agents to finance from their own
resources is obvnouslv limited by the size of their purses. Owing to
the increased demand for fundson thé part of the client concerns,
this method of financing has lost its former place in the field of
short time finance. The increase in ‘demand is due to several
causes. The size of individual concerns has become enlarged.
Besides, the number of concerns under each firm has ing_x:gased
An 2dditional cause is the dwindling of the resources of indivi-
dual agency firms. Whatever the cause, it must be admitted that
the change is on the whole for good.

Usually the managing agents make much of their financial aid
to the client éoncerns. If we go deeper into the problem we find
that the agents’ do_not deserve the credit they claim for this. In
the first place they do_not run much risk in doing so. The
concerns to which they lend are under their complete control, and
 therefore they know all the details of their financial position.
Besides, they charge a sufficiently hxgh rate of interest which is
usually higher than what they would have got, or what others
get, by investing in shares with all the risks incidental to such

6
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investments.! The risks of the agents are far less than hose of
thé'yéhareholders, because in case of loss oss the former can )ake hold
of the assets which belong to the latter.

- Sometimes no doubt, the agents incur losses from shch financ-
ing activities. But such situations mostly arise only ‘when they
finance unsound concerns. Such losses, therefore, dq not signify
anythmg like a sacrifice for client concerns, but ¢nly lack of
business ability. “It'is in the interest of the financiers and also of
the society as a whole, that such financing should be stopped at
the earliest opportunity. It is a noteworthy point that agents may
be tempted to keep an unsound concern going by making such
advances. In the first place they get a fairly good return for
their advances, and besides, which is more important, they get
money by way of different kinds of commissions. And all this is
done at the cost of shareholders, who do not get any dividends
for their investments.

The most important ground on which the managing agents
claim credit is that they meet the financial needs of a concern in
difficult times. Our faulty system of mdustnal ﬁnance renders
industrial concerns helpless wl;e—nThey are confronted by tempor-
ary financial difficulties. Under such circumstances, if the manag-
ing agents do not come forward with their advances, it will be
rather difficult for such concerns to tide over an adverse period.
But in doing this, there is no sacrifice of which so much is made
by the agents. If the agents ‘help a concern to tide over an
adverse period, they do so in the hope that the benefits of the
managing agency will continue to accrue to themselves and to
their successors from generation to generation. On the other
hand, we might say that the agents get too much for their simple
business-like gesture. It is not merely the contmuance of agency
with which the agents are satisfied, but they also try ta be re-
warded in many different ways. For instance, it is not unusual to
find a permanent enhancement of the rate of agency commission
which means a permanent burden upon the shareholders in return
for a temporary help, in addition to the interest charged for the

1 Leaving aside the boom period, even the cotton industry, which was one of the
prosperous industries of India, wae not giving 6 or 64 per cent. dividends. Sece the
evidence of the Ahmedabad Millowners® Association: Indian Tariff Board, Cotton Textile
Enquiry Report, 1927,
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same. Sometimes the agents turn their loans into debentures with
the result that the concerns consequently pass into their hands
and the shareholders lose all their capital.? It is thus clear that
the agents made advances in a perfect business-like manner there
is not the least ground to raise such advances to the high pedestal
of sacrifice deserving extra rewards. In a few cases the agents
no doubt might have lost their money. But this does not mean
sacrifice or philanthrophy but wrong judgment and lack of busi-
aness foresight. -

(b) Public Deposils.

Equally important is the practice of financing the client con-
cerns out of the deposits received by the agents on their own per-
sonal credit. This deposxt money is advanced to the client concerns
with a sufficient margin in the rate of interest for the recelvmg
agents. The extent of this maréfn differs in different cases.In some
cases the concerns are charged two per cent. ‘more than the rate'at
which the deposits are received.  In some cases the charge is two
per cent. more than the highest Bank Rate prevailing in that
year. Sometimes the funds are advanced without any reference
to the receiving rate or the Bank Rate. In such cases the rate of
interest is determined by the need of the borrowing concern. “The
agents argue that whatever thé current rafe; these funds would
not at all have been available to the concerns but for them. But
this is not true. If the agents cease to be intermediaries between
the‘deposntors and the concerns, the fundsJ in all possxbnhty, wlll
be deposnted directly with the concerns, as is done in many cases
even to-day, or with the banks. In either case they will be avail-
able to the industry, and perhaps even at a lower rate owing to
the eliminafion of the intermediary. Such a change will prove
beneficial in_more than one way. When funds are deposited with
Lhe agents, , the - volume o£ Si_gposnts is limited by the financial posi-
tion and re _putatlon of the agents. ‘The supply of finance in this
way has no relation to the actual needs and financial position of
the concerns. Under a direct deposit system, which would have
been the practice in the absence of the agents, there would have
existed some co-ordination between the volume of deposits and

1 Sce for instance the Central Banking Eaquiry Committee Report, Part I, pana 352.
G'
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the financial position and the needs of the concerns. The concerns
at least would have been in a position to say no, when
they did not want such deposits. Under the present situation
the agent, being himself interested in such deposits, is likely to
over-finance a concern by the same. Not only “this, but
‘there are instances when the reserves of companies were lent
to agents at very low rates of interest, and the financial needs of
such concerns were met by deposits at high rates of interest.}
Under the present situation the deposits are withdrawn whenever
the depositors think that the financial position of the agents has
weakened. Many sound concerns have thus to suffer financiat
distress for no fault of their own. Such a situation will not arise
if the deposits are made directly to the concerns. .

There is another variety of this deposit finance which though
not very important from the point of view of volume, still deserves
consideration. Sometimes the funds of one concern are deposited
with another concern under the same managing agency. This
system of inter-depositing funds presents many opportunities
for fraudulent manipulations on the part of the agents. The funds
of a good concern are many times lent to a losing concern. This
is to the advantage of the agents who can thereby keep the
sources of their income going. Sometimes the agents derive a
double benefit by such lending. They get the funds of one concern
fent to them at a low rate of interest, and then they lend them
to another concern at a higher rate. Thus the agents stand to
gain in the very process of lending. This interlending is carried
on not only with the actual funds possessed by a concern, but
-also by borrowing on the credit of a good concern, and then mak-
ing the same available to a bad concern.®

Such financial mismanagement will be very difficult in the
absence of the present agency system. In the first place, instances
of separate concerns being under the complete control of a single
management will be very rare. Even though there might be inter-
lockmg of dlrectorAtes, still each concern will have its separate
managerial and financial head, working as a managing director

1Cf. For inatance the cases of Whittle and Saraspur groups of The
Tariff Board, Cotton Textile Enquiry Report, 1927 Vol. 1V, PP~ 397-98.
8 See for example the evidence contained in Vol. lV, the Indian Tariff Board,

Cotton Textile Enquiry 1927,

|
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or manager, who will work as a check upon the conduct of the
directorates.

(c) Bank Advances.

One more way in which managing agents arrange the finances
of the client concerns is through advances from the banks. These
bank advances to industrial concerns are secured in’two difterent
ways. In some cases the agents merely guarantee that ‘the over-
drafts granted are secured by stock. In other cases the agents
th;mselves stand gu guarantee for the advances made by the banks.
The former method is Tollowed in Calcutta;! while the latter is
followed in Bombay. Formerly the practice of making advances
on the personal security of the agents was common throughout
India. One of the important grounds on which the agency system
is supported to-day is this peculiar method of getting finance. It
is believed that we cannot replace the managing agency system
unless the present banking organisation is changed.? But the
practice followed in Calcutta shows that even the present banking
organisation permits an alternative method. The sort of guarantee
which is necessary in Calcutta viz. that the over-drafts are covered
by stocks can be given by the managing director or the board of
directors. There seems to be no reason why what is practicable
in Calcutta should not be so in Bombay. The difference between
the methods at these two centres seems to be due to either of the
following two reasons:y(x) it may perhaps be due to the oft-
complained racial prejudice on the part of the bankers; or (2) it
may be due to the silent consent and indirect encouragement on
the part of the agents, as they are directly or indirectly benefited
by it. Whatever the underlying causes, the effect is that ‘the
comcerns have got to pay greater costs and suffer greater incon-
venience owing to the round about method of financing.

1 Cf. Report of the Indian Central Banking Enquiry Committee. Vol. I, Part I,
p. 276,

% «sIt js wellknown that banke at present are unmllmg to advance money on the
sccurity of asscte of 2 limited concern, unless the same is backed by the p
of the agents themselves. And mo practical banker at p would be prepared to make
a departure from this practice, |t is no use hoping for an alternative lyatem, unless the
whole organi of ial and banking credit in India is changed.” Evidence of
Sir Purshothamdas Thakurdas. Indian Tanﬂ" Board Cotton Textile Enquiry Report,
1927. Vol. IV, p, 4.
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-There is one common feature of all the three methods of secur-
ing short-term finance so far discussed. The supply of finance
under any of them is limited by the financial position of the agents
without any reference to the actual needs of the companies con-
cerned. This defect can be removed only by bringing about a
direct contact between the concerns and the sources of the supply
of funds. But this cannot come about so long as the present agency
system continues.

REMUNERATION OF THE MANAGING AGENTS

The Managing Agents are agents and not employees, and,
therefore, they can charge a commission for any and every service
that they render to the concern under their management. There
is no general fixed rule or rate according to which the agents
charge their commission. As a matter of fact they try to make

money out of every financial, commercial or manufacturing acti-
vity of the client concern. The principal source of the agent s
remuneration is either, (1) commission on production, (2) commis-
sion on sale, or (3) commission on profits. .

- COMMISSION ON PRODUCTION

The commission on production is calculated on the total out-
put of a concern by fixing a certain rate of commis‘sipn on a certain
unit of production, for instance, 3 pies per lb. of yarn produced
by a certain cotton mill company. The rate of commission of .
course differs in each individual case. This system of remunera-
tion was followed, wherever possible, in the beginning of the
agency system. Even to-day it is common outside Bombay.

Of the three methods of charging commission, this is the most -
defective from the economic point of view. When commission is
paid on a quantitative basis, the .agents become interested in the
turnover only,. and not ja,efficient and profitable management.
Not only this, but the agents also become quite unmindful about
the quality ‘of the prodm_e As their remuneration depends upon
quantity and not on quality, the improvement in quality is ignored.
The agents become careless even about the disposal of the pro-
duce, as their remuneration is not affected by the sales. They
need not care to study the market conditions, because they are
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"not interested in the profitable harketing of the goods. Thus,
whether the output is produced at high or low cost, whether it is
marketable or not,. an&"‘eiren“‘w}neri marketed _whether it brings

view of the manag_mg agents

COMMISSION ON SALES

Under the second system, the commission is charged as a
certain percentage of the sale proceeds. For example, in Ahmeda-
bad, where this system is very popular, usually 3 per cent. of the
sale proceeds is charged as commission. This system was first
introduced by the Ahmedabad mill agents. The Ahmedabad mills
were engaged in weaving cloth of superior quality; and hence.
the agents found that by introducing this new system, which was
also likely to.create a favourable impression upon the minds of
the shareholders, they stood to gain more than by charging
commission on the basis of production, according to the then
prevalent rate of three pies per lb. Besides, as the price of cloth
was rising, the commission on the basis of sales proved more
profitable than commission on the basis of production.

This system is better than the first in two respects; the agents
have an impetus to look after the quality of the produce and its
marketing. But though the agents cannot neglect the marketing
of the produce still there is no great incentive to sell it at the best
prices, because their remuneration is not much affected thereby.
For example, suppose in:a given case the agent’s commission is
fixed at 3 per cent. on sales; it will make very little difference to
him whether a certain quantity of goods is sold at Rs. 100/~ or
Rs. 105/-. But this affects the shareholders in a different way.

"~ Usually the annual sales of 2 normal- sized mill amount to nearly
25 lakhs, which is also the figure of.eapital irivestments in such
a mill. If we, therefore, suppose that in the above instance a

“selling price of Rs. 100/- is sufficient to meet the costs that of
Rs. 105/~ will mean a net 5 per cent. return to the shareholders.
This shows that in ignoring the profit of a few annas for himself
the agent may deprive the shareholders of a reasonable dividend.

The incentive to secure the best prices, therefore, is not great
under this system, which like the former one offers no impetus
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even to efficient management. The agents become interested in
increasing the production at high or low cost and dlsprcging it of.
This system also gives an opportunity for the less scrupulous
agents to charge their commission twice. For example, in a hurry
to dispose of the stock more than necessary consignments are
sent to sale agent, on the condition that whatever is not disposed
of in a certain period should be returned. As soon as the consign-
ments are sent to the sale agents, commission is charged on
their value. In due course the unsold portion comes back, and the
commission is charged again when that is disposed of later on.

Though the system of charging commission on sales Is, in some
respects, better than the system of charging commission on pro-
duction, still the former is more expensive than the latter. This
will not be visible in any one year as there is the possibility of
some of the production being not sold. But if we take a number
of, years in which the production is usually disposed of the high
costs will be clear.? The bad effects of both these systems are
magnified_in_times of depressnon. In the first place, the commis-
sion proves to be a heavy charge upon the industry and entails
a great loss to the shareholders. Secondly, as the agents are “not
interested in profits, they keep up the rate of production and add
to the bad eflects of depression by c,au;singwq\}gr:pljgdgction. To
this the agents reply that they lessen the burden in times of
depression by suspending, in part or whole, their commission.?
But this is an exception rather than the rule. And in so far as
they do it, it brings _credit not to the system as a whole, but to
those few individuals who practise it.

Sometimes the agents do not bind themselves to anyone of
these systems but leave the method of ascertaining the commis--
sion undecided. This means that they will charge the commission

1 See for instance the ev-dence before the Indian Tariff Board dunng the Cotton
“Textile Enquiry of 1927.

# «Calculations we have madc show that, over a series of years, the system of
commission on sales ia the most expensive of the three.” Indian Tariff Board Cotton
Textile Enquiry Report, 19¢7. Vol. 1, p. 87.

$ Q:—¢Does not your system of remuneration on gales mean that at the time of
depression you are getting far larger commission than the Bombay Mills.

A:— #No; because in Ahmedabad the desire for maintaining one’s reputation ie so
keen that no sooner there is 8 depression or the mill has mot made profits, then they
leave off half or even the full jon.” Evid of Abmedabad Millowners®
Assaciation. Indian Tariff Board, Cotton Textile Enquiry, 1927. Report Vol. II -
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according to the system that gives them the largest amount of
commission. For example, if in any particular year a large portion
of production remains unsold, or prices happen to be’ very low,
the commission will be charged on the basis of production.! “This
sort of option to the agent proves more injurious than either of
the systems followed permanently, because, if the agents are not

quite scrupulous, there exists the possibility of some portion of

the stock being subjected to double commission: once on the
basis of production, and later, on the basis of sales.

€OMMISSION ON PROFITS

The third system of taking commission is to charge it on pro-
fits. As in the other cases, there is no one fixed rate of charéing
commission ofi profits. Usually the rate varies from 10 per cent. to
15 per cent.; 1o per cent. and 12} per cent. being rather popular.
Though the agents have no fixed rate of charging commission,
still they have a fixed definition ‘of the word, ‘‘Profits”’. The
term *‘Profits’’ pr “;Net Profits’’ in the agency parlance, means
whatever is left ‘after deducting the payments to the employees
and interest on the-short-time loans from the gross returns. No
deduction is made for income-tax, interest on debentures, expendi-
ture for repairs, depreciation charges or insurance payments. The
use of the words. “Profits’”” and ‘‘Net Profits,” is thus quite
deceptive. . ' T

This system of calculating the managing agents’ commission
on profits is popular only in Bombay. At ofher centres including
Calcutta either of the other two methods is usually followed.? The
majority of jute-mills charge commission on sale proceeds, so
also almost all the tea companies.® It was the late Mr. Jamshedji
Tata who originated the system of charging commission on pro-

! The following lines which are quoted from an agency agreement will give an idea
of such latitudinarian commission clause. The company ‘shall pay every month 3 - per
cent, commigsion on sales of yarn, or three pies per pound avoirdupois on the sale at the
option of the Agents, and commission of 3 per cent. on the proceeds of cloth sold or
commission of three pies per pound avoirdupois at the option of the Agents.”

2 4The system of paying commission on profits is fonnd populir only in case of
Bombay, In Ahmedabad the commision is charged on the basis of production or sales.
The Calcutta ageacy firms too are reverting to the method of charging commission on
vroduction.”” Evidence of Sir Purshottamdas Thukurdas: Tariff Board; Cotton Textile
Enquiry Report 1927 Vol. 4, p. 21+

$ Cf. Indian Tariff Board Cotton Textile Enquiry Report 1927 Vol. 3 page 323.

1
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fits. To him it looked quite iniquitous to give away large sums of,
money to ‘men who were not qualified for the work. The other
managing agents of course were quite opposed to this move and
Mr. Tata had to face a bitter opposition from them while intro-
ducing this new system of commission.! Even in Bombay this?
system is not universally followed. In the cotton industry alone?
there were in 1927 twelve mills that were paying commission on
the basis of production.?

Of all the three systems of charging commission, that on pro-
fits is relatively the most preferable. It is expected to furnish the .
greatest stimulus to efficient working. As commission on profit
is charged after deducting the working expenses and interes.
charges on short time loans, the agents are expected to reduce:
these charges to the minimum without affecting the volume of
production. To this extent, therefore, this system is conducive to }
efficiency. When profits are made the basis of commission, the :
agents cannot be indifferent to prices. Still the stimulus to secure
the best prices is not very great because of the faulty method of
calculating profits, as explained above.

There is one more defect in this system of calculating the com-
mission. The agents who always enjoy unlimited financial powers
can burden the concern with debenture liabilities with advantage
to themselves. It is obvious that with increased resources produc-
tion can be increased which will result in higher remuneration to .
the agents, especially as interest on debentures does not affect
them. The shareholders of course suffer owing to the increased
liability. In this connection, a question may be asked that if the
agents profit by raising funds by issuing debentures, why do they
not finance working capital in this way? There seem to be two
reasons why the agents do not do so. First, their profits under
the present system’ are far greater than the profits that they stand
to derive by issuing debentures for working capital. Secondly,
the present method keeps the client concerns dependent upon
them to a greater extent. - '

1 ¢/The agents in general were bitterly opposed to his (Ms. Tata’s) attitude, for .
they could always count upon their gains, even if a balance sheet were disastrous to the
shareholders. To Jamshedji Tata the quarter anna paid to these men as 2 commission on
every pound of yarn and cloth, whether the mill was worked at a profit or at a loss '
appeared 2 pernicious system.’* Life of Mr. Jamshedji Tata: By. F. R. Harris, p. 51.

2 Indian Tariff Board: Cotton Textile Enquiry Report 1927 Vol. 3
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- THE MINIMUM COMMISSION CLAUSE

In the agency agreements there is usually a provision for mini-
mum commission. This practice seems to be more popular in
Bombay than in Calcutta. The minimum commission varies
according to the size of the concern, in some cases it being as
high as Rs. 1,20,000 a year.! In one agency agreement it was’
found that while the nominal capital of the concern was
Rs. 15,00,000 the minimum commission was Rs. 50,000 a year. #

In some agency agreements it is provided that the agents should
get their full commission, when the shareholders get a dividend
of 5 per cent. or 6 per cent. This outwardly satisfactory provision
is most undesirable from the point of view of sound finance. In
order to obtain their commission, the agents have the temptation
to declare the required dividends even by manipulations and by
the neglect of provision for depreciation and reserve funds.

A GENERAL REVIEW OF THE THREE SYSTEMS

It will not be out of place to take a summary review of the
three systems together. One important point to be remembered
about these systems is that though they are different in names,
they are materially not much different from each other. What-
ever difference there exists, is the difference of degree and not
-of quality. The commission of managing agents under any of the
- three systems is a charge upon production and capital. The agents
therefore, become interested, in a greater or less degree accord-
ing to the nature of their remuneration, in the increase of produc-
- tion only. The aim of any industrial enterprise is not mere increase
of production, but increase of production in such a way that it
will yield the highest profits. The industrial organisation which
aims at increase of production without proper attention to profits,
is founded on a wrong basis and cannot hope to prosper. When
the organisers of industries become interested in the volume of
production only, the industries are sure to suffer from over-
production and over-investment. The industrial heads under such
conditions are apt to show lack of enterprise and reluctance to

1 Cf. The Agency Agreement of the E. D. Sassoon United Mills Company Ltd.
2 Cf, The Agency Agreement of the Swadeshi Lakshmi Mills.
7%
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embark on new ventures, especially as they do not stand to lose
by such an attitude. This is one of the important causes why we
find over-investment and over-production in certain beaten tracks.
In so far as the agents’ commission proves to be a charge upon
capital the effects are still worse. The industrial organisation-
which maintains itself upon capital instead of profits is self-
destructive. A large portion of the annual supply of resources,
such as human energy and savings will be spent in replacements,
instead of additions. And as a consequence, industrial progress
if any, will be very slow. '

HEAD OFFICE ALLOWANCE

In addition to the commission, the client concerns in most
cases make a regular payment to the managing agent as ‘‘allow-
ance for Head Office expenses.”” When a company is managed by
managing agents its head office means the office of the agents.
This office, wherever it exists, is maintained to look after all the
business activities of the agents, and is quite a private affair of
theirs. The expenses of this cannot be charged to this or that
concern, but properly speaking, must be defrayed by the agents
from their own earnings. This should be so, especially as the pay- -
ment of this allowance does not relieve the concerns fghbm meet-
ing the expenses of maintaining an office of its own, where al
the matters regarding its finances and management are dis-
charged.! Besides, as all the business activities of the agents are
concentrated in their office, it is difficult to divide properly the
expenses among the client concerns. Not only this, but there is
nothing to prevent the agents from charging all the expenses to
each of the client concerns separately. As a matter of fact the
item of head office expenses is a sort of safety valve which the
agents can make use of as necessity arises. Supposing a concern
does not show good profits in a certain year, they can make a
gesture of generosity and relinquish a part of their commission
with one hand, and make up the loss by increasing the head office
allowance with the other. This allowance often prove an exorbit-
znt charge amounting sometimes to as high a figure as 4 to 3

1 ¢«We have known of instances where the office allowance is regarded as an addi-

tional remuneration for the managing agents, while all expenses in ‘connection with the
head office are debited to the company.” Indian Tariff Board Cotton Textile Report, 1933.
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lakhs per annum. One noteworthy feature about this allowance
is that it does not necessarily vary according to the size of the
concern. In some agency agreements no definite amount is stated,
but it is provided that the company should pay all the office
expenses over and above the stipulated commission. Such a
provision is especially advantageous to the agents as they can
lower or raise the figure according to the needs of the time. The
office allowance thus, is nothing but an addition to the agents’
commission under a different name, and an extra burden upon
the industry.1

The Ahmedabad mill agents do not charge anything to the
client concerns for their ‘‘head office’’ expenses. They charge
their commission on the sales or production basis and not on
profit, which is more fluctuating than either of the former two.
Their source of income thus is steady, and that is why perhaps
they do not feel the necessity of having another string to their
bow, as in the case of the managing agents in Bombay.

SOME MINOR SOURCES OF AGENTS’ REMUNERATION

The commission on the basis of profits, sales or production
and the ‘‘head office allowance’’ are not the only sources of
income to the managing agents. It is an invariable feature of the
managing agency agreements, that the managing agent is entitled
to work for and to contract with the company in respect of various
services such as purchase of materials, the sale of finished goods,
the insurance of buildings, plant and stock etc. For all such
“‘extra’’ services, the agent is entitled to receive such additional
payment as may be arranged between him and the directors. Not
unusually we find that the agents are entitled to charge commis-
sion on the cost of machinery and plant. It is needless to discuss
how such payments remove from their minds all stimulus for
economy. This commission clause in many cases is extended to
all sorts of purchases. For example, it is not uncommon to find a
p?&ﬁ’sion like ‘“a commission of 21 per cent. on all purchases
made for the company’’ in the agreements.

1 Cf. ¢«¢There being no charge on account of the managing agency commission, the
head office charges (as we call them) are also low”. My impressions of Japan, by Sir
‘Lallubhai Samaldas, p. 69.
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Most of the managing agents also work as sale agents of their
client concerns, and for this they get an extra commission. This
process of sale proves too costly from the point of view of the
concern. The sale costs can be vastly reduced if each concern main-
tains its own selling organisation. The difference between these
two systems of arranging sales can be realised if we take the
example of a cotton mill. The sale commission of a cotton mill
with 1000 looms amounts to something like Rs. 60,000 to
Rs. 70,000 per annum. But a mill with 1500 looms which main-
tains its selling organisation can defray the selling expenses by
nearly Rs. 1,500 per month.! To such arguments the agents’
stock reply is that they are responsible for the payments by the
customers, but it is questionable whether the risks of non-payment
are so very great as to justify the difference between the expenses
of the two methods. The agents of their own accord cannot be
expected to encourage direct selling system, as thereby they
stand to lose an important source of income.

Over and above these direct sources of remuneration there are
many indirect ways in ‘which the'agents enake money. As we
have said in the beginning of this chapter, the agency firms are
engaged in different types of businesses. For example, they are
agents of insurance companies, dealers in machinery, brokers
for raw materials such as cotton, jute, and so on. They, there-
fore try to make money in all possible capacities. And there are
no grounds to complain so long as this is done honestly. But,
unfortunately, the agents are found to take undue advantage of
their position as supreme managerial heads of the client concerns..
For example, as insurance agents they are found to insure the
property of the client concerns for a sum greater than its actual
worth, as it increases their insurance commission.? The client
concerns thus are burdened with unnecessarily heavy insurance
charges. N

As dealers in machinery and such other goods too, the agents
are found to make profits at the cost of the client concerns. ‘In

. 1 The Indian Tariff Board Cotton Textile Enquiry Report, 1937, Vol. II, p. 179.

2 «] find that some mills seem to insure for a good deal more than the value of

the block and stores held by them. One mill, for example, the total value of which is 47

lakhs, insured for 74 lakhe." Remarked by a member of the Tariff Board in their enquiry
of the Cotton Textiles in 1927,
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regard to supply of such goods, the agents are found not to be
particular about their quality and price. Not only this but they
also make the concerns purchase a larger stock than necessary,
as they stand to gain by it. Whenever the managing agents
change, every new agent tries to make profit by selling machinery
and other stock to the new concern. As the makes of the machin-
ery in which the different agents deal differ, in many cases it so
_héppens that the new purchases do not fit properly with the
former equipment. But such considerations never deter the agent
from making the sales to the concerns of those makes in which
he happens to deal at that time.! That the interests of the agents
dominate the interests of the client concerns in the purchases
made on behalf of the latter can be seen even in the case of the
Calcutta concerns. There too we find that new machinery is added
when the existing equipment cannot be profitably employed for
full time; and often extensions are undertaken on the plea of
improvement though the probable results do not justify the ex-
penditure involved on them. ? :

The agents in many cases ako work as brokers for various
products. For examiple, the agents of cotton mills also work as
cotton brokers, and naturally they supply cotton to their client
concerns. The usual commission for cotton supply is 1 to 2 per
cent. in Bombay. At thé rate of even one per cent. the commission
amounts to more than Rs. 3,000 per month for the normal con-
sumption of a mill.? When the agents themselves do not work as
brokers they engage such other brokers in whom they are inter-
ested.¢ The brokerage charges can be annihilated if the necessary

1 Cf. «Many of the Bombay Mills having frequently changed bande, and belonged
to managing agents, who were also representatives of textile machinists, some are
musesme of all kinds of machinery from different machinists, as every time 2 mill was
taken over the new mill agent was anxious to get some of the machinery into the mill
which was made by a firm of textile machinists that he happencd to represent at that
time.” The Cotton Industry of India by Mr. Arno Pearse, p. 6o.

2 Vide for ple Mr. Narayandas Bajoria’s booklet entitled A Note on the
Amendment of the Indian Companies Act, 1913-1914.”

8 The Indian Tariff Board Cotton Textile Enquiry Report, 1927, Vol. IV, p. 176.

¢ The univeraality of this practice will be clear. from the following remarks about
the Calcotta Agency Houses. ¢sEven in the matter of buying raw materials for the mills
and selling finished products ctc. only such brokers are employed as are in some way or
other refated to the members of the firms of Managing Agents by race, colour or frlend-
ship or flattery and many concessions are given to them even in the matters of ym".el'."
A Note on the Amendment of the Indian Companics Act, 1913-14"" by Mr. N. Bajoria.
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purchases and sales are undertaken directly by the concerns
without the middlemanship of brokers.

There is one more way in which the agents can make money
at the expense of the client concerns. Some of the agents deal in
futures in order to purchase raw materials for their client con-
cerns. So long as the agents think that they can make profits
by dealing in this way the transactions are kept on their own
names, and profits are credited to themselves. But whenever the
agents sustain any loss, the transactions are transferred to the
company’s account and the company is debited with the loss.
There is one more disadvantage in this process of purchase. The
concerns can never get the materials at the lowest prices. So long
as there is the possibility of the prices going higher the agents
keep the transactions to their own accounts and transfer them to
the concerns when prices rise. v

TENURE OF AGENCY AGREEMENTS

One of the main complaints against the managing agency
system is that once a certain agency firm obtains control of a
company it becomes almost impossible to remove it. The agency
agreement which is entered into at the time of incorporation of the
company usually provides for a tenure of about 40 years in Bom-
bay, and 20 in Calcutta, while it is permanent in the case of
Ahmedabad. The Articles of Association are usually so framed
that even at the expiry of the fixed period it becomes impossible
to remove them from office, and as a result a fresh term has
always to be sanctioned.

The period of the agency contract, the agents argue, does not
matter much. According to them the shareholders, always enjoy
powers necessary to remove the managing agents if they wish
to do so. For instance, if the agents commit any frauds, redress
can be had from the courts of law, and if they are incompetent
the shareholders can remove them. The apparent cogency.: of the
argument vanishes if we go deeper into the problem. Everyone
who possesses any knowledge of business organisation and
finance will admit that a concern can be ruined without commit-
ting a fraud that may come within the purview of law. It is,
therefore wrong to suppose that so long as no redress is sought
from the court of law, everything is going on allright.
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If an agent is not fraudulent but incompetent, the agents
argue, he can be removed by the shareholders by passing a
resolution to that effect. Legally this is true, but in practice, so
many difficulties are created in the way of accomplishing this by
different provisions in the Articles, that the removal of the agents
becomes impossible. In the first place, such an extraordinary reso-
lution must be passed by a certain large majority. For instance,
in Calcutta, it is invariably provided that there must be a three-
fourths majority for passing such a resolution; this limit is still
higher in Bombay, being four-fifths, and sometimes even five-
sixths.! In many cases it is further provided that a specified
minimum, usually three-fourths, of the total number of votes must
be cast at such meetings. For a proper realisation of the signi-
ficance of these provisions, we must remember one underlying
factor that the agents can and do hold shares and use the votes
in their own favour. They mnever fail to provide for sufficient
opportunities to adjust their own position to changing circum-
stances. By one of the Articles, it is generally provided that one
full year’s notice must be given to the agents, whenever a reso-
lution about their removal is to be moved. The agents thus get
full time to arrange for a sufficient number of votes in their
favour. If by any chance, which is very rare, the agents are not
successful in defeating the opponents at this stage they get one
more opportunity to accomplish this. Because it is usually laid
down in the Articles, that such a resolution to be valid must be
confirmed by another passed at a meeting to be convened six
months after the previous meeting.* Thus they get a pretty long
interval to make up the deficiency felt at the previous occasion.
The agents usually are wealthy persons, and therefore they can
at any time enter the security market and purchase the shares at,
tempting prices. The loss that is likely to be sustained in this way
is more than compensated for by retaining the agency.

* ' AGENTS TO BE COMPENSATED ON REMOVAL

* The agents, if by an extraordinary feat on the part of the
shareholders, happen to be defeated on both the occasions, are to

¥ Cf. The Indian Tariff Board Cotton Textile Enquiry Repost, 1933,
# See for instance Appendix “A™ te the “Note on the Amendment of Indian
Companies Act 1913-14™ By Mr. N. Bajoria.
8
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be compensated for leaving their office. They are to ‘receive such
compensation éven when they are requested and consent to re-
sign, owing to their own inability to manage the concern or
deliberate mismanagement thereof. The compensation to be paid
. on such occasions is generally ten or twelve times the average
annual income of the agent from the client concern for the previ-
ous five years. It seems the agents look upon the agency rights
as their permanent family possession. If we take into considera-
tion all the different sources of income from a client concern, we
can easily imagine the enormous amount that will have to be
paid as compensation to the agents when they are required to
relinquish their agency rights. They are to be compensated for,
even when 2 concern is wound_up and ceases to function. On one
such occasion the agents ‘took 20 lakhs as compensation on the
winding up of the company.! To rerhove the agents at such high
costs means to bring about the financial ruin of the concern.

Though there are so many difficulties in the way of a client
concern, if it wishes to remove the agents, the latter, on the
other hand, can leave the concerns any time they like, without
any obligations. The agents can sell off the agency nghts any
time and to any body they like just as we sell our private posses-
sions to others. The concern on its part must accept the pur-
chasers as managing agents on the same terms on which the
former ones were working. However disadvantageous such a
transfer might be to the shareholders, they .are rendered helpless
by the Articles and the Agency Agreement.

MANAGING AGENTS THE VIRTUAL OWNERS

The general attitude and also the virtual position of the manag-
ing agents regarding their client concerns is best illustrated by
the fact that the managing agents of the cotton mills in Bombay,
and also in Ahmedabad, have named their associations as
“Millowners’ Association.”” It is interesting to note that in
Bombay we find two separate organisations with conflicting
interests called the Millowners' Association and the Shareholders’
Association, when as a matter of fact the shareholders: are the

1 Cf. Represcotation of Bombay Shareholders” Awociation to the Tariff- Board
"Cotton Textile Enquiry (v932).
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real owners. “This is applicable not only t6 cotton industry but to
all industries, and therefore, the Shareholders’ Association whose
object is ‘“‘to promote, protect and safeguard the iaterests of the
shareholders,’” consists of shareholders of all sorts of companies.

EFFECT OF AGENCY SYSTEM ON INDUSTRIAL
INVESTMENTS

If we consider the different ways in which the managing agents
make money out of the management of a client concern we can
easily realise that they absorb too large a share .of the profits,
The natural consequence of this situation has been to make
industrial_investment as a whole less attractive to the investors.
The a agency system thus tends not to increase but to check the
flow of capital in industry. The present system of industrial
orgamsatlon holds out great temptations for those lucky few who
can establish themselves in the privileged position of managing
agents; for the rest there is no incentive to invest in industries.
No financial measures, therefore, can bring about further deve-
lopment, which presupposes a sufficient supply of capital, so long
as we do not improve this faulty organisation. The supply of
capital to industries can be increased only by making the returns
to the investors commensurate with the risks they undertake.
Industrial prosperity can be achieved only when the returns from
industry become distributed proportionately to the risks and costs
undertaken by the different parties. At present the distribution of
income from industries is unequal, and the party against whom
the injustice is made is reluctant to invest in industries. The latter '
party being disproportionately larger than the former we cannot
expect industrial mvestment to make any satisfactory progress

. HEREDITARY CHARACTER OF THE SYSTEM

The agency system is not only a costly process of manage-
ment but is also an ineflicient one. The main qualification—or
rather the only qualification of the managing agent is his pos-
session of funds. But the history of the devclopment of industrial
orginisation has shown us that the possession of wealth is not
necessarily accompanied by qualities of efficient management.
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Besides, the period of the tenure of the agency and the difficulties
in the way of changing the managing agents .involve all
the defects of a hereditary system. Because a certain person
possesses the funds and abilities necessary to work as a manag-
ing agent of a concern, we cannot guarantee that his sons and
gandsons will also possess those qualifications. But whether they
possess them or not the agency rights will pass on to them auto-
matically and if they prove inefficient the shareholders will have
quietly to suffer the ruin of their enterprise and the loss of their
wealth. It is really a pity that the real owners of the property
“should not possess the ordinary rights of maintaining it in order
and putting it to the best possible use.

When the agency $ystem originated there were very few able
businessmen who could conduct the affairs of large scale manu-
facturing concerns. Business ability and knowledge in those days
was restricted to a limited number of families, and the members
of such families alone could get the necessary training to conduct
such business. In those days, therefore, there was no ground to
complain if the management of the concerns became permanent
in one of the wellknown families. On the other hand it was a
source of satisfaction and security that the affairs of a certain
concern were going to remain permanently in the hands of a
particular well-known family. The managing agents too in those
days had great financial stake in the client concerns and natu-
rally they desired that the concern should be a permanent source
of income to their family. As the client concerns were depend-
ent upon the resources of the agents it was considered to be a
satisfactory feature that a particular wealthy family was always
going to be at the back of the concern.

But these conditions have undergone a vast change. Business
ability and knowledge no more are restricted to certain families.
Owing to spread of education and industrial development, busi-
ness knowledge and experienge have become widespread and
many able businessmen are found outside the agency houses.
Business talent has not remained the monopoly of particular
families. Not only this but business knowledge and administra-
tive ability become-more crystallized outside the wealthy families
cwing to the varied experience of such people. But by making the
agents hereditary administrative heads we deprive the industries
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of the advantages of outside business talents. The hereditary
feature which once was a ‘desirablé thing has now become a
source of weakness as it does not allow infusion of fresh blood
and energy into industrial organization and this’ deprives it of
better talents and superior ability. The dependence of industrial
concerns on the finances of the managing agents also has de-
creased a good deal and can still further be decreased without
any loss if things are managed on proper lines. It is therefore
necessary that the present organization should be changed so as
to make possible to take advantage of business ability and talent
separated from wealth. The European agency firms in this respect
are superior to the Indian ones. They take the advantage of the
knowledge and experience of- outside perSOns by making them
partners. Even in the case of these firms the founders or the
principal partners continue to be represented on them from gene-
ration to generation, but they try to increase their efficiency by,
taking up one or two able members of the managerial staff of
different concerns, who bring with them a fund of business
experience and technical knowledge and also some capital. Such
persons, of course, continue to be members only so long as they
are able to render active service. In this way a permanent flow
of fresh energy and experience is made possible. Indian firms too
should adopt such changes in their organization. It cannot be
said too often that our industrial organization should be such that
it will put to the greatest use whatever human and material
resources we possess. Every intelligent and able person must have
free field to rise to industrial leadership if he desires and deserves
that position.

RESPECTIVE POSITION AND POWERS OF
DIRECTORS AND AGENTS

The supporters of the agency system flatly deny the possibility

. that the managing agents by themselves can do any harm to the
client concerns. Because, they contend, that there are directors
who represent the shareholders and supervise in their interest the
actions of the agents. But how far the directors represent. the
shareholders can very well be imagined from the following obser-
vations of no less an authority than the Indian Tariff Board.
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“It is not a sufficient answer,”’ they observe, ‘‘to the criticism
that the shareholders have a right to appoint directors. Allowing
for the number of directors appointed by the agents and of special
debenture directors and also for the fact that only a limited
number of vacancies occur every year, the extent to which the
shareholders can actually exercise this right is restricted parti-
cularly in view of the short period gengrally allowed for nomina-
tions to vacancies in the Directorate.’’! It is thus wrong to
suppose that the board of directors represent the shareholders.
Even when under exceptional circumstances the board happens to
represent the shareholders, they realise to their dismay that they
are rendered powerless by the Articles of Association.

The Articles of Association and the Agency Agreement are so
framed that all important powers become vested in the hands of
the agents and the directors are prohibited from interfering in the
same. As a result of such provisions, the directors who legally
are the superior authority, being the representatives of the pro-
prietors, find themselves possessing powers far less than those of
the agents, thus creating an anomalous situation in which the =
servants dominate the master. The agents as a matter of fact
look upon the directors as a necessary evil; they are to be there
because the Company Law requires that there should be directors
in the case of a joint-stock company.? Consequently, the directors
are not empowered to do anything beyond the minimum required "
by the Law to be done by the board of directors. The directors
thus neither represent the shareholders in the proper sense of the
term, nor do they possess any power to protect their (the share-
holders') interests. The managing agent consequently is the most
powerful party in the management of a joint-stock company
possessing full powers to make or mar its prospects. The share-
holders cannot exercise any check over .the actions of the agent,
nor is it possible for them to conduct their concern more efficiently,
even when they feel confident of doing so by bringing about a

1 Cf. Report of Indian Tariff Board Cotton Textile Enquiry, £933.

# «The Law has compelled limited companies to have Dircctors. Therefore the law
.has to be complied with. In any case, the law says that if you do not do certain thinge
we shall hold you responsible, and that is one reason why the Directors are there.™
Evidence of Sir. C. N. Wadia. The Indian Tariff Board Cotton Textile Enquiry Report,
1927, Vol, 11, p. 321.
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change in the management. The managing agency system thus,
besides being too costly is apt to degenerate into irretrievable
inefficiency. In these days of keen competitior no industry can
be expected even to exist, not to talk of prospering, if it is not
conducted in the most efficient way possible.

FOREIGNERS AS MANAGING AGENTS

The managing agency system has another great disadvantage
under our present economic cofidition. This system makes. it
possible for_the agents to become all powerful as regards the
management ¢ of the client concerns; and naturally when the agents
happen to be forelgners, the management passes wholly and
permanently into the hands of the foreigners. These foreign
agents, possessmg_ all powers to make appointments, appoint men
of their own nationality to all superior posts, thus excluding
Indians from having any real knowledge about the management
or techn-que of the industry. When the foreign businessmen
. retire, and they retire early owing to unfavourable climatic condi-
- tions of this country, they take away with them all the business
experience and industrial knowledge that they had acquired here.!
We thus neither get the opportunity to acquire the experience and
knowledge ourselves nor can we derive full advantage of these
cthings from those who possess them. So long as the agency
system continues in its present form, it will be quite easy for the
foreign managing agents to exclude us from having real know-
ledge about the technique or management of the industries in
their hands.? It is not a source of satisfaction that we can supply

1 A warning in this respect was long ago given by Sir Alfred Chatterton. In his
book ¢«The Industrial Evolution of India® he bhad observed: ¢Much outcry bas been
made regardmg the drain of India’s wealth, but the drain of experience which is con-
stantly going on has almost entnely euuped the attention of your political leaders. There
is mueh industrial enterpriee in India but it is mainly in the hands of the foreigners,
and year by ycar these men retire from the country, taking with them not only some of
the wealth they have helped to create, but all the zxperience they have been able to
g2in. If we wish to see India restored to industrial prommcnce you must be prepared to
entruat your capital to your own countrymen, Only in this way can you gradually
accumulate in thn sountry that fund of Industrial experience which, must exist if you

are to fully pete againat facturere in other parts of the world.”” Page 206

® «Nevercheless, a not inconsiderable amount of capital invested in Indiap industries
is #till non-Indian. The result is that the control dnd management in the case of some.
of the important industries are even now in the hands of non-India firmes, The predomi-
nance of non-Indian management in some of the xmponant industries has detracted from
the value of Indian participation in industrial enterprise. Genenlly speaking the managing
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the capital. Our goal should be not only to ﬁnanceJ but also to
manage our own industries.

The agency system by rendering the management permanent
and beyond the control of the shareholders yields a_double ad-
vantage to foreigners. The foreign investors can be sure that
whether they are in a majority or a minority, the management
will always be in the hands of their own nationals if it is so in
the beginning. So also the agents can be sure that whatever the
nationality of the shareholders their position is secure. This
system thus offers opportunities and temptations to foreign capita-
lists to exploit our industrial possibilities. The Government of
India have provided that the industries to be protected must have
a certain percentage of Indian capital, and a certain proportion
of Indian directors. As regards the directors we have seen how
they are rendered powerless by the managing agents. Under these
circumstances even though the whole board happen to be com-
posed of Indxans, we cannot say that the management is in Indian
hands, so long as the managing agents are not Indians.

The advantages that a country derives from industrialisation
cannot be measured only in terms of dividends. Even from the
material point of view, the wealth created by an industrial concern
is distributed in many forms other than dividends to shareholders.
It is distributed, for instance, as wages of the labourers, salaries
of the superior staff, payments to managing and directing authori-
ties, and profits of other concerns supplying different services
and materials such as transport, insurance, machinery etc. So
by allowing the foreigners to possess all the powers of the
managing agents, we allow them to patronize their own nationals,
even at the cost of our countrymen. Besides such material
advantages, industrial development produces certain moral and
intellectual advantages to the people. But so long as we continue
to carry out the orders of others, and not obtain the power to
give the orders, we cannot hope to reap any great intellectual
advantages from the industrial development of our country of
whatever extent it may be. As long as the managing agency

agents have not given any scope to Indians to hold such positions in the companice they
manage as might have a comprehenuve idea both in regard to the technique of produc-
tion and management of the business.”

The Central Banking Enquiry Committee Report, Vol. 1, Part 1, para 332.
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system contmues, it will be possnble for foreigners to hold the
strings of our industries in their hands even when they do not
supply the capital. In the absence of the agency system, ‘it will
be possible for us to be the masters of the situation at least to
that extent to which we supply the capital.

THE PART PLAYED BY THE AGENCY SYSTEM
IN THE PAST

So far we discussed the origin, evolution, and the working of
the managing agency system as we find it to-day. However faulty
and imperfect the system is found to be to-day, it cannot be
denied . that it _bas played an _important and useful part in the
industrial development of this country. While speakmg about
the system we must not fail to distin istinguish between managing
agents and the managnnaagency system generally in our hurry
to praise or condemn the one or the other we fail to distinguish
between these two. An organisation is a contrivance to use the
different human and material factors in the promotion of the
well-being of the society. The success of any organisation, there-
fore, depends- upon the extent to which it puts these different
factors to the best use. The efficiency or otherwise of agericy -
system also, therefore, depends upon the extent to which it is
able to bring’ about the lndustrlal ‘development of the country.
Consndered from this pomt of view, it must be admitted that
this system has helped the industrial progress a good deal in the
beginning.

The foregoing discussion must have shown that the origin of
the managing agency system was due not to the avarice of the
agents, but to the peculiar economic and social conditions then
existing, Industrial organisation of the type of joint-stock com-
panies was newly introduced in India, and therefore, businessmen
2ble to conduct such large organisations were very few either in
the European or the Indian cdmmunity. And ‘most of such men
were engaged in commerce. It was therefore, natural that traders
should also become manufacturers, We have seen how the
difficulty to get able managing directors originated the managing
agency system in regard to European concerns. So also it was
difficult in the case of Indlan concerns to find -able persons to

9
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manage them outside the trading community. As a matter of
fact industrial enterprise and ability were almost absent outside
the merchant class, and therefore, maturally the traders became
the promoters and managers of industrial undertakings.? The
traders too were limited in number and that is why a single firm
came to manage a number of concerns. In order to facilitate this
the administrative work had to be subdivided. The managing
agents undertook the responsibility of supplying finance and
rendering general supervision. All the details of management were
left to managers and other officers of the companies. This was a
sort of specialization of the administrative functions. Technical
knowledge could be hired but business ability and enter_pnse
could not. The managing agency system through subdivision
and specialization of the managerial duties put to the greatest
use the busines.s ability and enterprise available at that time.
When a businessman undertakes all the duties of a managing
director it is not ordinarily possible for him to manage more than
one concern at a time.

The trading activities of the managing agents were also useful

in those days. Every manufactiring concern is required to under-
take certain commercial activities for carrying on the necessary
"purchases and to dispose of the manufactures. And, therefore,
when the knowledge of commercial practices on modern lines was
limited the association of trading houses was of special benefit.
If it were not for the managing agency system which helped to
concentrate the trading and manufacturing activities in the same
hands the industrial concerns would have found it difficult and
costly to arrange for the necessary sales and purchases.

The greatest services of the managing agents lay in the ficld
of finance. We have already explained how the supply of work-
ing capital was one of the most important functions of the carly
European agency business. The responsibility of the Indian agency
houses was still greater as they were required to supply not only
the working but even the block capital.” If the managing agency
system had not made it possible for the wealthy merchants to
supervise the concerns financed by-them, the supply of capital to

1 «Until about 1888, the Agents were almost exclusively drawn from the merchant
1 and were ig of the machinery and p of facture.” Bombay
Industries: the Mill Indostry by Mr. S. M. Rutnagar, page §o.
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industries would certainly have been far less than it was. As
industrial enterprise outside the merchant class was almost non-
existent, the industrial progress would have been very slow
without their capital, enterprise and supervision.! The managing
agency system, therefore, in those days made available to indus-
tries not only the personal services of able businessmen but even
their wealth.

One important point to be remembered about the managing’
agency system is that it was not the outcome of any design but
had evolved as an adjustment_of joint-stock organization to the
social and economic conditions then existing, and therefore
naturally was suited to those conditions. There was one weak
point of this system, it gave too much power to the managing
agents who slowly began'to use it more and more for their own
benefit. There was no harm in this so long as the managing agents
were the only, or the principal investors. But as the investment
habit went on spreading the stake of the managing agents in the
concerns decreased. The advantages of the system were rela-
tive, arising out of the conditions then existing. Those conditions
have naturally undergone a“considerable change, but the manag-
ing agency system has failed to adapt itself to the changes. This
special feature of joint-stock .organization was found to be
of great advantage by the organizers of joint-stock companies,
who retained it without any changes corresponding to the
changes in the surrounding circumstances. As the social and
economic- conditions have undergone a considerable change since
the origin of the system, it has now become antiquated and un-
economic. It must, therefore, be changed a good deal or given
up altogether; it_cannot be retained in its present form without
serious economic losses.

1 &It must be remembered that if it had not beea for the enterprise of the Mmging
Agents, the textile industry of India would not at present exsist, It was their enterprise
and their moncy that brought the industry inte being at a time when grave doubts were
entertained as to cotton spinning and facturing could be carried on in India in com-
petition with the industrially advanced countries of the West and when capital was
notariously shy."*

Evidence of the Bombay Millownen' Aaocmnon, The Tarif Board, Cotton
Textile Report 1927, Vol. 2, Page 135.
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CAN THE SYSTEM BE ABOLISHED?

In spite of the grave defects pointed out by us, the managing
agency system is considered to be essential under the existing
economic condmons of the country. The Federation of Indian
Chambers of Commerce and Industry, for instance, in the
- recent memorandum submitted to the Government of India have
expressed the view that they regard the system as indispensable.?
They, like many others, are afraid that without this system
sufficient funds will not be available to industrial- enterprises. It
is therefore, better in their opinion to permit the formation of
more companies on the present lines than to restrict the industrial
‘development by putting an end to that system. Such fears abous
the diminution of the supply of capital for industrial purposes
are, to say the least, baseless.

* The part played by the agents in the supply of capital to indus-
tries is of three main types: They supply funds out of their own
pockets, .they borrow. on their own personal credit and they help
to raise funds from the public by their good name and status.
Now, let us see what will be the effect of the abolition of the
agency system on each of these three ways of securing capital. No
one, we behe\e, will suggest that in the absence of the agency
system the funds of these persons will be locked up in chests.
They are sure to be invested in one way or another, i.e. either in
Government paper, or in the form of bank deposits, or in indus-
trial paper. With so much industrial development, it is not pos-
sible that these gentlemen might invest their money in Govern-
ment paper yielding low returns. Those who aspire to be the
managing agents of industrial concerns have a definite predilec-
tion for industrial investments and can therefore never be satisfied
with the low yield of Government paper. The other way open to
invest their funds will be to_deposit them with banks. But if the
banks cannot utilize their deposits profitably, they will reduce the
rate of interest. The bank deposits too, thus will cease to have
any temptations. If the banks can offer tempting rates of interest,
it means that they are able to utilise their deposits in a proﬁtable

1 Cf. The Mcmorandum submitted by the Federation of Indian Chambers of Com-
merce and Industry ta the' Government of India on the proposed reforms of the
Company Law,
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way. This means thad the funds are available for industries in
one way or another, betause without industries "there will be only
a few avenues for banks to use the funds at their disposal with
advantage “The next question is about the funds which the agents
make available to the client concerns on their own personal
guarantee, viz. the deposits kept with them and the loans from
banks. As regards the. deposntors they have .now: grown, bold
enough to deposit their money -direct with the concerns. They
have already begun to do this and the practice is gaining strength
day by day. We can therefore confidently say that if the agents
1efuse to accept deposits they will directly. ga .to. thé' concerns.
We need not ialso suppose .that banks will stop making any
advances to_the industrial concerns, if they cannot do so on the
personal security of the management. If at présent we find them
unwilling to do so, it is only because they can avail themselves
of .greater security, and everybody likes to advafice money on ‘as
great a security as- p0551b1e The bankers have already begun ' ta
" make_advances in certain ‘cases without the personal’ guarantee
of the agents,1 and there is no reason why they should not make
this practice universal. The funds which are at present available
to the industries on the personal securities of the agents will
therefore continue to' be so even in the absence’ of -the agency
system. There might occur some diminution for some time im.the
funds supplied by the agents out of their own pockets. But this
will be more than made up even during the short transitory period
by an enhancement in the supply of funds from the general public.
Owing to different acts of commission and omission on the part of
the agents, the agency system has gone into such disrepute, that if
any new company is orgamsed thhout managmg agents, the fact
is given a wide publncnty by the organisers with the air of business
honesty. And the public too, are attracted more towards a concern
without agents than towards one with agents, This shows that
though in the absence of the agency system there might occur
some shortage in the funds available from the agents it w:ll be
easily made up by the increased public subscription.

Now the question remains about the mvestors who are attract-
ed by the names of the managmg agents. If at | present we find that

1 See supra Managi'ng Agents and Supply of Working Capital: (c) Bank Advances.
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concerns floated by a certain agency firm can raise the required
capital more easily than concerns floated by a certain other agency
firm, it is because that particular agency firm is composed of
certain noted businessmen in whose ability the public have con-
fidence, and this has nothing to do with the agency system as
such. Such men will find it still more easy to raise funds for a .
concern of which they are not managing agents, but only
managers or managing directors. Industrial enterprises started
without managing agents, few though they are, amply show that
the absence of the agents far from impeding capital collection,
only helps 7. What the public concern themselves about is the
soundness of the scheme and the ability of the managing autho-
rity. If they can have the advantage of the services of able busi-
nessmen without the agency contract, they are so much more
pleased. It may be argued that in the absence of the agency
system the services of able businessmen will not _be available.
There do not seem to be any grounds for such fears. The other
countries which pay definitely less than we do in this country
to the managing and directing authorities, have not suffered from
lack-of - business .a2bility, nor have we, in spite of our lavish
payments, been able to show any great achievements in this field.
By encouraging the agency system, we have allowed a dispro-
portionately large part of the industrial profits to go into the
pockets of the agents in one way or another. If we do away with
the agents and divert their undue _gains to the shareholders, the
legitimate owners, the supply of funds. to industries will auto-
matically increase.

UNIVERSALITY OF THE SYSTEM

Another argument forwarded in favour of the agency system
is that if it were possible to start companies without managing
agents that system would not have been followed so_universally.
Those who favour this argument seem to be quite ignorant of
human nature. The businessmen who come forward to organise
an industrial enterprise are out not to do a philanthropic turn to
society but to earn money. And if so, why should they not avail
themselves of the opportunity to secure the greatest return for
their physical and monetary services, especially when they can do
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so quite honourably? Those who do not do this will be called not
wise but fools in business parlance.

SOME SUGGESTIONS FOR REFORM

Most of those who wish to free our industrial enterprise from
the yoke of the agency system concentrate their attention on the
period of the agency contract only. They think that things
will be all right if thé agency contract is made valid only for a
short period, say ten years or so. Some go a bit further and
suggest that even during this period, the coqtract"s'_hould hold
good only if the original contracting party or parties are in a
position to render active service to the concern. Mr. Manu
Subedar, for instance, in his Minority Report of the Central
Banking Enquiry Committee observes, ‘A provision which
demands the contract for management being limited to a certain
number of years and being good during that period, only if a
specified individual is able to offer his personal services will not
work hardship on most industrial concerns, ‘that are managed by
capable partners of managing agency firms. But a provision of
this kind will eliminate, wherever it exists, the additional risk to
industry arising from the death or the financial weakness of the
active managers.”” By the by, we are at a loss to understand how
any provision on these lines will eliminate the risks arising from
the financial weakness of the active managers. Perhaps it is hoped
that as the contracts are for short period, the financial weakness
of the agents will not be felt so much. But it does not take a long
time for a concern to be ruined owing to the financial bankruptcy
of the agents. It must be remembered that our industrial con-
cerns arg always under-capitalized, and therefore, they are to a
great extent dependent upon short-time finance which under the
present system is secured either directly from the agents or on
the credit and guarantee of theirs. If under such circumstances,
the agent goes-bankrupt all these sources will immediately be
dried up and the concerns will be financially starved. This will
continue to happen so long as the agents are able to benefit by
keeping the concerns financially dependent upon themselves.

Those who press for the shortening of the period of the agency

1 The Central Banking Eaquiry Committee Report, Vol. I, pt. II, p. 333
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contraet making it terminable after a given date, or on the hap-

pening of a certain event, should bear in mind that even to-day

there are so many contracts which are ‘only for fifteen or twenty

years, or in'some cases even for ten years. But this does not mean

that at the expiry of such periods the ‘agents leave the concerns

or if they do not leave they enjoy the confidence of the ,share-

holders. Nothing of the sort. As a matter of fact once the agents

get- in, it becomes almost impossible to remove them.! We have

already seen how the different provisions in the agency contract

render the shareholders helpless in regard to the removal of the
agents and are required to grant a fresh lease every time. In this |
way, whether the contract :s for five years or for fifty, the agents

become permanént and cannot be got rid of unless they them-

selves resign. - This makes it clear that not only the period of

contract but many other aspects of the contract also need a

change; and unless we change the nature of the contract, a mere

change in the period will prove of no benefit.

The period of contract and the removablhty of the agents are
rot the only points that'demand reform. Those wha concentrate
their attention only on these points ignore other defects. It is
equally important that our industrial concerns should be relieved
of the financial burdens that the system entails. But it is not -
possible to deal exhaustively and’ specifically with all such details
in Law. An agency contract is after all a private aflair concern-
ing the contracting parties. If we, therefore, wish to bring about
salutary changes in the agency contract we must first of all try
to_reform the process of settling the contract. We have- already
seen how the agency contract is settled before the shareholders
come in. This must be forbidden. No contract of this sort should
be deemed valid unless it is sanctioned by the sharehdlders in
the Statutory Meeting. The party interested, that is the proposed
managing agents should be debarred from voting on such occa-
sivns. Then it is necessary that any payments for the work of
promoting and organising services should not be a charge on the
income of the proposed enterprise. It should be laid down that all
such payments should be a charge on’the initial capital expendi-

1 tsManaging ageats have contracts with provision not only for long period but for
their perpetual renewal, and often the mapaging agents could not be got rid of, except
when they revign.” The Central Banking Enquiry Committee Report Vol. I, part 11, p. 331.
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ture. The managing agents, or for that purpose any other party,
should be strictly forbidden from demanding in consideration of
such services any agency fights or commission, or compensation
at the time of severmg their connections with the concért, beyond
the payment "made at the start. Just as at the timé of settlement
of the contract, so also on all such occasions, when the agents
happen to be interested in the decision, they should be debarred
from voting. This in no way will be an injustice to the agents as
their interests as shareholders will-be well protected along with
those of the other shareholders. ,

The managing agents not infrequently try -to tie down the
client concerns perpetually to themselves, -by brxngxn&them under
large financial obligations. The Ahmeédabad ageits, for instance,
finance half of the fiked capital in the form of short-term-deposits
either from their own pockets or borrowed on their own credit.
Now if an occasion arises to remove the managing agents of such
a concern they would naturally demagnd back their money. In
order to remove such a contingency, and also from the point of
view of sound finance, it is necessary that companies should not
be allowed to start work with an insufficient share capital. Some
provision, therefore, on the lines of Sec. " 3g~of the English
Companies Act, 1929, should be rhade in our Company Law,
whereby a company will not be permitted to allot its shares unless
it obtains the minimum subscription amounting to a figure suffi-
cient to provide for the purchase price of property, preliminary
expenses, working capital, etc. These suggestions of course
indicate the general line of reforms and do not claim to be
exhaustive.

10



CHAPTER 1V

FORMS OF CAPITAL ISSUE
INTRODUCTORY

The capital required for a modern large scale industrial con-
cern cannot be supplied by one or two individuals; it has got to be
raised from a large number of persons. The development of the
corporate form of business organisation has made it possible to
raise funds from a large number of people. The number of the
shareholders of some of the big industrial corporations of to-day
runs into hundreds of thousands.! The corporate form of indus-
trial organisation has recently developed to such a stage that it
has made it possible to raise funds not-only from a large number

" of people but also from people of different temperaments. The
whole problem of industrial finance has recently been developed
on such scientific lines that now it has become possible to raise
funds for industrial purposes from the greatestisk-taking person
to the most cautious one, by issuing securities bearing different
degrees of risks. The supply of capital to industries has also
increased along with the development of the methods of raising
it, as it has become possible to attract funds from all sorts of
people. The supply of capital to industries in this country also
will depend upon the extent to which we use these methods in
securing it. So, before considering the problem of the actual
supply of capital to industries, we shall consider the different
important methods of securing the supply, and the extent to which
those methods are being practised in this country, and their
effects.

1 How large i the number of sharcholders of modern companies can be seen from
the following number of sharcholders of some of the big American corporations in the
beginning of ‘1928, The American Telephone and Telegraph Company, 473,580;
The Pennsylvania Railroad, 153,294; The United States Stecl Corporation, 175,000;
The Southern California Edison Company, 116,037. The average number of stock-
holders in 17 leading corporations quoted on the New York Stock Exchange come to
99,433, Applied Businese Finance. By Edmond E. Lincoln, p. 251.
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THE OWNERSHIP SECURITIES

The securities by which long time capital is raised for-a com-
pany can broadly be divided into two classes, the one representing
ownership and the other representing creditorghip. The securities
under each of these two broad groups can be divided into numer-
ous classes and sub-classes. A new concern as a rule should not
raise capital by issuing such securities which would entail fixed
charges upon its income, because however conservative the
management or however stable the industry, it is always more or
less a sort of speculation. It is, therefore, unwise to burden a
business with interest charges, before its earning capacity attains
a stable position. It is also unsafe for the creditors to lend to a
concern before its earning capacity is known; because the assets
of an industrial concern are practically valueless if earnings can-
not be realised. A °*new concern, therefore, should start its
business by issuing securities which do not entail fixed charges
but create ownership interests. .

The securities which represent owners® rights can broadly be
divided into two classes, stocks and shares. The stock is differ-
entiated from shares by the fact that it can be divided and
transferred in odd and varying amounts. The shares, on the other
hand, are expressed in definite amounts and are not divisible. In
practice, however, stock is usually bought and sold in round
amounts, very small or odd amounts being avoided whenever
possible. There is also some difference in the method of transfer
of these securities. The shares are usually bearer securities, i.e.
the transfer of their ownership is complete by the mere transfer of
physical possession. But no dealings in stock are complete unless

- they are registered. The transfer of stock is thus more difficult
* than the transfer of shares.

The stock is an uncommon form of industrial paper in India.
But it possesses some special advantages for the conditions found
in this country. It will, in the first place, work as a check on the
speculative tendencies of our investors by creating difficulties in
the way of speculation. As no deal in stock is complete unless it
is registered, any transfer of stock becomes more difficult and
expensive than the transfer of shares. Besides, as the stock is not
divided into exact fixed amounts it proves an inconvenient instru-

10*
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ment for speculation. Another advantage in the use of stock is
that the purchase or salé can exactly be adjusted to one’s pockets.
The stock is disadvantageous in so far as the investments in it
are not as liquid as in shares. ‘

The stocks as well as shares are divided into the following
three main sub-classes, ordinary, preference and deferred. The
simplest form of organising capital is by issuing ordinary shares.
All the holders of such shares participate in the profits of the
company in proportion to the amount of capital that they own.
They also possess the right to manage the company’s affairs,
through the exercise of the voting privilege.

THE DENOMINATION OF THE ORDINARY SHARES

.

One important problem about this class of shares is their
denomination. One general rule about the denomination of shares
is that it should be fixed at a figure which will appeal to the
type of buyers who are to be approached. If we look to the deno-
mination of the shares issued by Indian companies, we find that
the general tendency in Calcutta is towards shares of small
denominations while in Bombay it is towards shares of large
denominations. While in Calcutta a ten-rupee share seems to be
more popular, in Bombay a hundred-rupee share is more com-
mon. Many large companies in cotton mill and other, industries
have issued shares of more than Rs. 100/- each, such as of
Rs. 500/~ or 1,000/~ each. Recent tendencies in Bombay no doubt
are towards issuing shares of smaller denominations. The differ-
ence in denomination between the Calcutta and Bombay shares
seems to be due to the peculiarity under which companies were
started at both these places in the beginning. In Bombay the
capital was subscribed by a few wealthy persons and hence the
denomination of the shares was kept high. In Calcutta the
companies were started by Eurbbeans, and the capital was subs-
cribed by a large number of Europeans in small lots. Another
difference between Calcutta and Bombay was that the European
businessmen of Calcutta had greater experience in joint-stock
organisation than the Bombay businessmen, and therefore, they
knew the advantages of small denominational shares.

If the general economic condition is taken into consideration
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the shares of small denominations seem to be better fitted to India.
The large denominational shares are more suitable for specula-
tion. This may even be one of the reasons why we find shares of
large dénominations more popular in India. Considering the risks
of “industrial investments, shares of denominations higher than
Rs. 100/~ or even of Rs. 100/-, are not suited to middle class
investors. Thus, it is 6bvious that the larger the denomination,
the restricted becomes the field of drawing capital for industries.
Besides, shares of large denominations deprive the society of one
of the important advantages of joint-stock organisation, namely,
the utilisation of small savings. Another great disadvantage in
large denominational shares is that when assessable shares are
issued, the instalments naturally become larger and the difficulty
of paying them increases.

But this does not mean that the smaller the denomination the
greater the advantage. The small denomination is advantageous
only up to a certain limit. Denominations beyond that limit are
disadvantageous, and should be discouraged. For instance,
because ten-rupee shares are more advantageous than hundred-
rupee shares, it does not mean that one rupee shares are of more
advantage than ten-rupee shares.- The smallness too when it goes
beyond a certain limit is liable to be more harmful than beneficial.

The small denominational share is a recent development in
corporatiofy finance; its populdrity dates since the early post-war
years. ! In favour of such too small denominational shares it is
argued that they afford to the poor man a chance of participating
in the prosperity of the company which issiles them, by using his
humble savings for the industrial development of the country.
Those advantages will no doubt be reaped when the shares are
issued honestly with the purpose of achieving them. But scarcely
do we find such honest purpose to exist in the issue of very small
- denominational shares. Shares of very small denominations are
usually issued by the organizers of speculative and unsound enter-
prises, and are sold to poor and ignorant investors. Such shares.
are usually vended from house to house among the lower class
people who easily fall a prey to the bright description of the
future of the enterprise given by the vendors. In these days when

1 Cf. Theory and Practice of Finance. By W. C. Brooks, p. 252,
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the wealth of a man is counted in paper, it gives a sort of grati-
fication to the poor to find that he too owns shares in industrial
concerns and is not in a different class from the big industrialists.
During the boom period some enterprises were started with shares
of one rupee or two rupees each, and the sayings of many poor
people were wasted in such schemes. When the shares are not of
too small denominations they have to be sold to higher class
people, who can form their own opinions about the soundness and
prospects of the schemes placed before them, and hence the possi-
bility of corruption and swindling is less in such cases. The joint-
stock organization no doubt widens the field of raising capital for
industrial purposes, but at the same time it offers greater oppor-
tunities to the organizers of industrial schemes to swindle the
money belonging to others. And hence while attempting to raise
capital from as wide a field as possible we must also try to put a
brake upon the swindling activities of the unscrupulous orga-
nizers. The best way of securing protection in such matters is the
vigilance on the part of the investors; but where they are not
able to protect themselves the law must come forward to do

" that work. If we can make the issue .of even very small denomi-
national shares fool-pfoof and knayé-proof that is, so far so good
but so long as that is not achieved it is better that the poor and
ignorant should be protected from wasting their savings on un-
sound and speculative schemes, by keeping such investments
outside their easy reach. Considering all these points it seems
better that shares of denominations smaller than Rs. 10/~ each
should be 'prohibited under present circumstances.

PREFERENCE SHARES

The next important type of securities used to raise initial capi-
tal is the preference shares. There are two main classes of prefer-
ence shares, namely, camulative and non-cumulative.In the case. of
the former class the preference dividend if not paid in any one year
or for a term of years must be paid up in full before the ordinary’,
holders share in the profits. But when the preference is not cumu-
lative it extends only to each year or sometimes each half year of
the company's working. Sometimes, specially in the case of
speculative business, the preference shareholders are entitled to
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get more than the stipulated rate, if the ordinary shareholders get
a certain rate of dividend. These are called the participating pre-
ference shares. But this type is not a popular one. The most
popular type of preference shares, especially in India, is that of
cumulatwe preferel&e shares.

The" prefererce share is designed to meet the want of the cauti-
ous investor who prtfers a comparatively low, but certain yield on
his savings to taking the risks involved in the ordinary shares. The
income on ordinary shares necessarily fluctuates with the good
and bad days of the enterprise; but so long as the fluctuations are
not too wide the preference shares are safe. But the certainty of
return on the preference shares is only comparative. When a
misfortune overcames a company it may wipe out the claims éven
of the cumulative preference shareholders. Supposing the arrears
extend to exorbitant dimensions and the preference shareholders
claim their arrears they run the ‘risk of ruining the concern
altogether and thus far from realising their arrears, stand to lose
even their capital. Leaving out such extreme cases, the cumulative
preference shares usually bear far less risks than the ordinary
shares. The gon-cumulative preference shares are issued very
rarely and they are not as safe as the cumulative ones.! One great
defect of the non-cumulative feature is that the management is
tempted to re-ipvest the profits in the business, and in this way
to increase the dividends of the ordinary shareholders at the cost
of the preference shareholders who receive only the fixed per-
centage. The preferred stock-holders’ dividends, thus, for the
intervening period is absolutely ‘lost so far as they are concerned.

PREFERENCE SHARES AND VOTING RIGHTS

"The situation that we find in India in this.respect is somewhat
peculiar and deserves some attention. In the first place non~
cumulative preference shares arg very rare in this .country. In
1929, for example, out of 147 cases of preferred shares only six
were of non-cumulative nature. Secondly they enjoy voting fights

1 §f ivestors were wise there would be no sale for non-cumulative stock, for
there i3 no legal way for the holder of such stock to prevent the directors yostponmg
dividends ontil the common stock-holders can share equally or even receive more
than do the holders of the preferred stock.”

Business Finance. By William Lough, p. 72.
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similar to those of the ordinary shares. This practice of giving
equal voting rights to ordinary and preferred shares possesses
some special advantages from the point of view of the manage-
ment especially under the managing agency system. Because the
managing agents thereby can adjust their investments in such a
way that they can keep the control in their hands without under-
taking any great risks. They can thereby also change their
holdings of ordinary and preferred shares according to the
prospects of profits on each of them, without affecting their
control over the company. If the agents, for example, think that
the teturns on ordinary shares are likely to dwindle, they can
slowly reduce their holding of ordinary shares with an equal
increase in the holding of preferred shares, without affecting
their control over the concern. As preference shares enjoy voting
rights similar to the ordinary shares, the managing agents are
templed to issue a comparatively large number of preference
shares and to hold them whenever it is advantageous to do so.
The "Tata Iron and Steel Company, for. example, has raised 74
per cent. of the share capital by issuing preference shares.! So
also in the case of the E. D. Sassoon United Mills, when this
company was started preference shares of the face value of Rs. 2
crores were issued to the vendors Messri. E. D. Sassoon & Co.
who were also the managing agents of the company. When the
managing agents become interested in the preference shares they .
become careless about the interests of the ordinary shareholders.
‘This has a bad effect upon the efficiency of the management as the
high or low returns on the ordinary shares do not affect them.
Really speaking there is no reason why the cumulative preference .
shareholders should have any voting rights. Their interests are
not likely to suffer even though they do not possess the privilege
of votes. The ordinary shareholders cannot get anything unless
the cumulative preference shareholders get their dividends. The
latter thus need not possess any voting rights at all. At the most
they should be given the right to vote on matters in which theic

14] am to draw pointed attention to the fact that the arrangement of capital
whereby 74 per cent. of the share capital conzist or cumulative preferemce shares and
whereby more than 90 per cent. of these cumulative preference shares best the high rate
of 7} per cent., cannot be regarded as satiofactory.”™ From a letter from the Sccretary to
the Government of India, Commerce Department, to the Tata Iron and Stecl Co.
Indian Tariff Board Steel Enquiry, 1926. Vol II, p. 335.
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interests conflict with those of the ordinary shareholders. If the
preference shareholders are deprived of the voting privileges the
ordinary shareholders are likely to be benefited in two. different
ways. In some respects it will work as a check upon the tendency
to water the stock, by reducing the temptation to issue more than
necessary preference shares, as such shares will not carry with
them power to control the concern. The management obviously
will hold ordinary shares with the intention of possessing control,
and this will make them more interested in the fate of ordinary
shares which will have a salutary effect upon their attitude towards
the finances of the concern.

But it must be mentioned here that if we are going to deprive
the preference shareholders of voting rights they must be given
a better legal protection than what they enjoy at present. In the
U. S. A., for example, where the preference shares do not enjoy
the voting privilege, such protection is given on the following
lines. Strict provision is made for the maintenance of the
company’s property in first class condition by proper depreciation
allowances, and insurances against losses from fire and such other
contingencies. Such prevision is necessary, otherwise the prefer-
ence shareholders will get only the stipulated rate of retirn while
the assets are likely to be dissipated in giving unwarranted
dividends to the ordinary shareholders. Along with the provision
for keeping the assets in good condition, there must ‘be restric-
tions against selling the assets or changing the character of the
business. Further, protection must be given in the form of prohj-

. bition to issue new preferred stock or other obligations taking

* precedence over the previous issue. In the U. S. A., for example,

. it is commonly provided that no additional preferred stock shall
be issued without the favourable votes of three-fourths of the
holders of preferred stock already issued and outstanding.

THE DENOMINATION OF PREFERENCE SHARES

The denomination of preference shares is as a rule higher thar

. that of the ordinary shares. As a matter of fact the greater the

security the lower must be the denomination of the paper. Because

paper of greater security is always sought by poorer investors,

and, in order to bring it within their reach it must be of smalle:
‘ 11
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denommatlon. But we find’ quxte “the reverse situation in India.
Here we find that the greater the security the higher the denomi-
nation of the paper. One result of 'this is that the money of the:
small mvestors, who care more for securxty than for income, is not
available. for mdustnal purposes. All such savings are held in
cash pr at best. are invested i m Government paper. If we wish to
make use. of all such small savmgs for industrial purposes, we
must see that industrjal paper w:th greater security is issued in
small denommanons. It is therefore advisable that our companies
should bring down the denomination of the preference shares to
at least Rs. 25¢-. ot

)

REDEEMABLE PREFERENCE SHARES

-

One important festure of preference shares, namely, callability
or redeemability, is not found in India. This feature has recently
become very common in America. It is provided in the preferred
stock covenants that the stock will be redeemed at a certain rate
which is always 10 or 25 per cent. above its par value. In many
cases no definite time limit is set for such retirement. Some of the
reasons for issuing redeemable preference shares are as follows.
This feature is generally present in the case of concerns with a
comparatively short period of life. In such cases it becomes
necessary that the preference shareholders should feel confident
that besides the annual return they will get back their principal.
The redeemable preferred stock is also issued while a company
is new and its credit not well established. Later on common stock
is usually substituted for preferred as the former gives greater
flexibility to the financial programme. Sometimes owing to low
credit of the new concern or owing to the market conditions then
prevalent, preferred shares have ‘got to be issued at a compara-
tively high rate of return. When conditions change, these high
rate securities can be substituted with low rate ones. Callable
preferred stock is also issued by a new concern in order to secure
working capital or to meet some other temporary expenses, the
intention being to redeem such issue later on with the reserves
created out of the profits. The redeemable issue in such cases
serves a double purpose as it helps to raise capital without losing
control of the original management, on the one hand, and without
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incurring fixed obligation on the other.-When the fofjcern becpmes
well seasoned the redeemabk; 1ssue is replaced also by bonds at
-lower rate. ) o Sk .
Such redeemable p;eference shares wxll prove of’ .great heneﬁt

. in India. Whenever the ongmal share eapxtal becomes exhausted
in the construction stage, whlch ‘as -we_shall see’ further, is a.
common occurrence in this country, .this, typc of .segurity. .will
prove a convenient way to secure. workmg i¢apifal.» This device -
will remove the necessity of depending upon borsowed’ funds with-
all the uncertainty and high costs' that they: imply, and will p:ovrde
sufficient capital without, incusring the burden- of fixe¢t chargés ih

the beginning” or. without making thé charge permanent

DEFERRED ‘OR FOUNDE‘RS’ 'SHARES

Next to the ordinary and preferred shares, we haye the defer—
red or founders’ shares. These shares participate in the profits
usually after the ordinary shareholders get a certain percentage
of dividends, and are generally taken:.up by.the qr,xgmal pro-
moters and vendors. In India these shares naturally’ pass into the
hands of the managing agents. Mr. Hart]ey Withers calls these
shares an ingenious device of keeping a very sgbstgntxal share in
the profits for its holders, and alsp at the same time preserving
an air of great modes.ty and moderation.} The deferred shares as
compared  with ordinary shares repregent a small ambunt of
capital, and therefore when the concern is running profitably the
deferred shareholders derive profits quite out of proportion to
their holding. In some countries these shares are called manage-
ment shares and are given to the managing director, the manager
and other chief officials. In India we do not find such a system.
Here these shares are taken up by the managing agents and the
directors. It will certainly prove of great advantage if we issue
such shares to the chief officials of the company, who will thus
receive an extra incentive for efficient work. When the deferred
shares are held by the managing agents and the directors they are
Iikely to be inconsiderate in declaring profits in order to secure
and justify dividends.on deferred shares. This of course is detri-
mental to the interests of the ordinary shareholders.

1 Cf. Stocks and Shares: by Mr. Hartley Withers.
11*
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The deferred shares-are usually issued in consideration of
promoting or organising services; and because the payment is
made in terms of deferred shares it is made lavishly. The holders
of deferred shares thus benefit far in excess of the services they
render to the company.

The deferred shares are used by our company organizers as a
device of keeping control over the company with a relatively small
stake. This is accomplished by issuing deferred shares of very
small denominations as compared with the ordinary shares and by
giving both the types equal voting rights. The Tata Construction
Company, for example, had issued 50,000 deferred shares of
Rs. 10/- each, and 75,000 ordinary shares of Rs. 100/- each. In
this case it is obvious that the management, if they hold the
deferred shares, will be able, with a stake of s lakhs, to controi
the destiny of the ordinary shareholders who have invested
Rs. 75,00,000. The condition becomes worse in India where the
interests of the management are not always the same as those of
the ordinary shareholders.

NO-PAR STOCK

There is one more variety of stock called no-par stock, which
has recently become popular in' America but is not found in India.
The no-par stock, as the name suggests, is stock without a par
value. The share of no-par stock is an integral part of the net
worth of the company; its value is not stamped on it as in the
case of a share of par-value stock but depends upon the value of
the issuing company. Under this variety a stock certificate for a
certain number of shares merely indicates that the owner is en-
titled to a certain portion of the unencumbered assets of the busi-
ness, without any statement of the money value of each share.
What is usually done in such cases is that the directors divide the
total capital or assets of the company into a certain number of
shares, each share representing a proportionate part of the total
assets.

The no-par stock possesses certain special advantages the most
important of which is that it provides for greater flexibility in
financing, because it becomes possible for a company to sell its
shares at different prices according to the general financial and
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" business conditions of the time. There being no fixed price or
face value to the shares, their actua_l,’-price does not attract any
public attention. There is, in fact nothing like selling at a discount
or at a premium. From the point of view of the stockholder him-
self it is significant that when no-par stock i is issued, he is free
from liability to assessment that sometimes confronts the holder
of par value stock which has not been fully paid. The elimination
of a fictitious par value will safeguard innocent investors, who
are frequently persuaded by speculators to buy stock selling at a
nominal price on the assurance that it is worth much more than
they are paying for it. Under such circumstances, it becomes easy
for a swindler to convince his victim that a rare bargain is being
offered and that the shares will soon be brought to par. The no-
par stock is likely to result in an indirect benefit under Indian
conditions; as the no-par shares cannot be of the* assessable
nature, the organisers will be required to raise sufficient capital
in the very beginning. In America no-par preference shares are
also i_ssue(gl but they are not popular.

It must be stated here that the no-par stock is in no way knave-
proof or fool-proof. In the hands of unscrupulous management
it is even more harmful than the par-value stock. The success and
advantages of this variety of stock depend upon the existence of
intelligent and educated. investing "class. The no-par stock gives
great scope to manipulation of accounts and hence the investors
must be able to exact sufficient and accurate data on the financial
affairs of the concerns and to understand the same. Where the
investors are not able to safeguard their own interests, the law
must prevent the innocent from being abused by means of techni-
cal accounting loopholes. It is better therefore that no-par stock
should not be introduced unless such checks exist upon the activi-
ties of the management.

CREDITORSHIP SECURITIES

Long-time capital is also raised by issuing creditorship securi-
ties. ljnlike ownership securities the creditorship securities have
not got many varieties. There are two main classes of creditors’
mstruments, (1) bonds, and (2) debentures. The former is secured
by a mortgage on specnﬁc property or by the deposit of other
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securities as collateral, in the hands of lawfully appointed
trustees. The debentures, on the other hand, depend for their
security only upon the general credit of the issuing company,
though they are ordinarily backed by many protective and
restrictive covenants and provisions. While the mortgage "or
collateral trust bonds are common in the U. S. A., the debentures
are common in England and India. '

Whatever the class of instruments, the process of issuing them
is almost the same. There is in the first place the elaborate docu-
ment which is usually in the form of a triple agreement between
the company, the holders of the securities and the representatives
of the latter. The last party are the trustees who serve as a kind
of intermediary between the company and its scattered and un-
known bond-holders. Then there are the separate bonds issued
under the agreement. They are distributed among the investors as
the individual and separate evidences of debt. Each is signed in the
name of the company with the certificate by the trustee and the
bond is covered by the agreement. The agreement specifies in
great detail the obligations of the company, the duties of the
trustees and all the rights and privilcges of the bond-holder. As
the creditorship securities are issued secured against the assets
of the borrowing concern, the repayment of the principal invested
in them becomes secured, because on default the assets can be
attached. Of course, the degree of ‘security will differ in indivi-
dual cases according to the nature of the assets and the conditions

of the mortgage.

INCLUSION OF DEBENTURES IN THE INITIAL
FINANCIAL PLAN

It is a time-honoured practice, no doubt based on suflicient
wisdom, that a new concern should issue only ownership securities.
Recently this policy has undergone some change and the financial
plans of new concerns are found to include creditorship securities
also. But this practice cannot be recommended in each and every
case. It will prove beneficial only under certain conditions, and
even then it must be used very cautiously. The most important
rule in this respect is that the creditorship securities should be
issued only when the future earnings of the company are expected
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to be liberal and reasonably steady. Tl'xe company must not also
belong to that class of industry the constructive stage in which
spreads over a long period. In such cases, if the earnings are
expected to be steady, creditorship securities may be issued for
securing working capital after the construction stage is over.
When large sums have got to be raised and it becomes difficult
to do so by issuing ownership securities only, resort may be
taken to creditorship securities to a limited extent.

The practice of supplementing the  initial - share capital
by debenture capital is likely to yield certain benefits, under
present conditions, if followed cautiously and in strict con-
formity with the principles of sound finance. Thereby it will be
easier to raise sufficient funds as it will be possible to tap conser-
vative people who desire a fixed income without much risk.
Besides, the fear that if too many ownership securities are issued
the rate of return on them may fall down, will also be removed
as the return on the debentures will be fixed leaving the rest
for being' shared by the owners.! If sufficient funds are raised
in this way the difficulties that arise owing to dependence upon
uncertain sources of capital like private depositors and commer-
cial banks will be removed. The debentures will also prove more
economical as the rate of interest on them will certainly be lower
than the rate of interest on the short-time borrowings, which
moreover rises according to the intensity of the needs of the bor-
rowing concern. The debenture. issue thus will make the supply
of capital certain and cheap. But it must be remembered that the
advantages of debenture issue in the beginning are not universal
but ‘depend upon the merits of individual cases, and therefore,
must be practised cautiously and after full consideration of the’
income yielding possibilities of the enterprise.

DEBENTURES NOT POPULAR IN INDIA

Despite their advantages, debentures do not seem to be as
tommon in India as elsewhere. The calculations about the capital
of the companies quoted on the Calcutta Stock Exchange show
that only 8 per cent. of the capital was raised by issuing deben-

1 See chapter on Initial Capital.
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tures.' This percentage will be even lower in the case of Bombay
where debentures are said to be less popular. In England 20 per
cent. of the capital is raised by issuing debentures.* The same
percentage is found with regard to the manufacturing concerns in
America, where it goes even as high as 50 to 6o in the case of
public utility companies. 8 : o

Various reasons are forwarded for the relative unpopularity of
this type of industrial paper. The speculative tendency, for
instance, of the Indian investors, who prefer a paper which gives a
prospect of capital appreciation, is said to be an important reason
of the unpopularity of the creditorship securities.¢ But in contra-
diction to this it is maintained by others, that there is at all times
a large class of investors who prefer the security offered by sound
debentures to the possibility of capital appreciation.? The latter
view seems to be more in keeping with the circumstances than
the former. It is true, that a great proportion of the present
investors in industrial securities are influenced by their speculative
prospects. But this does not mean that there is no demand for
non-speculative securities. Considering the general shyness of
Indian capital it seems more probable that there should be a .
greater demand for debentures with all the security that they
imply, than for shares. And the existing conditions of the security
market do indicate that to be the state. What actually happens
is that debentures are readily purchased by Indian princes or big
landlords and merchants who hold them as permanent invest-
ments. 8 Thus a market is never being created in debentures
which makes it difficult and inconvenient for people with moderate
means to invest in such paper. A certain amount of investment
securities, varying according to the general economic conditions,
is absorbed by the public and unless that amount is exceeded

1 Cf. Central Banking Enquiry Committee Report, Vol. I, Part, I, ‘n. 641—42.

2 Cf. Report of the Committee on Industry and Trade; Factors of Industrial and
Commercial Efficiency, 1927 pp. 458-9.

2 Applicd Business Finance, By E. E. Lincoln, p. 205.

4 Cf. Eviderice of Mr. (now Sir) K. M. Macdonald, Managing Governor, the
Iwmperial Bank of India; The Central Banking Enquiry Committee Report, Vol. II.

8 Cf. Evidence of Calcutta Stock Exchange Association, The Central Banking
Enquiry Committee Report, Vsl. 11, p. 682,

6 See the evidence of Mr. A. D. Shroff before the Central Banking Enquiry
Committee, Report, Vol. 111
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‘they will not be available on the market for normal transactions.
The creditorship securities thus do not seem to have gone beyond
the absorption stage; there is, therefore, still a great potential
market for them. A great customer of the creditorship securities
is the insurance companies but this customer is still untapped.
Either owing to lack of confidence in the stability of the industrial
enterprises or owing to the inconvenience created by lack of
market, our insurance companies are not found to invest in
debentures, but in them there is a great potential customer.

The relative unimportance of debenture capital in our, industrial
finance is in many respects due to the industrial concerns them-
selves. From the point of view of the enterprises debentures have
certain disadvantages. Being secured against the assets they affect
the credit of the issuing concern in the money market. The result
is that the banks which supply short-term finance to such con-
cerns curtail their advances. It is feared by the bank that it can
have no tangible assets, as they have already been mortgaged.

Whenever debentures are issued they are issued in such large
denominations that they are beyond the reach of the investors
with moderate means. Out of the 70 debenture issues quoted on
the Calcutta Stock Exchange, in 1929, only one had a denomi-
nation of less than Rs. 100/-; fifty-six were of the denominations
of Rs. 500/~ or more, and twenty-seven were in denominations
of Rs. 1000/- or more. Formerly, in the U. S. A. too, the bonds
were uniformly of 1000 dollars each. But during the last few
years, the denomination has come down to fifty dollars.! A low
denomination gives a double advantage to the investors with
moderate means. Because they can not only invest their money
in paper with greater security but can also reduce their risks
further by diversifying their investments. If the debentures are
to be made popular they must be issued in small denominations.

WANT OF EFFICIENT TRUSTEE SERVICES

There are, no doubt, certajn risks in having low deno~
minational debentures under the present circumstances. The
ease with which the debentures can be marketed is likely to
lead to too lavish an issue. The debenture holders run two types
- )

1 Sce «Applied Business Finance,” by E. E. Lincoln, p. 126.
12



90 INDUSTRIAL ORGANISATION AND FINANCE

of risks. Either the debentures may be issued without being
secured by sufficient assets or the assets may be dissipated by
too lavish dividends or otherwise. It is not possible for the scat-
tered and uninstructed investors to guard themselves against
such financial intricacies. The harm done by an unsound issue of

. debentures is more serious than that done by the issue of specu-
lative stock. THE investors in common stock invest with the
consciousness that they are investing in speculative paper. The
creditor securities, on the other hand, are taken to be sound
investments, and are purchased confidently by the investors. If
anything, therefore, goes wrong with such securities, the investors
are likely to sustain a great loss. :

In order to avoid such losses and to protect the small investors,
it is necessary that there should be some good agencies doing
the work of trustees. To have efficient and honest services from
these trustees it is necessary that they should be interested in the
success of the issues offered under their trusteeship. In India
the trustee business is done by certain influential businessmen or
managing agency firms. But as the debentures are purchased by
big capitalists in large lots, the presence of the trustees has
become unimportant, the holders themselves being in a position
to protect their interests. If we wish to interest a large number of
investors in debenture issues, we must have efficient and honest
trustees to protect the interests of these scattered investors. The
agency best suited to do this work is the investment bank as we
find it in the U. S. A.! One important reason for the recent popu-
larity of the small denominational bonds in that country
seems to be the rapid development of investment banking
during the past few years. The establishment of investment banks
will help a good deal to popularise debentures in our country
too. But uatil such financial institutions are established, the
present banks will do the work of debenture trustees with profit
to themselves and also without any undue risks. They will in
this way give a sound lead to the industrial concerns and also
will be able to dispose of the issue easily among their depositors
who will readily purchase it being confident that the bank will
protect their interests,

1 See the Chapter on Capital Marker".



CHAPTER V

INITIAL CAPITAL
ESTIMATES OF CAPITAL REQUIREMENTS

Every indystrial concern requires capital for three different
purposes: the expenses of organisation, the costs of fixed and
permanent assets, and the expenses of working the concern. In,
other words, the capital raised should be sufficient to launch and
operate the proposed enterprise efficiently and economically. The
first question that confronts the organisers regarding the capital
requirements of the proposed scheme is how to estimate them. The
amount of capital required for inaugurating a scheme, of course
depends upen its size. The, organizers first of all must, therefore,
decide upon the size of the proposed enterprise. Evidently the
most economical size is that which will permit production at the
lowest per-unit cost.. Perfect technical knowledge is essential for
a correct decision in this respect. Once the size is decided ‘upon
the financial estimates become comparatively an easy matter. The
correctness of the estimates regarding the size and costs depends
upon the efficiency of the promotion services. In a country. like
India where promotion services, as we have already .seen, are
deficient, the estimates are sure to lack in correctness. As a mat-
ter of fact our industrialists do not generally base their estimates
on scientific calculations. Wherever possible they take as the
model sothe other concern, which they think is making good
profit and imitate it in size and equipment. They do not consider
whether a concern differing froin the model is likely to yield
greater profits. Where no such model can be had, the size is fixed
upon in an. arbitrary manner, without proper consideration of
costs or profits.

For a proper estimate of the costs, perfect technical knowledge
is quite essential. If the organisers, therefore, are not able to
Secure expert techpjcal assistance their estimates are likely to be
wrong. And as a rule they are wrong. One peculiar feature to be
remembered in this respect is t!lat'our businessmen err on the

12*
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side of insufficiency. Cases in which the capital raised is more
than necessary are rare. This is the result of two conflicting ideas
that influence the organisers. On the one hand, they wish to raise
as little share capital as they think is absolutely necessary for the
scheme about which they have only a vague conception in their
minds; on the other hand, they wish to have a big project without
any consideration of the available resources. All the while, they
completely forget the fact that both these things, the capital
resources and the size of the concern, are interdependent.

The initial financial plans of Indian concerns, as a rule, do not
‘include working costs, or working capital as it is commonly
called. The share capital raised in the beginning. i$ just enough
"to meet the construction costs. It seems to be the general belief
that once the construction stage is over the working expenses can
be secured in one way or another. The neglect of working capital
is a short sighted policy.! The financial plan of every new concern
must include a liberal provision for working it. If later on it is
found that the provision for current expenditure is in excess of
the requirements, the excess can easily be transferred from the
current expenditure item to that of fixed and permanent assets.

THE PROCESS OF STARTING A NEW CONCERN

To have a proper idea of the finances of a new concern we
must pay attention to the process of starting it. In.India, as we
have already said, there are no professional business promoters.
Industrial ideas in India are picked up and developed by the exist-
ing business firms, or sometimes by persons not actually engaged
in business but possessing business inclination and talent. Big
concerns are almost invariably promoted by the business firms,
while smaller ones are promoted by people engaged in other
walks of life but endowed with specnal business inclination. What-
ever the position of the promoters, their relations with the
promoted concern are invariably of the same jpature, as they
establish themselves as the latter’s managing agents.

1 «sSo appealing is the &b of size that the mistake is much more frequent of
making too elaborate provisions for fixed permancnt asscts than over-estimating requm.--
ments for current expenditure. Yet many are the situatione in which, if economy is
pecessary it might more adnnngeoully be exerciscd in respect of fixed rang)ble property
conrearsrergeesDUt DOt without incurring grave risks can there be economy in provision for

current expenditure.” Principles of Corporation Finance, By Harold L. Reed, pp. 62-63.
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Once an industrial proposition has been taken in hand, the
' next step is to ‘‘assemble’ the different factors necessary for
developing ‘the idea into a workable business scheme. Certain
rights, patents or proﬁe_rties have got to be secured before the
idea can be placed before the public. All this implies a good deal
of expenditure of time and money, and therefore can be under-
taken only by wealthy business firms or individuals. ‘Sometimes
one or more of the promoters are in possession of some of thie
necessary factors. When the scheme materialises payments have
got to be made to the holders of the different factors and also to
the promoters for their efforts and expenditure.
¢

PAYMENTS TO THE VENDORS AND PROMOTERS

The payments to the vendors, for the assets acquired from
them, and to the promoters for their services, are made partly in
cash and partly in shares. Such payments must also be included
in the total capital issue in addition to the three items “already
discussed. Whenever payments are made in shares, they are made
rather lavishly which results in increasing the capitali;:ftionl
figure without corresponding benefits. In other countries, the
vendors and promoters usually sever their active connections with
the whole affair as soon as a company is formed to work the idea.
The new company, therefore, usually assumes a careful attitude
towards the payments to be made to the retiring parties. In India,
the promoters, who are not infrequently also the vendors of
different assets, continue their connections with the enterprise as
its chief managers by establishing themselves its managing agents
or directors. The Tata Publicity Corporation had in the begin-
ning six out of eight directors who were interested as vendors to
the new company. The Tata Power Company had to pay as
investigating charges Rs. 73 lakhs to the Tata Sons, Ltd., who
were its managing agents, and three of the recipients of that -
amount were on the Board of Directors of that Company. The
Belapur Company ‘was started to take over the Property of the
Belapur Syndicate in liquidation. The former company had seven
\—

1 «The total pat value of all the securitics outmndmg at any given tice i usually
teferred to as the «Capitalization® of an P

Business Fimance I:y W. H. Lough, p 172,
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directors in the beginning and out of them four were interested
as vendors of the property of the Belapur Syndicate. The Andhra
Valley Power Supply Company was started to acquire and work
from the Tata Hydro-Electric Power Supply Company the con-
cession for generating electrical power in Andhra Valley. For
transferring this right the Andhra Valley Power Supply Co. had
to pay to the Tata Hydro-Electric Power Supply Co. Rs. 5 lakhs
in cash and besides Rs. 50,000 or such larger sum as may be
represented by 15 per cent. upon the remainder of the profits, The
new company had fourteen directors in the beginning out of
whom ten were the directors of the vendor company. This new
company was promoted by a Syndicate, all the members of which,
who were to receive promotion fees, were also directors of the
new company.t '

It is obvious that under these circumstances, the charges for
the services or assets are sure to be exaggerated. When the
personal interest of the directors and the interest of the company
conflict, it is natural that the former should predominate the
latter. For an exact valuation, the value must be settled by all
the interested parties or by an independent disinterested party.
Under the existing circumstances, we find that the values are
fixed by a single interested party, the party which is to receive
the payments. Our Company Law too, does not provide for an
independent scrutiny of the payments made to the promoters and
vendors. In other -countries, legal protection is granted to the
investors against such over-valuations.

In France, for example, it is provided by Law that the value of
the assets acquired by a public limited company and the considera-
tion for any profits granted to the promoters should both be
examined by a committee of scrutinisers appointed by the share-
holders. The findings of this committee must be presented to and
approved of by the shareholders themselves.* The regulations im-
posed in Germany are still stricter. There, when shares are issued
for property instead of cash, elaborate measures are to be taken
to insure that the property was actually worth as much as the par-
value of the shares issued in exchange for it. Whenever, for

1 Cf. The prospectuses and Agency Ag of the respective comp
? Cf. The English Capital Market: By F. Lavingtoa, pp. 215-216.
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instance, a director also happéns. to be an organiser of the
company, interested in property acquired in exchange for stock,

- special outside auditors must investigate and report on the trans-

action. In Germany every corporation must have two boards of
directors, a supervising board and a managing board. The same
person cannot be a member of both these boards at-the same
time. At the time of making an application. for registration the re-
ports of both these boards—the supervising board and the manag-
ing board—the organisers, and of the outside auditors when
required, in regard to the terms and considerations for which ail
the shares or stock are issued and the names of the stockholders
must be filed. When stock is issued for property, the organisers
have to include in this sworn written statement, the basis for the
valuation put upon such property. Thus ordinarily three, and in
case a director is also an organiser, four, independent investiga-
tions must be made and reported upon, under oath to establish the
parity between the value of the property acquired by the company,
and the stock issued for such property.! As a result of these
elaborate precautions the danger that a German company would
begin business with nominal capitalization exceeding its bonafide
assets is reduced almost to vanishing point.

The protection afforded in the U. S. A. is rather indirect, and
therefore, not as effective as in the case of the other two countries.
Here the law intervenes only when anything goes wrong with the
concern. If a corporation, for instance, gets into difficulty and a
receiver is ‘appointed owing to mismanagement, and if he finds
that stock was issued fraudulently, he can recover out of the
difference between the par value of the stock and what the court
considers the fair value of the propefty, such amounts as are
necessary to meet the claims of the creditors.® When a corpora-
tion is considered not to have received full value for the stock
issued as fully paid to the vendors, the fully paid stock is con-
sidered as assessable stock and .those who have received it are
considered liable for the difference between its true value and par
value. 'If in the meanwhile, any of the delinquents become in-

. e

—_——

1 Cf, #The Trust and Corporation Problems,” by Henry R. Seager and Charles:
A. Gullick J. R., pp. 578-79. ,

* Cf. Corporation Finance: By E. S. Mead, p. 122.
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solvent, the solvent ones are compelled to take over the shares of
the insolvent ones. -

Some protection or. these lines, or even stricter than in either
of these three cases is essential in this country. If the sellers of
“the property have full freedom to dictate prices, it is but natural
that they (the prices) should soar high. Whenever stock is issued
to persons in excess of the benefits received from them, the capital
of the concern is said to have been watered. The capital becomes
watered even when the payments are made not in terms of stock
but in cash if it be in excess of the value of the assets received.
Such stock watering has many disadvantages. As the outstanding
share capital exceeds the value of the assets the percentage of
return on the shares becomes low. In such cases the real losers
are those who buy the shares with hard cash; the returns they
get on their investments prove to be less than what might be
termed a fair rate of return. The vendors on the other hand derive
sufficient, or even more than sufficient return, for the assets
passed over to the company by them. There are two other dis-
advantages from the point of view of the concern itself. First, as
discussed above, it means a waste of the resources in so far as the
payments exceed the benefits received. Secondly, the capitaliza-
tion of a concern is always limited by its profit earning capacity,
and therefore, the more we spend on such payments the less is
left for other purposes. As a result of this the concern soon finds
itself in financial difficulties. This is also one of the reasons of the
common complaint about insufficient share capital of our industrial
concerns.

i

‘MISCALCULATIONS ABOUT CAPITAL

After an industrial idea is worked out on systematic lines, and
the payments to be made to secure the preliminary tangible and
intangible assets as well as the services of different parties are
settled, the next stage in the life of an enterprise is to calculate
the’ capital requirements and to devise the ways to secure the
same. We have already discussed the different items that comprise
the total capital requirements of an enterprise. Financial ease,
to a great extent depends upon a correct estimate of all the
different financial needs. ’ '

When we turn to examine the financial condition of our com-
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panies we find that miscalculation about capital requirements is a
common malady from which they suffer. The phenomenal company
failures which ook place after the 'War Boom was over were
due mainly to this defect.! But one need not think that the con-
cerns floated under the feverish boom activity only suffered from
financial miscalculations. This defect existed long before; many
a witness, for example, before the Indian Industrial Commission
had complained of it.? As a matter of fact, the complaint about
insufficient capital supply has been there, ever since the beginning
of the modern industrial system in India. The worst of it is that
the same situation has continued to this day without any improve-
ment in it, and the evidence before the recent Banking Enquiry
Committees bears ample. testimony to this.$’
At the beginning of this chapter we have said that the share
capital must be sufficient to provide for (1) the organising ex-
penses incurred in the beginning, (2) the assets necessary to
make the project complete and to bring it to working condition,
and (3) the necessary working capital. But our companies, far
from making any provision for the last mentioned item, find
the funds insufficient even to make the project a complete entity.
The_ hi§t‘qry of almost every industrial enterprise, worth the name,
will pi‘o'ﬁre this. To choose a few random recent instances we may
refer to the following cases. The C. P. Portland Cement Company
-was started in 1919 with an authorised capital of one crore, with
Messrs. Burns & Co. of Calcutta as managing agents. Out of one
crore, 6o lakhs were issued for public subscription. As it was the
boom period and the company was promoted by a reputed agency
firm, the capital issued was easily subscribed; not only this but
the shares were soon at a premium of 40 to 8o per cent. The
capital raised in this way was exhausted in no time and the
directors were gequired to raise more funds by issuing the remain--

———

1 ¢Many an otherwise promising concern had ‘to close their doors because either
from the very commencement sufficient capital was not provided for, or funds were not
fonhooming when they were urgently needed.” Company Failures and their Causes; a
Booklet published by Mr. N. J- Shah.

? See for example, the Report of the Indian Industrial Commission, Evidence Vols.

B Cf. Report of the C. P. Provincial Bank. Eng.: Com. Vol. I, Ch. IX. Report of
the Bengal Provinaixl Bank. Eaq.: Com. Vol. I. Ch. IX. Report of the Central Bank.
Eng.: Com. Vol. II. Especially the evidences of the Andhra Bank, Ltd.; Mr. B. Ram-
¢handra Rao, and Mr. A. D. Shroff.

. 13



98 INDUSTRIAL ORGANISATION AND FINANCE

ing shares of 40 lakhs. But by this time the boom was over,
and owing to the financial difficulties the credit of the concern
reached a low ebb. As a result of both these events the late issue
could not be disposed of at all. In the meanwhile, the managing *
agency of this concern was taken over by Messrs. Mathuradas
Gokuldas of Bombay who raised a debenture loan for Rs. 40
lakhs. This sum was also exhausted, and then the agents raised
another zo lakhs by a second debenture loan. The company wanted
to erect three units of machinery and up to this period they were
working for all the three units, but after spending the 120 lakhs,
the three units were only half finished. And the agents made an
appeal for a further sum of 15 lakhs in order to finish only two
units. Five lakhs were necessary to complete the two units and
ten lakhs as working capital.? This company afterwards passed
~ into the hands of the debenture holders, who were the members of
the agency firm.? Financial straits resulting from insufficient share
capital had to be faced by the Tata Power Company also. This
Company was registered in 1919 with an authorised capital of
9 crores, out of which only 4.5 crores were issued. Afterwards
it was found that the funds raised were not sufficient even to
complete the construction. The company later on took a deben-
ture loan to the extent of 2 crores from the Tata Hydro-Electric
Company and brought the construction to working condition.®
Similarly the Andhra Valley Power Supply Company also had to.
undergo the unfortunate experience of shortage of capital.
A time had reached when this company would have been obliged
to close down but for the friendly assistance of one of the Bombay
Banks on the personal guarantee of the Managing Agents.4 The
last two concerns were floated by a firm of no less repute than
the Tata Sons, Ltd. These three instances will show how defects
arise in capitalization even with regard to companies floated by
the most reputed industrialists. Obviously conditions must be
worse with regard to the companies floated by less able business-
men.

1 Cf. The Capital, May 3, 1923.
% Indian Tariff Board: Cement Industry Report, Evidence Vol. p. 63.
8 Evidence of Mr. A. D. Shroff: Central Banking Enquiry Committee Report,
Vol. 11 .
¢ Ibid.
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The difficulties arising from insuflicient share capital are in no
way peculiar to Bombay. Industrial establishments in other
provinces like Madras! and Bengal are labouring under the same
difficulties. In Bengal all sorts of industrial establishments whether
jute, coal, tea, rice or oil mills are suffering from insufficient share
capital. The Bengal National Chamber of Commerce observe,
‘“The realisation from their share floatations do not enable them
to meet all the capital requirements and their dependence on out-
side finance is no less marked than in the case of similar establish-
ments owned by individqal proprietors.”’? The Chamber while
speaking about the tea industry say, ‘‘Concerns which are faced
with such a plight have to go into liquidation though there may
have the prospects of yielding cropsin a couple of years.”

The financial difficulties in which a new concern finds itself
involved can be traced to two different causes, the ignorance on
the part of the promoters as regards the amount of capital
required, or difficulty in raising the required amount. With regard
to the first three important cases quoted above, viz., C. P. Port-
land Cement Company, the Tata Power Company and the Andhra
Valley Power Supply Company, we cannot say that their financial
predicament was due to any difficulty of raising more initial
capital. If the directors of the first concern had issued shares of
Rs. 120 lakhs instead of Rs. 60 lakhs, in the very beginning, they
would not have found it difficult to market them. So also anyone
who has studied the psychology of the Indian investors will admit
that companies floated by the Tatas need not be afraid of lack of
subscribers. It is a matter of common knowledge that shares of
companies floated by firms of the standing and repute of that of
the Tatas are almost invariably over-subscribed. Naturally the
real cause of the financial difficulties of such concerns lies in mis-
calculation on the part of the promoters.s

! Cf. The evidence of Mr. B. Ramchandra Rao, and also of the Secretary, the
Andbra Bank; The Central Banking Enquiry Cammittee Report, Vol. Ik

'_Cf. Evidence of the Bengal National Chambers of Commerce: The Central
lankmg Enquiry Report. Vol. IL

. 4If an enquiry is made into the causes that sent most of the Compunics Roated

“f""! the period referred to (i. e. the post-war boom pericd) to a premature grave, it
WIH. be. found that in 2’ majority of i y before 1 hing ambitious schemes, no
PY!.llmunry investigations as to the capital requirements was ever made.” Company
Failures and their Causes. By N. J. Shah. :

13+
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GENERAL A'E‘TITUDE OF THE INVESTORS

The lack of confidence shown by the investors in the organizers
of industrial enterprises also proves in some cases to be a great
difficulty in the way of raising sufficient capital. If a scheme wants
a good response from the investors, it must satisfy two conditions,
(1) it must be intended to work in that line of industry which is al-
ready showing good returns, and (2) it must be launched or sup-
ported by reputed businessmen. It is a long standing complaint
against Indian investors that they are not led by the intrinsic
merits of a scheme but by the names of the promoters and direc-
tors. This was a common complaint made by the witnesses before
the Indian Industrial Commission. And the complaint is true even
to this day. The Bihar and Orissa Banking Enquiry Committee,
for example, observe, ‘““We do not subscribe to the view that a
'good proposition always commands capital. On the other hand we
believe that it is the name rather than the proposition which
attracts capital. The investing public entrust their savings to
certain persons however unsound their propositions may be.’'!
This is true not only about Bihar and Orissa but about the whole
of India.

We c¢annot entirely blame the investors for the lack of con-
fidence shown by them in new schemes. It is clear that the demand
for capital to float new undertakings must rest entirely on the
prospective earning power and cannot be supported by an offer
of security. The prospective investor must be able to estimate the
earning power of the new venture, and he must also be able to
form opinion about the integrity of the management. This requires
intimate and expert knowledge which we cannot expect our
investors to possess. As a result of this the supply of capital is
regulated, as an economist puts it, ‘‘not by the proper risks of
the venture but by the distorted image of those risks resulting
from imperfect knowledge of the capitalist.'** The ignorant invest-
ing public in some cases magnify their estimation of risks and
hold back capital from useful enterprises, or in some cases dimi-
nish the -same and so waste their resources on unsound and even

T Report of the Bihar and Orissa Provincial Banking Eaquiry Committee. Vol. I
p- 103.
¢ The English Capital Market : By F. Lavington, p. 199.
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fraudulent schemes. Thus the actual supply of capital bears no
relation to the intrinsic merits of the proposed scheme. The
financial difficulties of our industrial concerns, therefore, are not
so much due to the commonly alleged shyness of Indian capital
but to the lack of proper guidance to the investors.

DISPARITY BETWEEN AUTHORISED AND PAID-UP
CAPITAL

There are certain other minor commissions and omissions on
the part of the organizers, who thereby drag an industrial con-
cern into financial difficulties in the early part of its existence.
The vast difference between the authorised and paid-up capital,
which is 2 common feature of our companies, for instance, does
more harm than is apparent. The practice of keeping the,
authorised capital higher than the paid-up capital is followed in
imitation of the English practice. In England only a part of the
par value of the stock is usually called, the remaining uncalled
portion being used as a sort of reserve. The underlying idea of
the practice is that some margin should be left for increasing the
business_ at short notice. The uncalled portion is, therefore, meant
to be called up whenever further demands for capital arise. This
reserve is created in two different ways: sometimes only a part
of the whole capitalised amount is issued for subscription and
the rest is held as reserve; sometimes the whole of the capitalised
amount is issued but only a small percentage of the. face value
of each share is cailed up. Not quite infrequently both the methods
are used. This practice, though it has proved beneficial in Eng-
land, is followed here to a great disadvantage. It is often for-
gotten that the success of this arrangement dépends upon the
knowledge of the investing public of business methods and pos-
sibilities, and also on their possessing sufficient liquid resources.
In India, unfortunately, both these conditions are lacking, and
that is .why the practice proves disadvantageous, and not bene-
ficial. In 3 large number of cases of insufficient capital resources
it will be found that the difficulty was mainly due to havmg issued
too small a portion of authorised capital. Whenever a concern
finds the original subscription insufficient and asks for more funds,
the public think that something is wrong with the enterprise, and
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simply refuse to subscribe to the later issue. This was what hap
pened in the case of the C. P. Portland Cement Company. Unde
these circumstances it is advisable to issue as large a portion a:
possible in the beginning. In the first wave of enthusiasm it i
possible that a much larger number of shares may be sold.

The creation of reserve is not the only motive that under
lies the disparity between the authorised and the issued capital
By keeping the authorised capital at a high figure it is intendec
to create an impressive outlook on the minds of the ignoran
investors, But even from this point of view, the trick has lost al
its force being used too often. The investors have now come tc
realise that a high nominal capital signifies nothing. As a resuli
of this, far from deceiving the investors, the organisers them:
selves are deceived. By a high figure of authorised capital an

" unconscious impression is created on the minds of the organisers,
that if the raised funds prove insufficient they can raise more by
issuing the unissued portion. But when the actual need arises,
they, to their great dismay, find that the source is quite useless.

ISSUE OF ASSESSABLE STOCK

The stock sold by a company, is of two gsorts, assess-
able or fully paid, according as the payment is partial or
full. When assessable stock is issued the purchasers are
«required to pay only a part of the face value of the shares in the
beginning with promises to pay the rest in such amounts and at
such times as may be required by the directors. This device is
sometimes used to guard against underestimates. In such cases it
it does not become necessary to make further calls, the shares
remain only partially paid. This device is sometimes used to guard
ugainst underestimates, the uncalied portion being looked upon as
a sort of capital reserve. In some cases the amount called up,
especially in the beginning, is to be paid in more than one instal-
ment. This practice is found convenient when the construction
stage is spread over a long period. For instance, it is declared in
the prospectus that Rs. 50/- will be called up on the share of
Rs. 100/~ each, but the amount may be paid in instalments of
. Rs. 10/~ at the interval of one or two months. Sometimes the
amount of even fully paid shares is realized in this way. This
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arrangeément is made more or less for the convenience of the share
purchasers. But a share to be paid for by fixed and prearranged
instalments, is different from an assessable share in which case
the time and amount of the payment to be made is not fixed but
is uncertain and unforeseen.

As in the case of keeping a certain portion of the authorised
capital unissued, so also in the case of issuing assessable stock,
our company organisers follow the British practice with dis-
advantage. The underlying idea in following this practice seems
to be to sell off in the beginning as large a number of shares as
possible by calling up only a small sum. Sometimes the called up
capital is ridiculously. low as compared with the financial needs
of the undertaking. The organisers perhaps believe, that once the
shares are disposed of they can raise the necessary funds by
making further calls; but an occasion for further calls usually
proves an occasion of disillusion and disappointment. It is for-
gotten in the beginning that the regular realisation of the calls
depends upon factors other.than the ngeds of the concern. For
instance, the investors must realise that it is very difficult to make
a correct estimate of the costs in the beginning; then they must
also realise that in some cases further additions to the capital
resources are likely to result in ‘increasing the net returns on the
whole. The investors in our country being generally ignorant of
business organization and prospects, expect dividends when they
meet the calls made in the beginning. And, therefore, whenever
further calls are made they, thinking their former payments to
have been wasted, refuse to meet them lest the latter payments
should meet the fate of the former ones.

The idea that money paid for shares in the beginning is suffi-
cient to bring in dividends leads to another harmful result. The
investors spend all their resources in purchasing shares by paying
the amounts called up in the beginning. At this stage they do not
realise that further demands may be made upon them. And when
such demands are made, they find themselves unable to meet
them. During the boom period of industrial activity, hundreds
of people were ruined owing to their inability to pay up the call
moneys.1 If, therefore, sufficiently large amounts are called up

1 Cf. The Official Representation of the Bombay Stock Exchange to the Bombay
Stock Exchange Enquiry Committce. £924.
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in the very beginning, the concerns as well as the investors will
be saved all the future troubles.

How a concern finds itself in financial difliculties owing to the '
irregularity and uncertainty of realising later calls can very well
be seen from the case of the Tata Power Company. The arrears
of unpaid calls, in the case of this Company, had once accumu-
lated to a total of Rs. 1.37 crores out of 3 total subscribed capital
of Rs. 4.35 crores. As a result, to complete its construction the
Company had to take a debenture loan from the Tata Hydro-
Electric Company.! Owing to the high credit of the managing
agents of this particular concern it was possible for it to sur-
mount the difficulty. But a similar situation in the case of a
smaller concern would have proved fatal.

OTHER DISADVANTAGES OF ASSESSABLE STOCK

The practice of issuing assessable stock is frought with certain
other disadvantages, the consideration of which will not be out
of place here. The unpaid portion of such stock, for instance,
unnecessarily depresses its value. Besides, whenever a call is
made the value of the stock becomes unduly lowered. There are
two reasons for this. The very fact that a call is made makes the
investors nervous about the’ value of the stock. So also, the
investors, who have exhausted their resources, as already men-
tioned, in paying the first call, are required to unload a portion
of their holding on the market. The combination of both these
factors brings down the value of the shares. Such occasions
provide good opportunities to the directors and managing agents
to make profits. They, being the supreme managerial heads, can
4lso manipulate the finances to their advantage. For example,
they can make the financial position appear worse than what it
is, at the time of making the calls, so that the value of the shares
will be unduly lowered, and so also later on they can make the
financial position appear better' than what it actually is, so that
the prices will again soar high. The management can also make
money by making the calls when there is financial stringency in
the money market. The market condition depresses the security
prices in general which become still lowered in the cases of the

1 Cf. Evidence of Mr. A, D. Shroff. The Central Banking Eaquiry Committee
Report. Vol. II.
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shares on which calls are made, more so as the stringent financial
conditions cause big lots of such shares to be thrown on the
magket. The management of the respective concerns who under-
stand the whole situation better purchase the shares at those
unduly low prices and reap good harvest when the market assumes
normal tone.

The practice of issuing assessable stock with only a small por-
tion called up in the beginning provides a good field for the acti-
vity of fraudulent company promoters. The common practice in
such respects is that a large number of shares with a small deno-
mination s issued and only a small part of each share is called
up. Twenty thousand shares, for example, may be issued with a
face value of Rs. 10/- each, and only one rupee on each share
may be called up. Such an issue makes a good appeal to the
investing public. In these days when a man’s worth in terms of
commercial paper and its ownership is important, it gives a sense
of satisfaction to think that one holds so many shares, and

, consequently so much control and owwership in a company with
so much capital. Besides, the investor hopes to make speculative
profits in due course.

The credulous middle class public usually prove a victim to
such fraudulent activities, and it is urgent that they should be
given sufficient legal protection in such matters. In France, for
instance, it is provided that the nominal value of shares shall not
be less than 25 francs; and at least 235 francs must be paid on each
share and wherever the nominal value of each share is more than
100 francs, at least, one-fourth of it must be paid. Similarly,
in Germany the shares of joint-stock companies must be of 2
minimum nominal value of 1,000 marks, though this limit may
be reduced to 200 marks in special cases. Besides, a company is
not legally formed until the whole of its share capital has been
subscribed and fully paid up. Similar protection is needed in India
too.

THE MINIMUM SUBSCRIPTION CLAUSE

The Indian Company Law has ‘made it compulsory for the
company promoters to declare the minimum subscription of the
capital on the basis of which they propose to proceed to allot the

14
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shares. If the amount of the subscribed capital does not reach the
minimum laid down by the articles the company must return the
money received from the subscribers. The underlying motive of
this provision is that the prospective shareholders should be able
to decide for themselves whether the concern would be in a posi-
tion to start work if the minimum is fulfilled, because they can-
not get their money back when the minimum is fulfilled even if
the concern finds it impossible to start work with the amount
realized on the subscribed minimum. This provision presupposes
a good business knowledge on the part of the investors, who must
be in a position to estimate the capital required to start and work
the enterprise in which they intend to invest. But our investors,
as a rule, are ignorant of such problems, and therefore, this provi-
sion proves of little value. _ )

The main defect of this minimum subscription clause is that
the minimum is left totally to the will of the organisers, who,
being aware of the fact that the investors are not in a position
to pass any judgment upog its merits, bring it down to such low
level that it hardly remains without being fulfilled. This provision
thus only deceives the investors who believe that the fulfilment
of the minimum means certainty ot the concern being started.
Really speaking the minimum is fixed with the intention of rais-
ing the expenses incurred and the remuneration of the promoters.
If the minimum is fixed at a higher level it perhaps may not be
fulfilled, and in that case the promoters will have themselves to
bear all the expenses. Thus the promoters are interested in keep-
ing the minimum subscription low. If the investors are to be
benefited, this clause must be replaced by some provision on the
Iines of the English Company Law that the allotment should be
undertaken only when the subscription warrants that the funds
raised would he sufficient not only to meet the construction cost
but also the working expenses. '

UNDER-CAPITALIZATION: A COMMON FEATURE

There is one more factor to which the financial difficulties of
our concerns are due in many cases. It seems to bé a long stand-
ing belief of our industrialists that the less the share capital the
greater the return on it, and this has resulted in practising under-
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capitalization as a definite policy.? While capitalizing, therefore,
the motive to increase the rate of return by limiting the share
capital gets upperhand and the proper consideration viz., whether
the raised funds are adequate or otherwise for a smooth and
successful working of the contemplated scheme, becomes
neglected !

A common argument put forward in favour of this policy is
that it is more economic to finance by borrowing as the borrowed
funds can be had at less cost than the share capital. It is argued
for instance, that funds can be borrowed at 5 to 6 per cent.
which is much less than what would have been taken away by
the same amount if it had been raised by issuing shares.

This practice of financing even the fixed assets out of borrow-
ed money originated in the peculiar business conditions of the last
century. While discussing the managing agency system we have
mentioned how the cotton mill companies were started by a.few
wealthy men more or less on the lines of family concernsy . These
businessmen being themselves wealthy could attract sufficient
money at low rates from the public. Thus it was advantageous
for them to raise .as small a share capital as possible. Because
the less the amount of share capital the greater was the percent-
age of return on it, Besides, as the total irivestment in €ach con-,
cern was not large, a greater number of concerns could be started
with the same amount of capital, and in this way the percentage
of return on the capital could be increased. There was one more
advantage of this practice. The share capital being small, it could
be supplied by a small group of: subscribers and consequently the
total profits could be retained, as if in a family.” In case the con-
cern had been capitalized for a larger amount it would have been
necessary to seek outside subscribers and in that case the profits
would have been divided with them.

This system, though it originated with cotton mxll companies,
was followed by all industrialists without paying any a;tentxon to’
the consequences. The success of the system depends uipon the
availability of a sufficient amount of money at a low ratesof inter-
est, and that is why it works better with regard to big companies

1 See for example the evidence of the Industrial Surveyor, Délhi, and alno that of
the B y Chamber of C The Tariff Board Cotton Textile Enquiry Report.
. 1927 Vol. 3. .

14%
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than with regard to small ones. The big concerns owing to their
high credit find it easy ¢o borrow money and also get it at a
comparatively low rate. But the small ones are required to offer
high rates, and even then they find it difficult to satisfy their
small needs, and this oot infrequently results in causing their ex-
tinction. Even big concerns now find it more and more difficult to
get money at.a low rate and in sufficient quantities. As a matter
of fact the bisiness practice which was suited to the econQmic
conditions existing three quarters of a century .ago has now
become antiquated and therefore useless. Money is not now so
very easily available as it was then. The people, instead of de-
positing their savings with business firms or businessmen, have
now begun to invest them in Government paper or deposit them
with banks. The industrial concerns, therefore, are required to
offer high rates to attract funds and consequently the share-
holders, far from deriving any special advantage only stand to
lose owing to this faulty financial practice.

THE AHMEDABAD PRACTICE

The under-capitalization policy is practised by different indus-
tries in different ways, and of course with different effects. It is
carried almost to an extreme in the case of the Ahmedabad cotton
mill companies which are started usually with only one-fourth of
the block capital being raised by issuing shares. About one-third
of the rest is secured by seven-year deposits and two-thirds by
one-year deposits. Those who purchase a certain number of
shares and also provide a certain amount as seven-year and one-
year deposits are 'given a proportionate share in the agency com-
mission. The Central Banking Enquiry Committee while discuss-
ing the system remark, ‘‘As far as the Ahmedabad mdustry is
concerned, the system is’ reported to have succeeded beyond the
ordinary expectatnons and it is even doubted if the industry would
have progressed as well as it has done in recent years, had it not
been for the system of giving out shares from the managing
agency commission.””! They seem to have looked only to the
bright side of the system, and to have been much impressed by it.
The Committee themselves admit that the success of the system

1 The Central Banking Enquiry Committee Report Vol. 1 Part 1, p. 277.
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is due to the practice of giving shares from the managing agency
commission. This makes it clear tha to get the money some extra
allurement is necessary. What actually happens is that the agents
finance almost all the long-term deposits and as a special con-
sideration for this charge an exorbitant agency commission. The
agents thus get for their funds much higher returns than:the
market rate; and that is why the industry has been able to get
suffigient capital. The concerns on the other hand Stffer as they
are required ta pay too much for the accommodation. The heavy
charges in the form of agency commission become a permanent
burden upon them .so-that even though fortunately a concern
becomes able to maintain itself.without the deposit money owing
to reserves from the profits, it cannot get rid of the agency com-
mission. The excess of profits over the interest charges to be paid
for the deposits being in this way taken over by the agents, the
shareholders do not realise any special benefit out of the under-
capitalization policy. This system of industrial finance no doubt
encourages a few big capitalists to invest their funds in industries;
but, on the other hand, it certainly discourages millions of ordi-
nary investors from investing in Industrial paper owing to the
relatively small returns on such investments.

. Besides, no student of industrial finance can call a system
satisfactory in which about half the block capital is financed by
one-year deposits. In the first place this creates a constant feeling
of uncertainty. There is no knowing when these deposits may be
demanded back. If, for instance, the depositors find that they can
have better returns on their money, relatively to the risks under-
taken, by investing it in some other way, the Yeposits are sure
to be withdrawn. Under such circumstances in order to retain
the deposits the concerns will have to raise the rate of interest.
And this will have to be done whether the concern is in a posi-
tion to pay the charges or not. Not only this but such deposits are
sure to be withdrawn when a concern is in’ ﬁnancnal dnﬁ‘icultnes.
Under such a plight there remains only ose way open to avoid
immediate winding up and that is to replace the short tune loan
by the highest type of mortgaged security.
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UNDER-CAPITAL'IZATION IN TEA COMPANIES

The tea companies,' especially in Bengal and Assam, too
follow this practice of underapitalization to their great dis-
advantage. One peculiar feature of the tea plantation industry is
that the tea gardens require comparatively large amounts during
thecultivating stage i.e. till the gardens come to a crop yielding
condition, which takes nearly four to five years. After the gardens
reach the crop yielding stage not -much working capital is
required. The share capital raised being quite insufficient to
finance the preliminary expenditure, & novel method is devised
by these companies to raise some additional capital. The share-
holders are required to pay in addition to the share prices a
certain amount as admission fee which ranges from 25 to 100’
per cent. of the share prices, and it is utilized to meet the initial
capital expenditure. But the share capital is so small that all the
admission fee and the amount received on the capital account
cannot save the concerns from going into the clutches of the
creditors. In many cases after a period of two years or so outside
finance is required. Such financial help is secured from the manag-
ing agency firms, loan-offices or money-lenders. When an agency
firm comes forward to render the necessary financial help it
becomes the managing agent of that company and charges from
2} to 7§ per cent. commission on the gross sale proceeds of tea,
over and above the usual rate of interest i.e. 8 to g per cent.
When accommoq:xtion is secured from loan-offices the rate of
interest usually varies from 12 to 15 per cent. But the resources
of these loan-offices are slender and sufficient only for old esta-
blished, big plantations. New and ﬁx'xancially weak gardens cannot
get accommodation from them but are required ‘to_approach'
money-lenders or Marwaris who charge sometimes as high a rate
as 24 per cent. on the funds advanced by them. Funds even from
this source become sometimes unavailable. And the concerns
which find themselves in such a plight have to go into liquidation
‘“‘though there may be the prospects of yielding crops in a couple
of years.’" The loans are usually taken for seven to ten years. After
"the gardens begin to yield crops the loans and admission fees are
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returned and then regular dividends are paid. No interest of
course is paid on the admission fee.1

It is worth noting that the insufficiency of funds does not
arise from any difficulty in raising share capital. On the other
hand it is .admittéd by many a witness before the Bengal Provin-
cial Banking Enquiry Committee that the share capital of a tea
company could be subscribed two or three times over, and not
infrequently the shares are sold at a premium. The financial
‘difficulties of these concerns are, thus, due to the definite policy
of under-capitalization followed by their organizers. It # interest-
ing to note that the English tea companies never e,xperienée such
financial. difficulties nor do they follow any extraordinary finan-
cial scheme such as charging admission fees. They raise sufficient
share capital from both ordinary and preference shares.?

THE COAL INDUSTRY

The coal jndustry suffers the most owing to this faulty financial
policy of under-capitalization. Unlike other industries, the mining
industry requires a continuous supply of new capital on block.
The proper method of financing this industry, therefore, is to
start with sufficient owned capital, and to make liberal provision
for depreciation out of which the additions to the block should be
met. But the financing methods followed by our coal companies.
are in no way different from those of the concerns engaged in
other industries. They raise a comparatively small amount from
share capital and then supplement this by funds borrowed at such
high rates of interest which range from 1z to 18 per cent.® Obvi-
ously when the concerns have. to depend upon temporaty funds
and their earnings become burdened with such heavy interest
charges, they find it almost impossible to make sufficient provi-
sion for depreciation, and Q\ere_fore'they are required to borrow
again and again whenever capital expenditure becomes necessary.

1 See the evidences of Mr. Jogesh Chandra Ghosh, Vice-Chairman, Indian Tex
Planters Association, Jalpaiguri; Mr. A. F. Rahman, M. L. C. The Bengal Provincial
Banking Enquiry Committee Report Vol. 3. Similarly the evidence of Bengal National
‘Chambers of Commerce, Central Bapking Enquiry Committee Report Vol. 2.

? Cf. The Bengal Provincial Banking Enquiry Committee Report Vol. 1, p. 119

3 Cf. The cvidence of the Bengal National Chamber of Commerce: The Central
Banking Enquiry Committee Report Vol. 2, p. 505. :
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Thus the short-sighted policy of under-capitalization, far from
yielding high returns to the shareholders, jeopardizes the very
existence of the concerns. Owing to the financial peculiarities of
this industry, perhaps, we find that many coal concerns in Bengal,
Bihar and Orissa are conducted on proprietory or partnership
lines, ‘as under this type of organization it is easy to arrange for
additional cap.ita‘l,'(or further developments.

USE OF REDEEMABLE PREFERENCE SHARES

The policy of under-capitalization is in no way peculiar to the
cases discussed above, but has a universal following in this
country. We have incidentally mentioned in earlier pages how
concerns engaged in other industries too suffer from insufficiency
of funds raised on capital account. The insufficiency of capital
fund no doubt is in some respects due to miscalculation, the
effects of which are definitely aggravated by the general policy
of under-capitalization which is also responsible in making the

* calculations invariably err on the side of inadequacy. The under-
lying motive in under-capitalization, as we have alfeady stated,
is to lessen, the amount of share capital and thus to increase the
percentage of profits on it. The managing agency system has
specially fostered this attitude. The agents in order to justify their
own gains wish to declare as high dividends as possible. This
they hope they can do by limiting the amount of share capital.
Besides, as we have shown in one of the earlier chapters the
supply of short-time capital to the concerns under their contro!
proves a source of additional income to them, and also keeps the
concerns dependent upon them. The agency system thus has
preserved and umversahzed this antiquated and faulty financial
policy. v

.In the interest"of the mdustnal development of the country it
is essentnal that such a faulty practlce should be ended as early
as possible. If a higher percentage of return on the shares may
be the only aim in keeping the share issue low, then it can be
achieved in another way without jeopardizing the interests of the
concern. While discussing the different types of industrial securi-
ties we have mentioned a recent variety called redeemable prefer-
ence shares.! When the share capital becomes exhausted and

Stt—————

1 See the chapter on Forms of Capital Issue.
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need is felt for addltlonal funf'!s for construction or workmg
purposes it can be met by issuing preference shares redeemable
at a later convenient date. The rate of return to be offered on such-
securities will not exceed the rate of interest demanded by the
short-time creditors. Besidés, this will rémove the uncertiidty
with which short-time borrowing is attendgd. Slowly .as -the
finances improve the preference shares should be. redeemed so
that their participation in- the profits would cease as soon as the
needs are over. This redeemable feature will prove of special
benefit in the case of tea industry. We have seen how tea gardens
require extra finance during the first four or five years. The best
way of meeting such needs is by issuing redeemable prefererice
shares, which should later on be redeemed as the finances permit,

and the ordinary shareholders be relieved of the bufden. But there
are very few chances of this practice being followed so long‘ as”
the managing agents are interested in keeping the concerns under-
capitalized, '

.

L
EFFECTS OF UNDER-CAPITALIZATION

So far we saw, that for one reason or another, inadequacy of
owned capital, and too much dependence upon borrowed funds isa
common feature of the finances of our industrial concerns. The
financial difficulties which arise from such a situation have a very
bad effect upon the minds and policy of those who run the busi-
ness. Excessive reliance on short-terni creditors, which gives rise
to suspense even about the existence of the concern and also
creates permanent burdens of heavy fixed charges, makes the
management diffident. They have.no freedom* in making new
departures, in taking risks or nI undertakmg Izusmess that may
require further working capital.. In fact they lose all the confidént
self-reliance that a sound financial position brmgs Such a concern
owing to heavy fixed charges cannot face an immediate loss in
the expectation of a greater ultimate gain. In times of depression .
also a concern which is not burdened with fixed charges can
mitigate to some extent the effects of temporary falling off in
demand by such expedients as overhauling its plant or increasing
the stock. In short, the power qf 'resistance and recuperation are
both diminished in the case of an under-capitalized concern owing

15
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Lo
to the heavy ﬁxed charges whnch must ()e met irrespective of the
general condition of the industry. v

« )
*__; HOW OVER-CAPITALIZATION TAKES PLACE

¢ Jn the earlier part of this chapter we haye discussed the possi-
bilities of stock watering as they exist in this country. Of course,
it is rather difficult to say in the beginning whether stock has
been watered or not, unless it is watered lavishly. Besides, if the
extent of water is only limited as compared with the total capital-
ization amount it cannot do much harm. But when this safety
limit is transgressed, stock watering is sure to l:ave far reaching
effects. In such cases the capital resources left with the concérn
prove insufficignt for the purpose and m&:sequently resort has to
be taken to borrowing funds from outside sources. Such concerns
shortly are found to be over-capitalized in the sense that the value
of the securities as shown in the books prove to be in excess of
the value of the assets, which is determined by their income yield-
ing capacity. Over-capitalization in the sense of having the book
value of the securities higher than their market value is not an
uncommon feature of our industrial finance. There are various
reasons for this. The very practice of under-capitalization which
we have discussed in the previous pages results in making a
concern over-capitalized. This seems rather curious but it is true.
When a concern is under-capitalized it has to depend-upon out-
side resources, which usually are secured at a high price, and
owing to the high interest to be paid on the borrowed funds, the)
shareholders cannot get adequate returns on their capital. Besides:
such concerns capmot make any provision against the loss of the
value of the Assel§ resulting from depreciation, obsolescence, or
any other wnu:?ggncy: The eﬂicnency of the assets and along with!
it the profit yne]dmg capacity thus go on slowly decreasing, andy
in the end the shareholders realize that the shares are not worth)
what they had paid for them. Such a concern is called over-r:
capitalized as it cannot pay normal returns on the capital mvesteth
in it. . .
We have already seen how the Jegal provisions against thel:
over-valuation of the assets passed over to a joint-stock company
are not very strict in this country, and therefore there alwayss
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exist possibilities of over-capjtalization when a ‘private concern is
turned into a joint-stock company. The previous owners naturally
try to capitalize the company at as high a figure as possible, The
usual practice in such cases is to start a concern on a small scale
and to show it to be profitable. When it is found by the proprietor;, -
or proprietors, that the concern has made a good impi:assioﬂ;
about its profitableness upon the minds of the investing piblic,
it is turned into a joint-stock company. While doing this the
concern is capitalized for a larger amount than its real worth. The
investors in such companies do not realize that a concern which
is profitable whe.' a certain amount is invested in it cannot remain
sa when it is beught for a larger amount. They think that as a
concern was profitable when run as a private entgrprise, it will
also be profitable whe.r'i.'turned into a joint-stock ‘ggnipany. It is
altogether overlooked that profitableness is only a ¥elative nfafter
and must be considered in relation to the amount of capital
invested. The result of the whole situation is that the total
capitalization amount being much larger than the capitalized value
of the income-yielding tapacity. the ‘shareholders to their dismay
find that they cannot get the expected income nor can they even
hope to get it in future as it is beyond the capacity of the
enterprise to yield. \

Similarly, companies promoted during a boom period usually
suffer from over-capitalization. There are several reasons for
this. In the first place, as prices are Jigh the assets are valued
at a high price and consequently thg capltalxzatlon is also high.
When the boom is over and prices assume their normal level
the total value of the assets falls down but the capitalization -
remains at the former figure. Secondly, as t.hgmem period prices
of manufactured goods rise the ptpﬁts of mdugtnaf concerns also
rise, and this means a proportxonate increase .ir the value of the
concerns. And if a private concern is capitalized At'such an inflated
value it proves to be over-capitalized when the prices of the pro-
duce and along with them the profits come down. The boom
period high prices bring about over-capitalization in the case of
some of the old companies too. The management of some concerns
revalue their assets according to the then ruling high prices and

. high profits; the appreciation in the value of the assets is credited
as special reserve, subsequently making this reserve a basis of
' 15*
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an issue of bonus shares. When prices fall the profits also
fall but the capital amount does not likewise diminish and the
concerns consequently become over-capitalized.

Our cotton industry can supply some interesting examples of
over-capitalization taken place in more than one of these ways.
For txample, the total number of cotton mills under joint-stock
organization in Bombay City was sixty-six in 1917; and the paid-
up capital of all these mills amounted to Rs. 7 crores. In 1920
the number of mills under joint-stock organisation rose to seventy-
seven and the total paid-up capital of these mills amounted to
Rs. 17 crores.! All the additional mills were old ones and their
transformation from private ownership to joint:stock ownership
was mainly responsible for the increase in the total paid-up
capital.* The cost of starting a new mijit, fully equipped and of
economic size, in those days of high prices did not exceed Rs. 55
lakhs.Thus we can see at what exorbitant figure the concerns must
have been capitalized even for the high prices ruling at that time.
How actually this was taking place can be seen from the following
instances. Some five mills were owned by Messrs. E. D. Sasoon
and Co. The value of these nulls was computed to be Rs. 2.75
crores according to the boqm ‘period high prices.3 Later on a
joint-stock company was started to purchase and work these mills
with Rs. 6 crores as paid-up capital. Not long afterwards the
value of these mills assumed its true level and the capitalization
had to be reduced to the great loss of the investors. How even able
businessmen had lost their balance in those days can be seen from
the following instance. The Tata Sons, Ltd., one of the most im-
portant business firms in India, bought the Bombay United Mills,
which was started in 1860, at-an inflated price of Rs. 150 lakhs.
The shareholder} of she former company got ten times of the origi-
nal face value of the shares. This purchase was made in 1920, and
in 1925 the Tata Sons sold away this mill for Rs. 36 lakhs, thus
sustaining a net loss of 114 lakhs. Such frenzied valuation -
was not peculiar to Bombay City but was found even outside it.

1 Cf. Tariff Board Cotton Textile Enquiry Report 1927 Vol. 2. p. 143 (Aa-
nexure A.).

% Cf. Evidence of Bombay Millowners' Amociation Tariff Board Cotton Textlle
Enquiry Report 1927 Vol. 2,

8 Cf. An article by Mr. J. A. Wadia, The Times of India Oct. 2nd 19323.
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The Tariff Board, for instance, in their first cotton textile enquiry
report have quoted the following up-country case. A cotton mill
company was started in 1921 with an authorized capital of Rs. 50
lakhs of which 40 lakhs were issued and subscribed. **The mill
commenced operations in January 1923 with machinery g5 per
cent. of which was second-hand and mostly from 30 to 60 years
old. The mill was closed in July 1925 and was sold for nine lakhs
in August of that year.”’1

Over-valuation of the assets was not peculiar to the
boom period though then it was found to exist on an
extensive scale. We have already shown that our Company
Law does not pr‘ovide any strict measures regarding the valuation
of the assets and therefore the possibility of the same being over-
valued always exists. YWhen the assets are valued more than_their
income-yielding capacity warrants the concern naturallv becomes
over-capitalized.

There is one more point which deserves mention in this respect.
It is rather a common feature of our industrial concerns that too
much money is spent in the begmmng,on elaborate establishments
and on too expensive a plant and eqmpment. The buildings, plant
‘and general equipment are plannedon such a wide scale that the
funds raised on capital account are exhausted even before. the
concern is brought to working condition. Consequently it so
happens that either because funds are not available or because the
interest charges prove to be prohibitive, the production can never
be commensurate with the capital expenditure. Even the limited
production being burdened with interest charges the returns to
sharehoders become dwindled and the value of the shares fall,
and the concern becomes over-capitalized to.the extent to which
the par value of its shares exceeds the actugL‘(rélu'e. There seem
to be two motives, which actuate our industrialists to follow this
faulty practice. Perhaps they think that an imposing appearance
created - confidence in the minds of the creditors and so it
becomes easy to borrow money when necessity arises, and
such " necéssity is visualisel by them definitely, and perhaps
even immediately. Secondly, it seems that they wish to
take immediate advantage of 4hy opportunity to make profits

1 Cf. Tarif Board Cotton Textile Enquiry Report 1927 Vol. 1. p. 17.
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by increasing the output. As regards the first motive, it
is true that in some cases the imposing show has the desired
effect. But as regards the second motive, experience has proved
that the extra plant equipment far from proving of any benefit
only becomes a permanent burden. There are reasons for this.
The efficiency of the plant whether working or not becomes less
and less owing to depreciation and obsolescence. Besides, the
weakened financial position owing to the heavy financial burdens
on account of the relatively large amount of interest charges and
dividends to be paid, makes it difficult to take advantage of the.
opportunities for business expansion, Of course, it is wise to have
some margin for expansion when necessary, but this margin should
be created and maintained in such a way that it will not prove a
burden upon the finances of the concerm. The whole initial plan
should be so conceived that it will permit of easy readjustment,
as much in the direction of contraction as in that of expansion.
The financial difficulties of a large number of our concerns are
due to having neglected such conservative financial policy. Our
‘businessmen seem to have been very much led away by the idea
of having an imposing outward show by an elaborate establish-
ment, an extensive plant and equipment and impressive buildings.
Such a short sighted policy has paralysing effects upon the pro-
gress of the concern. The directors of such concerns are required
to spend all the profits in distributing dividends, -which prove to
be too heavy for their limited production. Consequently no
reserves can - be built up, and therefore, it becomes difficult or
even impossible to undertake any renewals or replacements of
depreciated or obsolescent parts. The results of financial string-
ency arising from too heavy dividend burden due to any of the
situations discussed.above are similar to those menticned earlier
in conngction with under-capitalization.

MARKETING THE SECURITIES

After the capital requirements are estimated and the financial
plan is outlined, the next stage in the life of an industrial concern
is to raise the capital by selling the securities. Whenever a con-
cern is started by a well-known agency firm, a large portion of -
the shares is usually taken up by the members of the firm, the
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directors, and the friends of both these groups. The remaining
portion is offered to the public and is purchased by outside in-
vestors. At this stage the purchasers are actuated more by the
desire of speculation than that of investment. The real bonafide
investors come in after the shares ate quoted on the stock ex-
changes. They think that the price which is arrived at on the
exchanges is the real value of the shares as it is the result of the
cpinion of leading businessmen.

If we leave out the schemes supported by big financiers, the
rest have got to depend upon public subscription from the very
beginning. Out of these some that can show connections of re-
puted businessmen ‘and are launched under favourable market
conditions, can hope to succeed, the rest are foredoomed to
fail despite their intrinsic merits. Curiously enough it thus
becomes easier to raise capital for a big scheme than for a small
one as the latter cannot claim the support of influential names.
The shares of small companies either in the big industrial centres
or in the mofussil are purchased by middle class persons and
persons in the professions. In many cases the shares are pur-
chased out of personal regard towards the organisers, or out of
patriotic instincts in order to encourage swadeshi industries. It
is obvious that when investment is made somewhat on the lines
of charity, the supply of capital to industry becomes very limited.
Besides, these shareholders become careless about the future of
the concern. Such attitude on the part of the investors, which
apparently looks quite praiseworthy being on the whole generous,
is harmful from business point of view. The indifference of the
shareholders, for instance, sometimes makes many a concern
languish for want of proper finaficial support which would have
been available if they were more enthusiastié about the whole
affair.! Such a situation also gives full scope to the Sswindling
activities of the less scrupulous management with the result that
not only these concerns become ruined, but their ruin shakes the
confidence of the public in industrial investments in general, and
makes it difficult to start new enterprises.

For the efficient working of an industrial concern it is essential
that the investors should be interested in its financial future; and

1 See for instance the C. P. Banking Enquiry Committee Report Vol. I.
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this is possible only if they invést in it with the intention of creat-
ing a permanent source of income. But this they will do only if
they are convinced of the soundness and profitableness of the
industrial schemes placed before them, and how to convince them
of this is the greatest difficulty that has to be faced while market-
ing the shares. The general public cannot for themselves scruti-
nise the claims of any industrial scheme, nor have they confidence
in the words of the organiéq‘rs of such schemes, with the result
that it becomes very difficult to make them purchase the securities.
And when it is found that the profit earning desire cannot be
_moved, attempts are made to appeal to sentiments like patriotism,
friendship and so on.



CHAPTER VI
FINANCING OF WORKING CAPITAL
) METHODS OF FINANCING WORKING CAPITAL

Besides the finance required to secure the fixed assets, every
industrial enterprise needs an additional amount of capital to
meet its current expenses such as the purchase of raw materials
and ‘stores, the payment of wages, salaries, rents and commissign,
expenditure for’ marketing the manufactured goods, and other
incidental charges like the taxes, insurance etc. All the outlays
that are necessary to meet such recurring expenses are called the
working or circulating capital.

There are three different methods of raising ‘the working
capxtal.

(r) by issuing long-time securities,

(2) by reinvesting the earnings, and

(3) by short-time borrowings.
The industrial concerns in the West especially in Great Britain
and the U. S. A. finance their working capital by resorting to the
first two methods.! The third methdd is resorted to only in cases
of emergencies. xS

Many writers on business ﬁnance hold the opinion that the best
methods of financing the working capital are by reinvesting the
carnings or by issue of securities i.e. shares or debentures. Obvi-
ously, a new industrial enterprise cannot re-invest its earnings
though an established one can do so and thus not only meet its
current expenses but even other capital requirements such as
replacement of plant, 'n{achinery etc. In India, however, no
attempts are being made Ao save the earnings for such purposes.®
As a rule, Indian concerns do not even try to raise their ‘working

1 uln so faras we can derive a rule of pra:lice' or a tendency of policy from the
practice of these farge companies, it is that sufficient working capital should be provided
out of earninga Oy from the sale of sccurities, and that Bank borrowing should be re-
sorted to only 0. emergencies.””

" Corporation Finance. By E. S. Mead p. 212.

2 Sce the chapter on Administration of Earnings.

16
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capital by issuing long-time securities. To secure the working
capital by short-term borrowing is the universal practice with
regard to Indian concerns.

SHORT-TERM BORROWING

The short-term borrowing’ by Indian industries is made from
four main sources: (1) the public, in the form of acceptance of
deposits, (2) the managing agents, (3) the indigenous bankers,
money-lenders, individual financiers, etc., and (4) the banks.

BORROWING FROM THE PUBLIC

Borrowing from the public in the form of deposits taken
directly, forms an important feature of Indian industrial finance.
Not only do the industries raise their working capital in this way
but some of them even raise their fixed capital similarly. The
present position of the cotton' textile industry of Bombay and
Ahmedabad is in no small measure due to the existence of this
deposit system of finance, which, though declining in recent years
at the former centre, is still flourishing at the latter. As regards
the origin of the system, Mr. Manu Subedar says:—*"In its
origin, the systems of deposits with industrial concerns was
undoubtedly a reflex and a transformation of the old system of
money kept for safe custody with the Mahajan. Its survival even
in these days, would lead one to believe, that the system must
kave worked fairly satisfactorily for both sides for long past.”’!

The following table will show the importance of public deposits
as a source of finance with regard to the cotton textile industry
of Bombay and Ahmedabad, and especially as compared with
other sources:? '

’
\ g

1 Indian Central Banking Report, Vol. VI. Part I1. Mioority Report, p. 329
8 See Indian Central Banking Report, Vol. I. Part I, Majority Report, p. 278.
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BOMBAY AHMEDABAD
‘(Figures for 64 mills.) (Figures for 64 mills.)
Re. I Percentage Re. Percentage
(intakhe) | OFtol | G pngy | of toul
R finance. finance.
Amrount loaned by .
Managing Agents. 532 21 264 . 24
Amount loaned by
Banks. 226 9 42 4
Amount of Public .
Deposits. o273 1r 426 $q .
Amount of Share | :
Capital. 1214 49 340 32
Amount of Deben- ’
tures issued. 2381 10 8 1

It will be easily seen from the above table that at both the
centres the mills obtain a large part of their finances from deposits
from the public. Banks, which are an impbrtant source of financ
in the Western countries, contribute only g per cent. of the finance
as compared with 11 per cent. of public deposits in the case of
Bombay, and only 4 per cent. as compared with 39 per cent. of
public deposits in the case of Ahmedabad. Public confidence was
so well established in the Bombay mills and their managing
agents, that till recently it was possible to obtain deposits at very
favourable rates of interest. Not only this, but some of the mills
were also able to obtain deposits in excess of their paid-up capital.
For example, the Sholapur Mills with a paid-up capital of Rs. §
lakhs had Rs.1.30 crores as deposits, while the Swadeshi with a
paid-up capital of Rs.20 lakhs held Rs.42 lakhs of deposits.* That
to-day the mills are not aby}e f9 obtain the same amount of deposits
from the public as in former yeérs, is due largely to the weaken-
ing of the financial position of . their managing agents, the failure
of some concerns, as well as the existence of other secure
sources of investment such as Treasury Bills and other securities

¥ Made up of. 46 from Managing agents, 53 from Banks, 139 from the public.
2 Sce evideccs of A. D. Shroff, Indian Central Bank Committee, Vol. II. p. 387.
‘ ' 16>
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of the Government of India. As a result of this therefore, higher
rates of interest have got to be offered to induce the public to
keep deposits. The position in Ahmedabad, however, is not the
same as in Bombay. We have already said that there the deposit
system is still flourishing, because the public in Ahmedabad prefer
to invest their savings in the mills and not in banks or even in
Government securities.

It méy be pointed out that, besides the cotton textile industry,
other Jarge industries as well depend upon public deposits for their
working capital. For example, the Tata Iron and Steel Company,
one of our most important national concerns, supplements its
working capital by a fairly large amount of unsecured loans or
" one-year. deposits. The three hydro-electric companies, under the
management of Tata Hydro-Electric Agencies, raise part of their
‘working capital in the same manner. And, the tea industry of
"Bengal and Assam not only raises the working capital by public
"deposits, but also a part of their fixed capital. It may be interest-

ing to note that while the system of public deposits is so popular

with industries under Indian management, it is not as popular

with. the concerns under European management, This is due

to the fact that European companies are floated with a large

share capital from which both the fixed and working outlays are

met; besides they are in a favourable position as regards obtain- *
ing bank loans and advances on cheap and easy terms.

TERMS UNDER WHICH DEPOSITS ARE OBTAINED

It may be interesting to note the terms under which the indus-
tries obtain deposits from the public. In the first place, it may be
stated that these deposits are always obtained as unsecured loans.
No security is offered and the public have only to rely on the
standing of the concerns and the reputatxon aad financial position
of their managing agents as a secunty for the re-payment of their
deposits. ~

Secondly, as regards the period, the deposits are accepted for
six months or one year and are generally renewed thereafter. In
Ahmedabad deposits are taken even for seven years, but it must
be mentioned that the finance thus raised is utilised to meet a
part of the fixed capital expenditure of the mills as well.
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And thirdly, the rate of interest paid oh these deposits depends
upon the credit and standing of the industry concerned as, well as
upon the reputation and financial position of the managing agents.
Sound concerns under managing agents of repute are not only
able to attract deposits at low rates of interest but also in Jarge
volumes. In Bombay the rate of interest allowed by the mills on
deposits varies from 4} to 6} per cent.,! whlle in Ahmedabad the
rate varies between 5 and 6 per cent.? -

The deposit system of finance, in spite of its xmportanbe and:
advantages has its defects. In the first place, as a- source of
finance the deposit system is very inelastic. The inelasticity arises
out of the fact that an industry which relies mainly on publlc
deposits is not able-to adjust the funds so raised in_ actordaace
with its need for working capital, as it can do in the case of bank’
loans. For example, if a concern at a particular time needs more
working capital, it will not be able to obtain it from the public
if the latter are reluctant to give deposits. On the other hand, a
concern which does not require a great amount of working capital
at a particular time will not be able to return the deposxts which
it may bave on hand, for the simple reasén that it may not' be
able to obtain the same when there is a need for extra funds.' The-
same concern if it had relied on bank loans would have been able
to increase or reduce the credit allowed to it in accordance with
its need. Besides being unable to return the surplus dep05its which
have to be held with payment of interest on the same, an indus-
trial concern is further placed in the unenv1able position of being
unable to refuse fresh deposits that may be oﬁered by the public
for fear of displeasing them.

A second defect of the deposit system is its uncertainty. The
money deposited may be withdrawn at any inconvenient time to
the industry; and that is- ‘why this system of finance has
been compared with.a fair weather friend. When conditions are
prosperous and industries make profit the public are quite. wxllmg
to give deposits. But wherd a period of depression sets in, the
public, far from supplying exira funds which are needed by
industries to tide‘,over their difficulties, begin withdrawing the

1 Evidence of Bon ‘1 Mili * Association, Central ‘Banking Committee, Vol.
IL p. 594.
? Evidence of Ahmedabad Millownere® Association, Ibid, p. 585.
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deposits, and make matters worse. The depositors are easily led
away by rumours and withdraw their deposits on the slightest
suspicion, not only from unsound but also from sound concerns.
Even when a concern is faced by a temporary financial difficulty
- the deposits are demanded back. In Bombay, for example, during
the post-war boom period when the mills were making large
profits the public were eager to give deposits, but when the
depression set in, far from supplying extra funds to enable the
mills to tide over the difficult times, they made matters worse
by withdrawing their deposits from all concerns, irrespective of
their soundness. On account of such uncertainty of this source of
finance, no industrial enterprise can expect to run smoothly for a
‘leng time, without being subject now and then to financial diffi-
culties by sudden withdrawals of deposits on the part of the
public.

A thqu defect of the deposit system is its high cost. It has been
mentioned earlier that industries are able to obtain deposits at
favourable rates of interest. But this is true only of the larger and
well-established industrial concerns, which are under the manage-
‘ment of well-known firms of managing agents. The majority of
the other concerns have to pay high rates of interest on their
depotits, in many cases higher than that charged for bank loans.
Besides the fact that the rate of interest varies with different
concerns, the worse is, that it varies with the same concern
at different times. A concern, even if faced by a temporary finan-
cial difficulty, will find that it will be forced to increase the rate
of interest not only to retain the deposits kept with it, but also
to, attract fresh ones from the public. "The cost of the deposit
system is not only increased by the high rates of interest that have
to be paid, but also by the payment of interest that some concerns
have to make on the surplus amount of dep051ts whlch they have
to carry for reasons already given.

From the point of view of the deposntors also, the deposit sys-
tem has its defects. Most of . the depositors are ignorant, and
hence are unable to gauge the soundness of a concern and know
its real financial position. The result is that deposits are often
kept with unsound concerns and when ‘these fail the depositors
lose their money. The position of the depositors also becomes
worse in those cases where the concerns with which the deposits
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are kept borrow from other sources, e.g.;. banks. The banks are
careful to demand and take charge of the stocks and other liquid
assets of the concerns as security for their advances and loans,
and the depositors are thus left without any security for their,
money. Again, being in the position of unsecured creditors,the
depositors cannot prevent the directors of the concerns from
otherwise mortgaging, even all the assets of the concerns, for
loans obtained from other sources.

Another defect which affects the depositors’ position arises out
of the fact that some industrial concerns use the deposits to
finance their fixed capital expenditure as well. The depositors on
account of their position as unsecured creditors are also unable
to prevent the concerns from over-trading or otherwise indulging
in speculation. There have been cases in Bombay where in the
past, mills with the deposits whlch were sometimes obtained at
low rates of interest have speculated in cotton, and have carried
larger stocks of manufactured goods than the condmons of the
market allowed.? '

It will thus be seen that on account of the defects we have
pointed out above, the deposit system of financing working capital
canonot but be found disadvantageous by both the mdustnal
concerns and the public.

PRESENT NECESSITY OF THE DEPOSIT SYSTEM

In view of its defects should the deposit system of finance be
continued? Is there any alternative source to replace this system
of finance? ’

First, as regards the alternative source of finance, it is often
pointed out that since the deposit system is defective, less reliance
should be placed upon it, and industrial concerns should hence-
forth draw their working capital more from banks which are
ideally suited to supply short-term finance. But as we shall show
presently, banks in India do not interest themselves in the financ-
ing of industries, and evén whatever little financial assistance
they are able to render to industries, in the form of loans,
advances and cash credits, is hedged in by restrictions and condi-
tions. The result is that industrial concerns do not rely on banks

1 See cvidence of Mr. A. D. Shroff, Central Banking Committee. Vol. II. pp. 387-88.
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for financial assistance. This will become evident from the table
which we have given regarding the financing of the Bombay and
Ahmedabad cotton textile industry. While g per cent. of the total
finance required by the mills is secured from banks in Bombay,
only 4 per cent. is secured from the same source in Ahmedabad.
It may also be noted that even this limited financial assistance
tendered by banks to industry in former years has been curtailed
‘in recent years as a result of the depression.

Thus it can be seen that on account of the policy of non-inter-
ference in industry by the banks, much reliance at present cannot
be placed upon them as a source of finance. Until therefore, the
banks realise their responsibilities towards industry and take a
greater part in its financing, it seems desirable that the deposit
systemn should be kept up even though it has been characterised
as a primitive method of finance. Besides, it will be found that on
account of the drying up of this source in recent years due to the
economic depression and the counter-attraction of Government
Joans and Treasury Bills, the rate of interest paid on deposits at
present will have to be increased.

BORROWING FROM MANAGING AGENTS

We have already pointed out that the chief source of the power
and position of managing agents is the fact that they are able
to provide finance to industries from their own private resources
or on their own credit. And there can be no doubt that the manag-
ing agents do take a large share in the financing of the working
capital of a large number of industries. The Bombay and Ahmeda-
bad Cotton mills still depend, to a great extent, on the managing
agents for their current finance, as the table which we have given
will show. Indeed, in Bombay the amount of finance obtained
from managing agents is greater than that obtained from the
public. In any case it must be admitted that at both the centres
the amount of finance supplied by the managing agents is much
larger than that supplied by the banks. Besides the cotton textile
industry in the Bombay Presidency, other large industries also
depend upon the managing agents for their working capital.? In
other parts of India as well, large industries like the iron and

1 Sece Bombay Banking Committee Report, Vol. L p. 36.
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steel, jute, coal, tea, and hydro-electric, derive much assistance
from the managing agents in respect of their current finance.

As regards the rate of interest charged by the managing
agents in Bombay, in cases where large loans are advanced to the
cotton mills, the rate of interest does not exceed the bank rate.!
Besides, while loans from the banks have to be guaranteed by
third parties, there is no such provision in the case of loans
advanced by the managing agents.?

DISADVANTAGES OF BORROWING FROM MANAGING
AGENTS

‘The system of borrowing from managing agents, has also its
disadvantages. In the first place. this system is also open to the
objection of being a very uncertain source of finance. This arises
out of the fact that as the resources of the managing agents are
limited, industrial concerns may not be able to obtain from them
finance at the requisite time. Some of the industries which rely
only on managing agents suffer from many difficulties as a result
of being unable to obtain the necessary finance at the proper time
to meet the working expenses. In times of prosperity when the
industries are making profits and the managing agents’ financial
position is better, it is possible to obtain from them adequate
amounts of finance. But in times of depression the industries have
to suffer, because at such times the managing agents are not in
a position to advance the necessary amounts. And to make mat-
ters worse, the weakened financial position of the managing
agents reacts on the concerns, in as much as the latter, however
sound they may be, are then unable to obtain funds either from
the public or the banks. '

" A second disadvantage results as follows. The managing
agents find that a lucrative form of investment for their funds is to
lend the same to industrial concerns under their control. They are
therefore tempted to lend to such concerns larger amounts than
necessary. The result is that being saddled with surplus funds,

1 Cf. Anewers of Mr. (now Sir) H. P. Medy, Presid of the Bombay Mill-
owners" Association before the Tariff Board, Cotton Textile Industry Enquiry. 1932,
Vol IV. p- 35- -

2Cf. A of Sir Ma handas Ramji, Ibid, p. 36.
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the concerns will not be able to lessen their volume of business
even if trade depression demands it.

A further disadvantage of the system of borrowing from the
managing agents is its costliness. With a few exceptions, the
agents charge a high rate of interest for the loans advanced by
them. It 'may also be noted that when the managing agents are
mnable to supply finance, on account of their own resources being
exhausted, they borrow from outside sources either from the

“public or the banks, and then lend the borrowed funds to their
concerns at a higher rate of interest than they themselves have
to pay. The *‘commission’” that they get as a result of this bargain
is justified by them on the ground that it is remuneration for the
service that they render. But we must point out that this fact
detracts much from their claim as the suppliers of finance to
industry. If the managing agents provide finance from borrowed
money, then the concerns could as well obtain funds in the same
manner, without, at the same time, having to pay higher interest
charges.

And lastly, even though the managing agents take no guaran-
tee for the money lent by them, they are otherwise very careful to
safeguard their interests in the following manner. As soon as
they find that their loans to industrial concerns are in danger
they at once convert these loans into debentures. This procedure
puts them into the position of secured creditors enabling them to
take charge over the assets of the concerns to which the money
is lent, in the event of the non-repayment of the loans. In Bombay,
for example, in the words of the Central Banking Committee,
‘‘there have been a few cases in which these Agents have turned
their loans to the mills into debentures, with the result that the
concerns have passed into their hands and the shareholders have
lost their capital invested in the undertaking.”’! In one case,
a certain managing agency firm converted the rupee loans to its
mills into gald.dollar liability, which step involved the concern
into an extra liability of Rs. 85 lakhs on the basis of the rate of
exchange prevailing at the close of the year concerned. *

1 Central Bahking Committee Majority Report, Vol. I, Part I, p. 279.
? Sce Represcntation of the Bombay Shareholders’ Association to the Tariff Board,
Cotton Textile Industry Enquiry. 1932, Vol. 11, p. 188,
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ALTERNATIVE METHODS OF FINANCE

In view of the disadvantages of the method of ‘borrowing:
working capital from the managing agents, the question arises
as to whether this system can be replaced by other and better
methods of finance. The alternative methods suggested are: either
the working capital should be raised (1) by loans from banks, or
(2) by issue of securities. As regards loans from banks, we had’
something to say about this already, and we may emphasize once
more that until the banks give up their conservative attitude
towards industry, much reliance cannot be placed upon them as a
source of finance. The second alternative suggested above deserves
more attention.

The advocates of this method suggest that in view of the
difficulties met with by our industries in raising the work-
ing capital, henceforth it should be provided by law, that every
new industrial concern before starting must provide itself not only
with the fixed capital, but also with the working capital by the
issue of shares.! Further, any new capita,l demands of the concern
in the course of its working should also be met by issuing addi-
tional securities, either debentures or shares. It may be noted that
the Foreign Banking Experts, associated with the Indian Central
Banking Committee, made a similar suggestion. They expressed
the opinion that it is not sufficient in itself that an industrial con-
cern should put up its block from its own capital, and then appeal
to banks for loans. Not only block but the normal working capital
should also be provided out of the concern’s own capital.?

BORROWING FROM INDIGENOUS BANKERS,
MONEY-LENDERS, AND INDIVIDUAL FINANCIERS

While the large and well-established industrial concerns under
managing agents of repute, raise their working capital from
public deposits or managing agents, the majority of the other
concerns raise their current finance by borrowing from indigen-
ous bankers, money-lenders and individual financiers. Sometimes

1 Such a provision has been incorporated in the new English Companies Acts of
1929. See Section 3§, Schedule I1V. Part I of the Act.
9 Report of the Foreign Banking Expests, Indian Central Banking Committee.
Vol. I, Part I, p. 610.
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even the well-established concerns have been found borrowing
from individual financiers including Indian Princes. Besides, some
of the Indian Princes, by taking up debentures, have helped some
of the most important of our industries to obtain their current
finance. As an example, mention might be¢ made of the Tata Iron
and Steel Co. which in order to meet its working capital, was
forced to issue debentures, a large block of which was taken up
by the Maharaja of Gwalior. The hydro-electric industry and
the cotton mills of Bombay have also from time to time received
substantial financial help from the Indian Princes. Unlike Bombay,
in Ahmedabad the cotton mills have obtained a substantial
assistance from the shroffs.

The industries which resort to indigenous bankers and money-
lenders are those which are unable to obtain finance from other
sources. For the finance which they are ‘thus able to obtain thev
have to pay high rates of interest, the rates being verv high in
the case of money-lenders. For example, the tea industry of
Bengal and Assam, borrow loans from the money-lenders at
interest ranging between 12 and 20 per ceat.! Other industries
as well in these two Provinces are similarly obliged to pay interest
ranging between 15 and 36 per c®nt.? Such high interest rates
are not peculiar to Bengal and Assam only, they obtain in the
other Provinces as well.

BORROWING FROM BANKS

In the West, banks form the most important source from which
the working capital of industries is drawn, but conditions are
different in India. Qur banks, commercial banks as they are,
confine themselves mainly to the financing of trade, and offer limit-
ed financial facilities to industries. This latter fact was the cause
of general complaint, by Indian businessmen, industrialists and
Chambers. of Commerce before various Commissions, Committees
and Tariff Board Enquiries. That the banks play an unimportant
part in financing of Indian industries will be evident from the
table given at the beginning, which shows that in Bombay only

1 Sec evidence of Bengal National Chamber of C. » Indian Central Banking
Committee, Vol. 11, p. 483.

2 See D:ngal Banking Committee Report, Vol. I, p. 122.




FINANCING OF WORKING CAPITAL 133

G per cent. of the total finance is supplied by the banks while in
Ahmedabad the percentage comes to only 4.

METHODS OF BANK ADVANCES

That the existing commercial banks supply industries to some
extent with working capital is true. Indéed, before the Banking
Enquiry Committee, the Imperial Bank produced a long list of
industries to which it was giving finance. Let us now note the
methods under which the finance is provided.

The advances given by our banks fall under threé classes:—

(1) Advances against tangible and marketable security lodged
or pledged with the lender;

(2) Advances against personal credit with a second signature
to the pro-note; and

(3) Advances againgt theypersonal credit of the borrower only.

It may be noted thdt while in the West advances of class (3}
occupy an important place, in India advances are mostly of
classes (1) and (2).!

Advances under the first class are made on such security as
stocks or merchandise either manufactured or in process. When ‘
advances are made on the security of manufactured goods, the
banks maintain a margin of something like 25 to 30 per cent.
The margin maintained in the case of semi-manufactured goods
is much higher. The secured goods, either manufactured or semi-
manufactured, are then deposited in the godowns or warehouses
of the banks, if they possess the same, or in the godowns
of the borrowers under letters of hypothecation to the lending
bank.

Advances under the second class are made against the personal
credit of the borrower with a second signature to the pro-note.
This second signature in the case of industrial concerns happens
to be that of the managing agents, and serves as. 2 guarantee
for the repayment of the loan.

Unsecured and unguaranteed advances are not favoured by the
- Indian banks. It may be noted here that even when the banks
., make advances under the first class, i.e., against the security of

1 See Indian Central Banking Committee Report, Vol. I, Part L. p. 381.
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stocks, it is not unusual for them to demand in addition the
guarantee of the managing agents. ‘

The cash credit system is, however, the most popular method
under which the 'banks make advances to industrial customers.
Under this system an advance is allowed against the promissory
note of the borrower, secured by the hypothecation of stocks. It
is claimed for the system that it is advantageous both to the
banker and the borrower. The latter is benefited inasmuch as he
pays interest only on the amount actually drawn by him, and
not on the total amount of drawing power allowed to him. Besides,
he can reduce his obligation to the bank at any time, though in
some cases he has to pay interest on a minimum amount, which
generally happens to bé one half the amount of the drawing power
allowed to him. The banker too stands to gain inasmuch as he
can curtail or withdraw the facilities allowed to the borrower any
time he chooses to do so. .

TERMS OF LENDING MONEY

As regards the terms under which advances and cash credits
are granted, it may be noted that the Imperial Bank is debarred
from lending for more than six ‘months.! In the case of the other
banks money is lent for six to twelve months. In both the cases
there is the option of renewals for fresh periods, and such renewals
are generally granted. The rate of interest charged by the banks
depends much upon the credit and standing of the borrowing
industrial concern and the reputation of its managing agents,
and, in certain cases, is made to vary with the Imperial Bank rate.
In Bombay, as regards the textile industry, the rate of interest
charged for loans is the Imperial Bank rate if the borrower is of
substantial standing, and the rate for cash credits is } per cent.
over the Imperial Bank rate. It must be mentioned that in both
the cases, i.e., loans and cash credits, a minimum interest rate
is stipulated and charged.

1 It may be noted that the position remains unaltered under the Imperial Bank of
India (Amendment) Act, 1934.
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DEFECTS IN BANKING PRACTICE
RE: GRANT OF ADVANCES

If the general attitude of the Indian banks towards industry
is liable to criticism, their practice in the matter of the grant of
even the limited advances to industrial concerns made by them
is open to still greater criticism.

When advances are granted against tangible and marketable
security, the banks insist as security only stocks, either raw,
manufactured, or in process of manufacture, and take no notice
of valuable fixed assets such as land, buildings and machinery,
which the borrowing industrial concern may offer. As we have
already mentioned, in the case of manufactured goods or raw
materials the margin maintained is 30 per cent., and ‘'a much
higher margin, as high as 50 per cent., is maintained in the cas¢
of semi-manufactured goods. It must be admitted that the main-
tenance of such high margins, especially in times of depression,
cannot but have an adverse effect on industrial concerns.

Besides the high margins insisted upon, the banks increase
the difficulties of industrial concerns by making an inconvenient
discrimination as regards the kind of stocks to be accepted by
them, and generally prefer raw materials to manufactured or
semi-manufactured goods. Those industrial concerns therefore,
which are hard pressed for funds, and have large stocks of manu-
factured goods, being unable to obtain accommodation on the
security of the same from the banks, are obliged to sell them at
any price, and in the days of depression at very low prices, to
realise cash.

The practice followed in regard to the secured or hypothecated
stocks is again open to objection. The stocks are stored in the
lending bank’s godown or warehouse, or in that of the borrower
under letters of hypothecation to the bank. In the latter case
weekly statements have to be submitted to the bank. A compli-
cated procedure in both the cases is followed. When the lending
bank possesses a godown, the borrower, every time he needs
accommodation, must remove the stocks to be hypothecated from
his own godown to that of the bank. If he is in need of the stocks
he must again have them removed to his godown. For removing
the stocks either way, he has to incur expenditure besides the
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waste of time. Conditions are not different when the bank does not
own a godown, and consequently the stocks have to be stored in
the borrower's godown under letters of hypothecation. Whenever
the borrower needs the stock, he has to apply to the bank which
deputes a clerk to do the work. Where the stocks hypothecated
happen to be raw materials which the barrower may need for
manufacture, the above procedure has to be repeated every day.
The waste of money and time, besides the inconvenience involved
'in the above procedure, may well be imagined. *It must be admitted
that the procedure followed by the banks in both the cases is due
to the absence in India of licensed warehouses or other facilities
for the storing of goods. As a matter of fact, it must be noted that
some of the banks which do not maintain their own godowns
flatly refuse to grant advances to borrowers who are willing to
hypothecate their goods. Only a few clients are allowed to store
the goods in their own godowns and obtain loans on the security
of the same. » .

On account of the above facts, the method of obtaining bank
loans by hypothecating stocks is unpopular with Indian industrial
concerns. It must be noted that it is not the hypotheca-
tion of goods that the concerns object to, but it is the
procedure as regards the hypothecated goods that the banks
follow which is objectionable, as it entails many hardships on
them. It is no wonder therefore to find in some centres, particular
industrial concerns opposing this method of obtaining bank loans
upon this as well as other grounds. For example, in Ahmedabad
in the case of the cotton textile industry, it is considered that the
hypothecation of stocks is a sign of weak credit, and hence when
it becomes known that a mill has hypothecated its stocks as secu-
rity for a bank loan, the deposits which are kept with it by the
public are withdrawn.? And in Ahmedabad we have already seen,
that the mills depend to a great extent on public deposits, and
hence they do not like this source to be cut off. Another ground
upon which the industries oppose hypothecation of stocks is that
they think that such a procedure involves some visible control of
the banks over them, and this lowers their prestige in the eyes of

1See oral evidence of Mr. Kasturbhai Lalbhai, Representative of Abmedabad
Millowners® Association, Indian Central Banking Committee, Vel. 111, p. 480.
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their creditors and depositors, making it difficult for them to
obtain funds.}

The cash credit system though theoretically advantageous to
the borrower is not so under the present practice of the banks.
The borrower even if he does not utilize his full drawing power,
has to pay interest on & minimum amount which, as we have said,
is one-half of the maximum drawing power allowed to him. In
most cases this interest is exacted. Besides this fact, it must also
be noted that the bdnks curtail or withdraw the facilities allowed
to the borrower at any time they think fit. This uncertainty there-
fore keeps the borrower in suspense as regards the continuance
of the facilities allowed to him by his banker. Another defect which
affects the borrower under the cash credit system arises from the
security of stocks taken from him by the banks. In times of
depression as the value of the secured goods falls, the banks
curtail their advances, or demand from the borrower additional
security.* The difficulties which industrial concerns have to under-
go as 3 result of the adoption of this course by the banks,
especially, in times of depression, must be realised, as it is during
this very time that an extension of credit is required to tide over
the same. In this connection it may be noted that this defect
is also present in the case of advances or loans on the security of
stocks.

We now turn to another defect in banking practice, viz., the
rule of two signatures on promissory notes. The Imperial Bank
by law is forced to demand two signatures on promissory notes,
but the other banks have also adopted this rule for no apparent
reason. It may be that for their own safety the banks demand the
signature of the managing agents as an additional guarantee for
the due payment of their loans and advances. But in doing so,
they completely overlook the credit worthiness and standing of

1 Sec Report of the Tariff Board, Cotton Textile, Industry Enquiry, 1927. Vol. I,
p. 92.

2 Cf. «The evidence before us tended to show the systems of cash credits has draw-
backs in time of depression, when elasticity is specially required, not omly because the
amount is repayable at short notice, but also because, when prices are falling, the banks
have to call on the mills to reduce their cash credits or to increase their securities as
the sccuritics on which they bave ad d have deteri d in value, and this happens
at a time when it is obviously epecially difficult for the mills to adopt cither of these
courses.”*

Report of the Tariff Board, Cotton Textile Industry Enquiry, 1927, Vol. I, p. 9x.'
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the borrower. As a result of this, industrial.concerns, however
sound they may be, are unable to obtain loans on their own secu-
rity unless the guarantee of their managing agents is forthcom-
ing. And financial facilities are flatly refused to those industrial
concerns which have no managing agents, though otherwise they
may be financially sound.

The strictness with which the guarantee of the managing
agents is insisted upon and taken, has unfortunately strengthened
the hold of the managing agency system on the industries. On the
other hand, the managing agents have taken advantage of this
rule to justify their position and claim that but for their existence
and willingness to stand as guarantors, industrial concerns would
not be able to get any bank loans or advances at all.

The banks have made matters worse by demanding the
guarantee of the managing agents even in those cases where their
loans and advances to industrial enterprises are secured by the
hypothecation of stocks. The guarantee over and above the hvpo-
thecation of stocks can be justified by the banks on no other
grounds than that of practice. Indeed when questioned on this
point, Mr. (now Sir) S. N. Pochkhanwalla said, *“This has been
a practice from the beginning. When the textile companies require
loans, the security of the company and the agents is always taken
into account, although it is more a question of practice than
anything else.""!

As a result of the banks’ demand for the guarantee of the
managing agents another disadvantage arises. We have already
seen that some of the industries, e.g., the cotton textile industry
and the tea companies, finance their working capital to a large
extent from deposits obtained direct from the public. The manag-
ing agents, we have already said, play an important part in the
securing of these deposits, as the public have greater faith in them
rather than in the industrial concerns. Consequently when it
becomes known that the managing agents have pledged their
name as guarantors of loans from the banks, the public withdraw
their deposits and put the industrial concerns into difficulties. The
result is that the managing agents’ responsibility is increased, and
they find it hard to arrange for the required funds.

1 Oral evidence, Indian Central Banking Committee, Vol. III, p. 45.
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Another defect in the banking practice is the observance of.
personal favours and prejudices by -the bank managers. That -
favouritism and even racial discrimination exist on the part of
the managers of the banks was the subject matter of evidence
before the Banking Enquiry Committee. This state of affairs is
due much to the absence of proper credit departments and techni-
cal equipment by which the banks can investigate the credit-
worthiness of the borrowers or the parties who stand as guarant-
ors. In the absence of such departments at present, the bank
managers who are in charge of the loan operations are much
handicapped, and as most of them are Europeans, they are better
able to gauge the credit-worthiness of European businessmen
than of Indian ones. The result is that the industries in the hands
of Europeans are able to obtain better financial facilities than
those in the hands of Indians.t

The practice of leaving the loan operations in the hands of the
bank managers has its disadvantages. No fixed rule or policy is
followed as regards the terms and conditions under which Ioans
and advances are granted. It is the borrower’s position and

" influence with the bank manager that plays an important part in
the matter of obtaining financial facilities on easy and favourable
terms or any at all. If a bank manager, for example, thinks that
advances or loans should be refused to a particular borrower he
can do so in various ways. He can refuse to grant advances unless
the borrower hypothecates stock. And if the borrower is willing
to do so, he can still refuse on the ground that the hypothecated
goods are insufficient or not acceptable at all. When raw materials
are offered as security, he may demand only finished goods as
security, and vice-versa. Then again as regards the valuation of
the secured goods, the decision rests with him. He may purposely

value goods at a low price when they are actually worth more.
.

1 Cf. «It has been suggested that the European managere of the (Imperial) Bank
on account of their methods of living and social habits have greater opportunitics of
coming in closer personal contazt with European clients than with Indians, and that
this personal information and contact results in more favourable treatment being accord-
ed to European concerne than to Indian concerns It is further generally believed that
the Banks lend more freely to European concerns than to Indian concerns, and that
scveral Indian concerns which took the Bank’s assistance bave bad bitter experience.
Tt has been suggested that while non-Indian concerns .get fuller assistance from the
Bank, the assistance rendered to Indian concerns is very small and falls much short of
the actual requjrements of the concern.”

Indian Central Banking Report, Vol. I, Part I, p. 271-72.

18*
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Granting that the borrower is able to satisfy the bank manager
and fulfil the conditions as regards the hypothecation of stocks,
will he then be able to obtain a loan or an advance? No, if the
manager is not favourably inclined. And this he can do in the
following way. In addition to the hypothecation of stocks he may
demand from the borrower a guarantee. And even if a guarantor
is found, he may not be satisfied regarding his credit.

Under these circumstances therefore, industries find it very
difficult to obtain bank loans, if they are unable to satisfy the
fancy of the bank managers. But it must be remembered that if a
bank manager wishes to make an advance or a loan he may do so
merely on the personal security of the borrower.

Some of the banks again do not follow the same practice in
their loan operations at two different places. While in Calcutta
no guarantee of the managing agents is taken when stocks are
hypothecited, in Bombay, in addition to the hypothecation of
stocks, the guarantee of the managing agents is demanded and
taken.

Another defective banking practice is as regards the repayment
of loans, advances and cash credits. The Indian banks are too
strict in demanding the repayment of their advances on the due
dates. We have already referred to the fact that all the banks in
India follow the practice of the Imperial Bank, in not grant-
ing loans and advances for more than six months. On the due
date, the banks demand the immediate repayment of their loans
or advances, no matter if such a course puts even sound
concerns into difficulties. No doubt the banks point out that
strict as they are in demanding repavment on the due date, they
are always willing to renew the loans and advances, for fresh
terms, and industrial concerns can take advantage of this facility.
But the fact is that there is always an element of uncertainty as
regards this. Renewals can only be obtained at the discretion of
the bank managers. Again it is pointed out that if one bank calls
back its loans, the borrower is at liberty to approach some other
bank, and obtain the same facilities. But the difficulty is that if it
becomes known that even due to some imaginary cause, one bank
has withdrawn its facility, the other banks will also refuse accom-
modation.

The real cause, however, of the strictness regarding repayment
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of loans and advances, is the notion of the liquidity of assets held
by our banks. Commercial banks as they are, drawing the greater
part of their resources from short-term deposits, they point out
that it is none of their business to finance the long-term capital
requirements of industries. By the very nature of their existence
they are willing to give only short-term facilities, i.e., for six
months Or at the most one year. Besides, they point out that
advances or loans which they may grant for more than this period
may become “‘locked up’’ or “‘frozen’’.

In addition to the six months’ rule and the strictness regarding
repayment, the banks make matters worse by sometimes curtail-
ing or even withdrawing the loans, advances and cash credits
already granted by them, before the end of the due date, thereby
putting many an industrial concern into great difficulties. The
example of the Bombay cotton textile industry is the hest under
the circumstance. It is a well known fact that not only did the
banks refuse to renew the loans and advances which they had
made to certain mills, but they also made a drastic reduction in
the advances and cash credits already granted, and this was done
at the very time when the cotton téxtile industry was hard hit by
the depression, and needed firancial facilities to tide over the
difficult period. ’ .

The way in which repayment of loans and advances on due
dates is demanded, merely shows how indifferent our banks are
towards industry. In bad times this indifferent attitude becomes
positively harmful. Instead of helping the industry to tide over
difficult times, which should be the ideal before all banks, our
banks aggravate the situation and increase the difficulties of the
industry by curtailing credits.!

ABSENCE OF BILL BUSINESS

Finally one more important defect in our banking practice
must be noted, viz., the absence of trade bills. At present in India,

LCf. «The banking ideal is that banks should enable their clientele to get overa
period of difficulty, consistent of course with adherence to ssund banking principles. A
closer examination of valuce and marging, no bank can afford to neglect at any time,
whether it is boom or depression, but an undue emphasis on due dates.and-reyayme.ntl
with regard to loans to industrial concerns can intensify a downward situation, against
which industry may be fighting." Manu Subedar, Minority Report, Indian Central
Banking Committze, p, 327.
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banking aid is given mostly in the form of loans and advances
and cash credits, and not by way of discount of trade bills. This
becomes evident from the following figures for the year 1928
regarding the Imperial Bank and six other joint-stock banks.!

Imperial Bank. Six joint-stock banks.2
Bill Rs. in lakhs. ! Rs. in lakhs.
nis 1247 123
Advances 5185 3342

Now it must be noted that banking aid given by way of dis-
counting of bills has special advantages. In the first place, from
the point of view of the banker, it is advantageous to lend money
by discounting trade bills than by means of direct loans and
advances, for the simple reason that he is automatically re-
imbursed with the maturity of the bills. In the second place, from
the point of view of the manufacturer also, it is advantageous to
obtain money by drawing trade bills and discounting them with
the banks. The manufacturer will certainly find this method more
advantageous than the method of obtaining banking aid by means
of loans or cash credits, with its attendant paraphernalia, hypo-
_ thecation of stocks, guarantee of the managing agents, etc. In

the case of loans and cash credits, the manufacturer is forced to
‘sell his goods to realise cash for the repayment of the loans or
cash credits, even though the market may be unfavourable, but
in the case of bills he stands to gain inasmuch as he can sell his
goods only when the market is favourable. Besides, in the case
of bills he can get accommodation up to the full extent of the
value of his goods, whereas in the case of loans and cash credits
a margin of 30 to 50 per cent. is kept. Besides, whereas in the
case of loans and cash credits there is always the uncertainty of
getting the accommodation at the.right time, in the case of bills
this uncertainty does not arise. And lastly, under a well developed

1 See Indian Central Banking Committee Report, Vol. I, Part I, p. 408.

% Allahabad Bank, Bank of Baroda, Central Bank of India, People’s Bank of
Northern India, and Punjab National Bank.
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bill market, it becomes easy and cheap to borrow from banks
by discounting trade billsy for on account,of their liquidity and
security banks are prepared to discount them at a lower rate, than
they charge in the case of loans and cash credits.

DIFFICULTIES OF BANKS IN FINANCING INDUSTRIES

We have so far seen the attitude of Indian Banks towards
industry and the defective practice under which limited financial
_ assistance is rendered as working capital. It is however, proper
that we should consider the banks’ difficulties in financing industry
in India. .

In the first place, one of the chief difficulties of the banks is
their limited resources which they can use for financing industries.
Their paid-up capital and reserves, as compared with the funds
which they draw from short-term deposits, is small. This becomes
evident from the following figures regarding the Imperial Bank
and eight other Indian joint-stock banks for the year 1933.

Imperial Bank. |Eight joint-stock banks.?

. . Rs. in crores. Rs. in crores.
P?ld-up Capital 10-85 7-32
Deposits : 8o0.75 61-64 '*"

As the greater proportion of their resources are obtained from
short-term deposits, which may be withdrawn at any time, the
banks are forced to lend money strictly for short tefm, i.e. six
months or at the most one year. At the same time this very fact,
viz., that their resources are drawn from short-term deposits,
makes it impossible for them to lend against immovable property,
though to a certain extent this state of affairs is due also to the
Hindu and Mahommedan laws relating to succession and transfer
of rights. According to Hindu law, if ancestral immovable pro-
perty belonging to a Hindu joint family governed by the Mithak-

1 Allahabad Bank, Bank of India, Central Bank of India, Punjab National Bank,
Bank of Baroda, Bank of Mysore, Indian Bank (Madras) and Union Bank of India.
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shara law (under which all the members acquire a right in the pro-
perty by birth, the right accruing from the date of conception) is
mortgaged for a bank loan or advance, a person born after the
transaction can have it set aside. Further, in order to charge a_
joint estate it is necessary that all the members of the joint family
should join in the execution of the deed or give their consent in
some other way. Again, in case where'a Karta or Manager of a
joint family charges the family estate, it is legally binding only
if the loan is incurred for family purposes or in discharge of an
antecedent debt. In view of these difficulties due to Hindu law,
the banks do not wish to make a loan or an advance on the secu-
rity of immovable property belonging to a Hindu joint family.
The worst of it is that under the existing law whenever a bank
files a suit to recover money advanced against the joint estate,
the onus of proof that the loan was incurred for family purposes
lies on it.®

Much the same kind of difficulty is met with under Mahom-
medan law. The Mahommedan law allows one to convey property
to charitable purposes by verbal wakfs or trusts. If therefore, a
bank loan is secured by immovable property belonging to a
Mahommedan, and a suit is brought against such property, the
defence may be that that property is already endowed for religi-
ous purposes. Further, the Mahommedan law of succession does
not allow one to dispose of by will more than one-third of his
property without the consent of his heirs. And hence, if property
belonging to 2 Mahommedan is secured for a bank loan, the bank
will not be able to recover more than a third of that property.*

Though it must be conceded that the Hindu and Mahommedan
1laws, make it unsafe for the bank to lend on the security of im-
‘movable property, which belongs to a Hindu or a Mahommedan,
there is no reason why the banks should not advance against the.
security of immovable property belonging to a joint-stock company
governed by the Indian Companies Act. It must be noted thatj
most of our large scale industries are organised on the jeint-stock!
basis and not on the proprietory basis. Large industries belonging

1 See Indian Central Banking Committee Report, Vol. I, Rart I, pp. 336-87.
2 See ibid, p. 387.
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to individual Hindu or Mahommedan industrialists are things of
the past.
The absence of credit departments, and the lack of proper
technical equipment in most of our banks create other difficulties.
Our banks are not equipped as in the U. S. A. with special credit
and. technical departments, which collect useful information as
regards the credlt-worthmess and financial position of their clients
‘and prospective borrowers, as well as collect other statistical
information. The usefulness of the information thus gathered
will be realised from the fdct, that it enables the banks to lend
freely to those borrowers whose credit and financial standing has
been reported to be sound, and consequently very few of them
suffer losses. It is quite possible that the Indian banks find the
establishment of these departments costly. But the fact is that in
the absence of these departments and the necessary technical
equipment, our banks are much handicapped, as they are not able
to appraise properly the credit and standing of their clients, with
the result that many of them suffer by lending to unsound parties.
It is for this reason that the banks do not prefer to lend against
personal security alone, unless there is the guarantee of the
managing agents and the security of stocks.

In the West, particularly in the U.S.A. and England, the banks
are assisted to a great extent by the existence of independent
credit investigation agencies which supply the needed information.
For example, Dun’s and Bradstreets’ in the U. S. A., and Seyd’s
in England, are the most well known credit investigation agencies
which supply useful information on payment regarding the credit
and standing of the borrowers. No such agencies exist in this
country. Our banks rely on information supplied by the shroffs
and sometimes 'on bazaar rumours. As a result of this, the strange
fact arises that parties really worth several lakhs are reported to
be worth only a few thousands, and parties worth only a few
thousands and of no standmg, are reported to be worth several
lakhs. !

Another difficulty which our banks have to face is the absence
of the policy of ““one company, one bank,’” which prevails in the
West. In the West, due to this policy there is always a close

1 See Central Banking Committee Report, Vol. I, Part I, p. 272.
5 19
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relationship between banks and industry which benefits both.
Unfortunately in India there is no co-operation between banks and
industry; the existence of the cash credit system under which
banking aid is given forces the industries to have such accounts
with a number of banks. for on refusal of financial facilities by
one bank, recourse can be had to another. Besides, as most of the
industrial concerns are financed by public deposits, they do not
wish to disclose their bank borrowings to their depositors. So
they borrow from more than one bank, as it is quite possible that
if borrowings are made from a single bank, the amount may
become known to the depositors. Some share of the blame for
the lack of the practice of ‘‘one company, one bank’’ must also
be borne by the banks. They refuse to finance a single industrial
concern to any great extent, on the principle of distribution of
risks, and also because of the general opinion that their credit
suffers if they are interested to a great extent in the financing of
any one enterprise.! They therefore, spread their advances over
as large a number of industrial concerns as they can possibly do.

In the last place, the lack of proper warehousing facilities in
this country is another difficulty from which the banks suffer.
There are no warehouse companies in India as in the West, which
provide the necessary facilities for the storing of goods and thus
enable the banks to lend on the security of the warehouse receipts.
Most of our banks therefore have to maintain their own godowns
or warehouses.

SUGGESTIONS FOR INCREASING THE PROVISION OF
WORKING CAPITAL BY BANKS TO INDUSTRIES

We have suggested elsewhere the establishment of Industrial
Banks in India. These banks should undertake the provision of
working capital to industries in addition to fixed capital. But in
the meanwhile, the commercial banks can do much by increasing
the provision of working capital to our industries. If the banks
find that their present resources are insufficient, they can supple-
ment them by increasing their share capital and by accepting
long-term deposits.

1 Cf. Oral evidence.of Mr. A. D. Shroff, Central Banking Committee, Veol. 111,
p- 167,



FINANCING OF WORKING CAPITAL 147
BANKS SHOULD TAKE UP INDUSTRIAL SECURITIES

The banks without any great risks can take up the securities,
either shares or debentures, issued by industrial concerns to raise
working capital, and after holding such issues for some time
place them among the investing public. The latter will take up
industrial securities issued in this way rather than directly by
the companies, as they have greater confidence in banks. If the
banks show /readiness in carrying out the above suggestion, our
industries should give up their present methods of obtaining
finance from managing agents and public deposits.

NEED FOR: RELAXATION OF HYPOTHECATION RULE

Even in the matter of direct loans or cash credits that the banks
at present grant to industries, there is room for improvement. The
present rule regarding the hypothecation of stocks should be
relaxed. The high margins insisted upon by the banks, which
entails so much suffering on the part of industries in these days
of depression, sHould be lowered. Further, the banks should not
discriminate too much as between raw, manufactured or semi-
manufactured stocks. It is also desirable that the banks, which at
present insist only on the backing of liquid assets, should also
take into account the block capital that the borrowing industrial
concernis may offer as security.

NEED OF RELAXATION OF THE SIX MONTHS’ RULE

Side by side with the relaxation of the hypothecation rule, there
should also be a3 relaxation of the six months’ rule. It must be
admitted that the Imperial Bank is debarred by law from lending
for more than six months, but there is no reason why the other,
banks should not lend for a longer period. Further, the Imperial
Bank as well as the other banks should follow a more liberal
policy especially in these days of depression, as regards repayment
of their loans and advances on due dates. Renewals should, as a
rule, be granted to sound industrial concerns.

BANKS SHOULD LEND ON PERSONAL CREDIT

Another important suggestion that may be made is that just as
in the West, our banks should lend on personal credit of the bor-
19%
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rowers. This suggestion is feasible if the banks cultivate the habit
of working in closer co-operation with industry, and the rule of
‘‘one company, one bank,” is followed by both the borrowing
industrial concerns as well as the banks. This rule can be easily
followed if our industries confine their borrowings to a single
bank. At the same time, every bank should see that it meets the
demands which its clients may make. Under this system banks
are able to keep in close touch with their clients and thus safe-
guard themselves. Besides, the affinity which will be created
will enable banks to have an intimate knowledge of their clients’
financial position.

BANKS SHOULD DISCOUNT TRADE BILLS

The present paucity of trade bills, and the disinclination of our
banks to discount them is due to the absence in India of a central
rediscounting institution. But, now that the Reserve Bank is
established, there is no reason why the use of trade bills should
not be increased and the banks prepared to discount them. The
bills being self-liquidating, the banks will not be put into difficulty
by holding them, and besides, they can always be rediscounted
at the Reserve Bank.

NECESSITY OF INDEPENDENT WAREHOUSES

Banking aid to industries can be substantially increased if there
are proper facilities for the storing of the hypothecated goods.
Under the present system of storing the hypothecated goods in
the godowns of the banks, the industrial concerns have to incur
waste of money and time. Independent warehouses on the Ameri-
ean model should be established in all parts of India. A borrower
by storing his goods in one of these ‘'warehouses, can easily obtain
a bank loan by hypothecatmg the warehouse receipt. Even if the
borrower happens to be in a place where there is no bank, bub
there is a warehouse or a branch of a warehouse, he can stxl
obtain a loan from a distant bank by presenting such warehousm
receipts.

. A word as regards the type of warehouses that will suit Ind:d
may be noted. There are two types of warehouses: (1) the oni
does the work of mere warehousing or storing the goods, ani
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(2) the other, besides providing this facility, makes advances on
the security of the goods stored with it. The latter type of ware-
houses ‘are certainly desirable in India, but as they require large
capital, it would be difficult to establish them at the present time.
A good beginning can however be made by starting warehouses
of the first type. ‘

There is a conflict of opinion as to whether warehouses should
be started on the joint-stock or the co-operative principle. Those
who hold the former view think that Gove{nme,nt assistance will be
required, and it should take the form of subscription of a
portion of the share capital of the warehouse companies. Whether
warehouses are started on the joint-stock or co-operative principle,
it should be seen that they are set up on up-to-date lines; they
should provide facilities on easy and cheap terms for the storing of
goods without subjecting them to damage or deterioration. Every
warehouse should obtain a license from Government, and be
subject to Governmental supervision and control, besides periodi-
cal inspection.1

It may be noted, in passing, that the establishment of ware-
houses in India will not only benefit the large industries, but also
the small and cottage industries. These industries can also store
their products in such warehouses, and obtain financial facilities
from banks.

CREDIT AND INDUSTRIAL SERVICE DEPARTMENT
OF BANKS

In connection with our suggestion that advances should be
made on personal credit, besides the cultivation of the ‘‘one bank,
one company,” rule, we would like to point out that our banks
should be equipped with credit and special industrial service
departments. The credit departments should collect useful infor-

1 The late Mr. B. F. Mad P d the beneficial cffects of Government super-
vision and inspection over warchouse companics as follows: ¢Such machinery (Govern-
ment irspection and supervision) is y b the b ipte are to form
the basia for advances of large sums of money by bankers, and they would like to feel
secure about such advances, Any attempte at supervision by them, however, is likely to
be resented an due to suspicion of the honesty or the solvency of the wareh or
the borrowing customer, while supervision by an impartial authority created for that
purpose by Government is not likely to raiee any such suspicion and may even be' wel-
comed a9 inspiring g fid in b subject to such supervision.” Sce
bie Draft Bill for the t of the blish of independent hous:

P

Centra) Banking Report, Vcl. ;, Part 1. p. 233
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mation and keep records of the financial position of clients as
well as prospective borrowers, All.loans and advances should be
made only after reference to these records and investigation into
the needs of the borrowers. Further, at intervals the banks should
demand the balance sheets and other financial statements of their
clients which should be carefully scrutinised by the credit depart-
ments. If credit departments as we have suggested above are
established, not only will the banks benefit but the borrowers
would also gain, inasmuch as when their true financial position
becomes known, they would obtain greater financial facilities with
less formalities from banks than at present.

It is also desirable that the banks should, by mutual co-opera-
tion, exchange the information regarding the financial position
of borrowers collected by each one of them separately, instead of
keeping it secret as is done at present. Further, the practice
followed by the Ahmedabad branch of the Bank of India can also
be usefully copied by the other banks. Instead of relying on shroffs
for information regarding the credit and financial standing of
the clients, the manager is assisted by a local Board
of Directors, who provide the necessary information and also
take responsibility for the same. )

The larger banks in the U.S.A. have in recent years developed
a new field of service. Not content with the mere granting of loans
they have organized special ‘‘Industrial Service Departments.”
These departments render useful business advice to their indus-
trial clients. !

INDEPENDENT CREDIT INVESTIGATION AGENCIES

The banks would be much assisted in increasing their financial
assistance to industries, if independent credit investigation agen-
cies like Seyd's, or Dun’s and Bradstreets’ are started in this
country. If the banks co-operate it would not be difficult to make
an experiment and start one or two such agencies.

...
i See Edmond -E. Lincoln, Applied Businers Finance, 1929, p. 421.



' CHAPTER VII
ADMINISTRATION OF EARNINGS
INTRODUCTORY

An investor, whatsoever. the type of securities he purchases,
plans to preserve his principal intact and to receive, in addition,
an annual payment. Tmn of capital depends upon the
value of the assets, but the value of the assets, in its turn, depends
upon their yield. So, in short, the wvalue of the principal
depends upon its capacity to yield the expected income. This
income-yielding capacity, to a considerable extent depends upon
thﬁ;a;‘:’;c_u;ra—tdmmxstratnon of the concern.

As"a matter of fact, the problem of administration of earnings
is of less significance in the life of a company as compared with
its other financial problems. What is essential in this réespect is
not so much intelligence or foresight, but reasonably conservative
policy. Provided the financial management of ‘2 company “has been
sound through all stages of its development from the inception
of the enterprise, the management of earnings can be successfully
and efficiently carried out by following a wcll-laid-out plan. And
even though a mistake is committed during a certain financial
period, it can generally be remedied later on without entailing any
permanent or heavy losses.

The administration of earnings becomes complicated, and de-
mands spécial attention under ]omt-stock organisation, where the
actual management lies in the’ “hands other than those of the
owners. The owners are more interested in the long time good of
the concern than in the immediate profits as the preservation of
capital is their principal motive. The managers on the other hand
are not so much interested in the preservation of capital; what
they wish is to show that the concern is yielding good profits
under their management. The outlook of each of these parties thus
is different and somewhat conflicting. From a broad social point
of view, the outlook of the owners is more advantageous than
that of the managers. It is, therefore, proper that the outlook of
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1

the managers shouid be homoggnebus ‘with that of the owners;
and if we cannot have a spontaneous homogeneity between the
two, the former should be made subservient to the latter. Really
speaking, we cannot expect any spontaneous homogenelty between
the outlook of the owners and that of the managers as the inter-
ests of both the parties are not always the same; and hence the
need for a proper check over the managers. If the long time
interest of the owners becomes the dominating factor in the finan-
cial administration of an industrial concern, the administration
of earnings becomes comparatively a smooth problem. Our
discussion of the managing agency system must have made it
clear how the management of industrial concerns in India is
virtually beyond the control of the owners, and this peculiar
feature of industrial organisation has made the administration of
earmngs a dlﬁicult problem in our industrial finance. As the inter-
est of the managers and the owners conflict, and the latter have no
control over the former, there always is the possibility of the
finances being managed to the disadvantage of the owners. This
situation gives rise ta another disadvantage, in as much as it
removes all the incentive for economy in the operating costs. It is
almost forgotten, under such circumstances, that the onl):_j\;st_i-
fication for the existence of a business concern is its ability to earn
profits for the owners.

HOW TO KEEP OPERATING COSTS LOW

When an industrial concern begins work, the first duty of the
management is to see that the operating costs are kept at the
- lowest level without sacrificing efficiency. The size and costs, of
different departments should be controlléd by a central financial
authority according to a pre-meditated plan. The managers of
every industrial concern, therefore, should try to forecast its
peculiar needs, having determined upon a desirable future policy.
In all cases an attempt should be made within definite limits to
determine what the expenditure of the business must be during
s given period. The most expeditious methods of meeting the
expenditure should also be decided upon. It is also desirable that
no department, under ordinary circumstances, should be allowed
to transgress these limits. All businesses cannot plan their opera-
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tions in a uniform way. And, therefore, it is not possible to lay
down any definite rules of practice in this regard, which will be
applicable to every bysiness concern.

This method of planning and co-ordinating a company’s affairs
is commonly referred to as budgetting, This practice has recently
become popular in America. The purpose of the budgetary method
is merely to ensure in the highest possible degree the proper co-
ordination of the different t departments. In the case of enterprises
of small size the | budget may be unnecessary. It may be possible
for the principal executive officer to carry in his head the facts
necessary to ensure harmony in the functions of diﬂ’erent‘depart-

PR

prmc1pa1 duty of the executxve But as the enterprlse grows, this
becomes impossible. As a matter of fact, the bigger'the size of the
enterprise the greater is_ the _necessity for maintaining co-ordina-
tion between different departments. In such cases it becomes neces-
sary to have some special machinery to control the work of the
various departments, so that all the activities will be conceived
in the light of the same general plans and policy. In large con-
cerns, therefore, it is better to have a budgetary committee. This
should be composed in part of various departmental executives.
This committee should try to ascertain the most profitable co-
ordination of the various departments. The %inal aim must be to
devise a _programme which will result in the realisation of the
hlghest net rather than the highest gross profit.

MAINTENANCE POLICY ITS THEORY AND PRACTICE

The admmxstratnon of earnings of an enterprise may roughly
be divided into two parts, one concerning the maintenance of the
value of the mvestments of the owners, and the other concerning
the | payments to be made to them. The former part includes
mal'ntenance of the assets in good condition, provision for conting-
encnes, and arrangement for retirement of credit obllgatlons, if
any. The latter part is mainly concerned ‘With the paymen’ts to the
owners and mcludes fixing a reasonable rate of.dividends and
arrangements to mamtam it without any break.

"We shall now turn to each of these items in the allocation of

20




~

154 INDUSTRIAL ORGANISATION AND FINANCE

éarning's. The adequate maintenance of the plant and machinery
of an industrial T:rncem]-s—\;ery important, and any deficiency in
it will have an immediate and lasting effect on its earning capacity.
The first charge on the income of an enterprise, therefore, is the
expenﬂxtufe on malniéflz;nce, and the amount required for this
purpos'eAcan easxly be known from previous experience. The easy
path of under-maintenance is followed m management of an
enterprise to represent its net earnings as being higher than they
actually are. In India where the management becomes interested
in showing high net earnings, the possibilities of under-mainten-
ance_are great. Owing to the managing agency system, the
remuneration of the management is very high in India, and in
order to justify this high remuneration, and also in order to keep
it concealed from the attention of the public, the management is
tempted to show as high returns to the owners as possible.
Another situation which results in under-maintenance is, that
whenever the agents’ commission is charged on the basis of
profits, the maintenance charges are excluded from the amount
on which the commission is to be charged. There is thus a
temptation to increase the commission by bringing down the
maintenance charges to the lowest limits. It is a faulty svstem of
organisation which does not provide a sufficient incentive to the
executive to maintain the concern in a good condition, but on the
other hand, makes ghem interested in neglecting the expenditure
for upkeep, repairs and the like.

IMPORTANCE OF DISTINGUISHING BETWEEN
CAPITAL AND INCOME

The principal duty of the manzgement of an enterprise is to see
that the value of the investment of the_shareholders is not allowed
1o deteriorate. The funds raised from the investors are spent in
acq-uiring’diﬂerent kinds of assets, which as time passes, depre-
ciate, i.e., lose the capacity to yield the expected income to the
owners. The assets depreciate in different ways, e.g., (a) wear
and tear, (b) obsolescence due to new inventions, new products,
or better ways of making the same product, (¢) vicissitudes and
catastrophies, (d) fluctuations in trade, (¢) inadequacy etc.
Depreciation, in short, means all losses arising from physical and
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functional deterioration of the assets. Physical depreciation means
impairment of the physical efficiency of the assets resulting from
wear and tear due to the process of manufacture; functional de-
preciation is a more complicated and difficult problem, and takes
place in various ways. Rather the most important of the different
ways in which functional depreciation occurs is obsolescence,
i.e., decrease in the value of the assets because of improved
technological processes. A new invention sometimes revolutionises
an industry and necessitates much special equipment; the previous
equipment thus becomes functionally less efficient, though in good
working condition. Sometimes the value of the assets becomes
impaired because their products cannot command market, due
perhaps to supply of better articles, or to changed needs or
fashions. In short, fugfﬁggg_l, depreciation is said to have occurred
whenever the assets, in spite of their physical efficiency, cannot
vield the normal rate of return under normal trade conditions.

Physical deprecnat on is an important problem not only from
the point of view of an individual concern but also from that of
the whole nation. The capital resources of a nation are every day
being consumed in the process of production. If these consumed
assets are not replaced, it will mean that the nation lives on its
cagtaLresources and not on income. Such a ‘nation cannot make
any progress. The qnderlymg principle of economic progress is
that the society must Jive on income and net on capital.

The preservatlon of wealth cannot be accomplished unless
principal and income are clearly distinguished- No enterprise can
continue to prosper unless the substance of its wealth is preserved
and at the same time made to produce additional wealth. Because
an investor continues to derive a satisfactory return, it cannot be
said that his principal is intact. If sufficient provision is not made
against depreciation, suddenly the investor will find that he cannot
get income as his principal has vanished. Then will he realise
that what he considered as income was not pure income, but con-
tained some part of the principal, and in this way he has spent,
not only income but the principal itself. Once the shares are pur-
chased, the investor can realise his principal in cash, only by
selling the shares to others. And so long as the shares continue
to get reasonable dividends, the shareholders believe that their

principal is intact, especially as they feel sure that they can realise
- Qo‘
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it by selling the shares. And they are right to some extent, because
purchasers of the shares of an old concern are led by the figure of
the dividend. Being ignorant of business practice, they cannot
distinguish between capital and income in the real sense of the
words, and therefore, rannot understand that the dividends may
not mean pure profits but might include a part of the capital, and
therefore, the shares purchased by them do not represent real
wealth.

GENERAL NEGLECT OF THE DEPRECIATION
PROBLEM

The problem of depreciation becomes very important under the
joint-stock form of organisation. Under the individual or partner-
ship form, in which ownership changes less frequently, the failure
to allow for depreciation does not become a matter of serious
consideration. In such cases, any default in the depreciation
account during a certain period, can be corrected at a later date,
by restoring the capital necessary to replenish the assets. But
quite different are the conditions in the case of joint-stock com-
panies, where the shares change hands so often. Here it becomes
necessary to guard against the distribution of dividends, without
making a proper allowance for depreciation, because it is likely
to benefit one group at the expense of another.

The neglect of the depreciation provision is a regrettable fea-
-ture of industrial finance in this country. Our businessmen perhaps
do not realise the proper significance of this problem, and faulty
ideas give rise to wrong practices. The general belief seems to be
that if the property is kept in first class repair, depreciation is ade-
quately cared for through maintenance. It is wrong to suppose
that depreciation cannot take place, where maintenance is ade-
quate. Even with current maintenance properly met, depreciation
of the whole plant continues, due to the fact that all units, of
which it is composed, are approaching the end of their useful
life. The aims of the maintenance and the depreciation charges are
quite different. The latter is meant for replacing worn out parts
and must be available for such purposes. In disregard of all
such salutary rules, it seems a common practice in India that
minor improvements and major repairs are charged as deprecia-
tion and deducted from block value. But no matter how constantly
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repaired, there is always a time, after which the economic use-
fulness of a piece of machinery or even ‘a building is almost
exhausted, and replacements become necessary. When such a
contingency arises, it is realised that the capital of the concern or
the principal of the shareholders, is not kept intact but has been
spent away. The shareholders who look to the depreciation account
in the balance sheet are perhaps quite ignorant of this fact. When
is required to make any replacements or changes in the block,
such 3 concern has to resort to borrowing. A sound depreciation
policy dictates that the present block value and the depreciation
fund must be equal to the total expenditure on the block or the
replacement value including the latest changes in the machinery
due to inventions and improvements. The management must
remember that not only efficlency must be retained but the invest-
ment also, and for continued prosperity one is as necessary as the
other.

DEPRECIATION MADE A CHARGE ON PROFIT

Some better managed concerns do set aside certain amounts
for depreciation over and above the maintenance charges. But
there is no settled policy followed ‘by them, nor does the same
concern adhere to the same policy throughout its life. Only one
feature seems to be common to all; it is that depreciation is made
a charge on profit. The amount to be set aside for deprecia-
tion, therefore, usually fluctuates from year to year in accordance
with the annual net earnings. It so happens that while some
allowance is made in prosperous years practically no allowance
is made in lean years. It is quite a wrong method to charge de-
preciation on profits and not to include it in the cost “of
production. Depreciation, at least to the extent to which it means
physical deterioration of the assets, must be a charge on the
cost of production as truly as are fuel and labour. When deprecia-
tion is not included in the cost of production, the price cannot be
said to be really reflective of the cost. When depreciation is not
strictly included in the cost of production, bu& is made dependent
upon the amount of earnings, it becomes easy for the manage-
ment to misrepresent earnings, by manipulating depreciation
charges according to its needs. This danger is especially great in
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India where owing to the managing agency sysiem, the remunera-
tion of the management is not fixed, but, in many cases, depends
upon the amount of income, whereby they become interested in
showing the income as high as possible.

The Indian income tax system makes certain allowances for
depreciation while taxing the profits of any company. What our
companies usually do is that they take into account the deprecia-
tion amounts while calculating the income tax, but do not actually
set aside the same amounts for depreciation. Our companies,
thus, do not make allowance even according to the rate allowed
by the Income Tax Department which, as we shall see later, is in
itself insufficient. Under these circumstances, it is advisable that
the Income Tax Law should not allow such exemptions, unless
the amounts are actually set apart for depreciation purposes only.

DEPRECIATION POLICY OF COTTON MILL COMPANIES

In the case of cotton mills the Income Tax Department makes
the following allowances for depreciation: (1) 2} per cent. on
block cost for buildings; (2) 5 per cent. on block cost of spinning
and weaving machinery; and_(3) 7} per cent. on block cost of
bleaching and dyeing machisnery and electrical equipment. But
rarely do our companies follow these rates in practice. The cotton
mills in Bombay, for example, set aside for depreciation only 3 per
cent. of the original cost of land, building and machinery during
the vears 1917-25, which might be considered to be the best
period in the history of the Indian cotton industry.! According
to the rate of 2§ per cent. on the building and a flat rate of 5 per
cent. on the machinery they ought to have set aside for deprecia-
tion Rs. 12.32 crores; but, instead of this, they set aside only
9 crores.® This means that capital resources to the extent of more
than three crores were dissipated in these years as dividends. The
cotton mills in Japan during the same period saved for deprecia-

2 “In 3915 te 1031, beth years inclusive, they paid an average dividend of §3 per
c.nt. ap an aversge capital of 12} crores. And they paid sway in the cight years ene-
ing 3§22 & eum of ever 50 croves in dividends.” The Indian Tariff Board Textile
Eaquiry Report 1927, Vol. 1II, p. 468.

2 Cf. Appendix VI, p. 241 of the Indisa Tariff Board Cotton Textile Report
1927, Val. 1.
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tion 4.5 per cent. of the fixed assets every half year,'which means
g per cent. per annum. It may be argued that the Japanese mills
work on a double shift system and hence the deterioration of
physical assets is greater there than here. Even admitting that
the double shift system results in greater deterioration, it cannot
be three times as much as it is here. A similar neglect of depre-
ciation is found with regard to the cotton mills in Ahmedabad
also. The depreciation charges for certain Ahmedabad mills, for
example, for the years 1923, 1924 and 1925, at the rate of 4 per
cent. ought to have been something more than Rs. 120 lakhs. But
the actual provision‘ made for depreciation amounted to only
81 lakhs. During the same years Rs. 121 lakhs were distributed as
dividends by those mills.2 This means that Rs.4o lakhs of the divi-
dends were not profits really speaking, but were paid out of
capital. This refers to years of good profits. The situation naru-
rally becomes much worse when. the profits dwindle, and under
such circumstances sometimes no provision is made for deprecia-
tion. Such neglect takes place because depreciation is made a
charge on profit, and not included in the cost of production.
Thus we see that a well-established industry like that of the
cotton mill industry is not making depreciation provision even to
the extent to which it is allowed by the Income Tax Department,
As a matter of fact, 5 per cent. on machmery is a low rate of
depreciation. For efficient working, machinery requires renewals
and replacements earlier than every twenty years. No doubt it
can be made to work even for more than twenty years, but then it
will give inefficient work and will consequently increase the cost
of production. It was therefore, suggested to the repre'sentative
of the Ahmedabad Millowners’ Association, by the Tariff Board
in their first inquiry into the cotton industry, that the rate of
depreciation on machinery should be increased from 5 to 10 per
cent., to which the witness replied that it would not be possible

—

1 Appendix XI, Table II, p. 257 of the Indian Tariff Board Textile Enquiry
Repont 1927, Vol. L

% Cf. Annexure A to the Ahmedabad Millowners® Amociation’s Evidence. T#c
Indian Tusiff Board Textile Enquiry Report 1927, Vol II, p. - 5%4-

8 «Both the Bombay and Ahmcdabad Milio > A d the view
t2at depreciation should be reckoned as a charge on production but the practice in
Beitker centre appears to b in & with this view.” Ibid, Val. I, p. 147.
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to make such a large allowance. The Bombay Millowners'
Association too think that the rates allowed by the Income Tax
Department are quite adequate and need not be increased. But it
should be remembered that unless the management have sufficient
depreciation funds, they will not be eager and able to increase the
efficiency by timely renewals and replacements. The increased
efficiency owing to such improvements will certainly bring down
the cost of production.

DEPRECIATION POLICY OF OTHER INDUSTRIES

A faulty depreciation policy is not a feature peculiar to the
finances of the cotton industry. The situation with other industries
is in no way better; it is even worse. In some of the paper manu-
facturing companies, for instance, the depreciation charges do
not have any relation to the block value. The usual practice in
such cases is to put to depreciation a certain amount of the profits
decided upon in an arbitrary way without any definite relation
to the block value.! A leading paper mill company, the Titaghur
Paper Mills Company, for example, has only one reserve for all
purposes, depreciation, obsolescence, contingency or dividend
equalisation. A certain. amount from the profits, as permitted by
the dividend distribution policy of the year, is set aside as reserve
and used for these purposes.?

Our coal industry too suffers from inadequate depreciation pro-
vision. The special feature of coal finance is that coal concerns
require a fairly continuous supply of new capital on block; and
the proper method of securing this is by charging a sufficiently
high rate of depreciation, which should be used to finance further
developments. But, as we have mentioned in an earlier chapter.®
these concerns, being started with insufficient share capital, are
required to borrow extensively at a high rate of interest, and then
owing to heavy.interest charges are not able to make any provi-
sion for depreciation. The depreciation policy to be followed in the

1 See for example the evidences before the Indian Tariff Board during their enquiry
of the paper indostry. 3

® Cf. Indian Tariff Board Enquiry Paper and Paper pulp Industries. Evidence Vol. I,
P- 127,

8 Sce Chapter V.
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case if industries with wasting assets like the coal mining industry
is different from that to be followed in the case 6f other industries.
The life of the assets in such cases being short, the amount to be
set aside every year must be so adjusted that by the time the
assets exhaust their useful life, the owners, over and above the
dividends received by them from time to time, will be in posses-
sion of the full value of their investments.

CAUSES OF THE NEGLECT OF DEPRECIATION
PROVISION

It seems to be a general belief with our businessmen that so
long as the machinery is giving work it need not be renewed or
replaced. In that way machinery can be made to work, with
repairs here and there, for even a hundred years. In fact, some
of the Bombay cotton mills are working with machinery sixty or
seventy years old. To work with worn out plasit means to increase
cost of production. As the machinery depreciates, cost increases,
and it becomes more and more difficult to provide for deprecxa-
tion. The situation becomes worse owing to the fact that sufficient
provision is not made even when the machinery is in an efficient
condition.” The usual practice is that when the plant is in good
condition a small allowance is made for depreciation, with the
hope of increasing the rate as depreciation increases. But this
hope remains unfulfilled for ever.As time passes, the plant becomes
more and more inefficient, and the rate of depreciation allowance
cannot be increased but has got to be decreased. Under such
circumstances it is advisable to allow a higher rate in the begin-
ning and to lower it later on. ’

There is one more feature of our industrial organisa,'tic'p which
comes in the way of proper depreciation provision. Our indus-
trialists, being fond of extensive plants, spend almost the whole ofA
the share capital in machinery and other equipment. But not
infrequently it so happens that it becomes impossible to work
the concern to its full capacity, and consequent]y_ with limited
production it becomes difficult to provide for the depreciation of
the whole block. The whole block, tliough not working to the full
capacity, continues to depreciate to the loss of the owners.

’ 21
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MAINTENANCE CHARGES AND DEPRECIATION
PROVISION

In America recently it has become a practice to create a main-
tenance reserve separate from the depreciation reserve. This
reserve is intended to meet the expenses on account of usual
repairs and improvements necessary to keep the block in good
working order and as such its function is quite different from
that of the depreciation reserve. The size of the maintenance
reserve need not be very big. It has nothing to do with the cost
of the assets, but it must be adequate to meet the average expenses
on account of repairs, improvements etc. which are necessary to
keep the assets in good working condition. The costs of repairs
and other minor improvements thus become evenly spread out
and do not prove a burden upon the finances of any single year,
so also such. expenditure need not be deferred owing to lack of
funds. This is a good practice and will have salutary effects if
followed by our businessmen. But it must be remembered that the
creation of maintenance reserve in no way lessens the urgency
of maintaining an adequate d(}precnatlon reserve which is intended
to replace the assets, when it becomes necessary to do so. Main-
tenance secures daily efficiency but does not prevent the impair-
ment of total investment, and hence the necessity of adequate
provision for the replacements of the impaired assets. This is the
function of the depreciation fund, which, if properly set up,
expresses approximately the amount of normal impairment exist-
ing at a given time. It is therefore wrong to mix together the
maintenance and depreciation charges and also to suppose that
because *a plant is well maintained. it has not suffered normal
deprecnatxon. Because, though efliciency can be maintained for
a pretty long time independently of the accruing depreciation, still
in the end, it will suddenly come down due to the accumulated
wastage of the assets throughout this period. This will be more
clear from the following diagram.?

1 Taken from #Depreciation, Principles and Application™. By E. A. Salicn.

r
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The straight line XY represents the progress of the theoretical‘

X =
—

C

o - Y
straight line of ‘depreciation, while the curved line XCY indicates
the rapidity with which the efficiency declines.

PROVISION FOR CONTINGENCIES

Besides the normal depreciation, the assets lose their value
through certain contingencies also. Some of the contingencies
like fire are insurable, and it is advisable to insure against them.
- But to insure the assets against all possnble and imaginable con-
tingencies is not an advisable path to follow, because it is likely
to entail an unnecessarily heavy burden. If it is intended to make
a provision against some remote contingencies, it should be in
the form of a contingency reserve. Because in this way the funds
assigned for such purposes will be at least in the possession of
the concerns themselves.

With regard to industrial concerns in India, insurance
against fire has become quite a common feature. But they
do not make any provision for other contingencies. Of
course, the volume and frequency of contingencies differ accord-
ing to the nature of the business in which a concern is engaged
No hard and fast rules, therefore, can be laid down in regard to
provision for them. But it is advisable that every concern should
be prepared to face them, to some extent at least, if required to
do so. In Western countries, especially in America, contingency
reserves are created. But it is not proper to burden a concern too
much on this account. The best way of meeting contingencies
where they are quite remote is through having liberal depreciation

21+
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reserves. To create big contingency reserves means to take away
large amounts from their owners, and entrust them to the
managers. Now it is only just that the owners should get as much
profit out of their enterprise as possible without risking or hamper-
ing its progress. The contingency reserve, therefore, should be
only of such size as is absolutely demanded by the circumstances,
and should be held in liquid form. It should not be spent on
ordinary replacements and renewals, or should not represent mere
valuation surplus.

PROVISIONS FOR OBSOLESCENCE

We have already seen that industrial plants prove inefiicient
not only owing to wear and tear but even owing to invention of
more efficient methods of production. And industrial plant thus
depreciates in value being obsolete, either in parts or entirely,
and its owners to that extent sustain a loss. Now in order to
maintain the value of the jnvestments it is necessary to make
some, provision against such losses. If an industrial concern does
not take advantage of the most efficient methods of production,
it will sustain losses owing to competition from those who avail
themselves of such methods. In these days of fast miechanical
progress, in order to be abreast of other competitors, it is neces-
sary to take advantage of every new invention or device. A con-
cern of course cannot afford to do this, unless it is in possession
of spare funds which can be used for such purposes. It has,
therefore, become a common practice in foreign countries to make
some provision for obsolescence along with provision for deprecia-
tion. In India, of course, no provision is made for such a
contingency. \WVhere even physical depreciation is not properly
provided for, it is too much to expect any provision for functional
depreciation. This is one of the reasons why we suffer whenever
we are required to face foreign competitors, who, by taking ad-
vantage of the latest improvements and inventions, keep their
plants in the most efficient condition.

The total neglect of obsolescence affects the different industries
in different degrees. The industries which have attained some-
what full mechanical! development, and in which therefore, new
methods and devices are not introduced frequently, can afford to .
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neglect special provision for ‘obsolescence. On the other hand,
industries in which new methods and devices are being introduced
‘at frequent intervals, cannot hope to prosper by neglecting ade-
quate provision for introducing up-to-date methods of manufac-
ture. The steel industry for example, is still undergoing rapid
changes in the process of manufacture. A concern engaged in
this industry, therefore, must always be ready to adopt the
latest changes. Our steel industry does not seem to have paid
any attention to this feature. Far from making any provision for
obsolescence, our companies do not make sufficient allowance
even for depreciation.! The American steel companies, on the
other hand, keep *their costs low by taking advantage of the
latest inventions in the process of production whxch they introduce
with the help of such funds. ?

Some writers on industrial finance argue that no special provi-
sion ‘is necessary for obsolescence. Their argument is that all
replacements, renewals etc., due to obsolescence should be
charged to the depreciation account. But this argument does not
seem to be correct. In the first plack, the proper function of the
depreciation reserve is to provide for replacement of original cost
and consequently changes due to obsolescence cannot be charged
to this reserve. A concrete example will make this more clear. Let
us suppose that there is a plant costing twenty lakhs of rupees. Its
normal life is considered to be twenty years, and therefore, depre-
ciation provision per year is calculated to be one lakh of rupees.
After, say five years, a certain part of this plant becomes obsolete,
and the replacement ot this part with a new one costs four lakhs.
If this is paid out of the depreciation reserve, it will be reduced
to one lakh, and this will represent the depreciation of the whole
plant, excepting the new part, during the period of 'five years.
This means the depreciation of the plant is not properly pjovided
for. Secondly, even if we leave aside such scientific accuracies
and distinctions, it so happens that the proposed changes prove
to be too heavy for mere depreciation fund, and therefore, it
becomes necessary to supplement this fund by other sources. Thus
it is necessary to maintain a separate reserve for obsolescence

1 Cf. Indian Tariff Board Statutory Enquiry 1926, Steel Industry Report, Vol. IV,

2 See for example the evidence before the Indian Tariff Board during the statu-
tory steel Enquiry of 1926.
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from which costs of discarding obsolete parts might be met.
One great difficulty in maintaining the obsolescence reserve is
that no one can say definitely, what should be the rate of its
accumulation. Fresh inventions and improvements are always
uncertain and therefore cannot be properly provided for. A liberal
depreciation policy accompanied by some allowance for obsoles-
cence, according to the needs of different industries, will prove an
ideal arrangement. The income tax system of certain countries,
for instance those of England and the U. S. A., make some
allowance for obsolescence while calculating the profits. This is
a practice worth following by the Income Tax Department of
our country. It will impress upon the minds of our industrialists
the importance of making some provision on this acgcount.

UTILISATION OF THE DEPRECIATION RESERVES

So far we considered the quantitative aspect of the depreciation
reserve, now we shall turn to its utilisation. The first important
point to be remembered in this respect is that just as there is no
fixed policy with regard to the accumulation of the depreciation
reserves, so also there is no fixed policy which is followed in
repairs, extensions, renewals etc., seems to be more common
than any other use. In many cases it so happens that though in the
balance sheets sums appear to have been credited to the deprecia-
tion account actually no reserve is found to exist. As a matter
of fact, the whole depreciation account is nothing but piled up
expenditure on repairs, renewals, extensions! etc. In some cases
the depreciation fund is not used for ordinary repairs but for
minor or major extensions and additions. But while setting apart
depreciation it is calculated upon the original mvestment and
not on-these additions to the block values which also are ‘depre-
ciating. Such wrong appropriation of the depreciation furds takes

1 Se: for example, the following statement by & wirness before the Tariff Board.

Mr. Walker :— What actusily happens is we debit profi* and lcss account and
credit the depreciation fund. The depreciation account will reduce

. the biock accouat ae the years go by.

Mr. Mather:— You have actually got this Rs. g} lakha.

Mr. Walker:— You won't find it on the asset vide as a specific iavestment. It
is invested in the business.

Indian Tariff Board Statutory Enquiry, 1926: Steel Industry Report,

Vol. IV. p. 214.
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place even in the case of big concerns like the Tata Iron and Steel
Works, Ltd,t

MANAGING AGENCY SYSTEM AND DEPRECIATION
PROVISION

One of the important causes of the ‘neglect of depreciation
problem in this country is the managing agency system. There
are three important features of this system which work against
proper depreciation arrangement. First, there does not exist
homogeneity between the interests of the agents and those of
the shareholders, ie., the management and the owners. This
situation is made still worse by the second feature that the owners
exert no_control over the management. Thirdly, the ggents are
interested not in net et_profits but in the mere volume of business.
And as they are not interested in net profits it does not concern
them much whether the production is carried on efficiently or
otherwise. They only wish to increase the business by undertaking
extensions and additions with the funds at their disposal. The
most important pomt in this respect is that the management is
not interested in the long time welfare of the concern just as the
shareholders are. The agents are there by contract and they wish
to make the best of their position so long as the contract lasts.
Besides, it is to, their advantage if they can raise the rate of
dividends even at the cost of depreciation provision. It pleases
the shareholders and also pays the agents indirectly by enhancing
their prestige. There is one more feature of the agency system
which comes in the way of proper handling of the depreciation
problem. Whenever the agents’ commission is charged on the
profit basis, the depreciation charges are not excluded from the
amount on which the commission is to bé calculated. The main-
tenance charges, including renewals, replacements etc., are
excluded from such calculations. This tempts the agents to
transfer the maintenance charges to the depreciation account and
in this way to increase their commission.

1 Cf. Report of the Indian Tariff Board on the Iron and Steel Industry 1934,
P- 40-42,
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MAINTENANCE OF SINKING FUND

The dissipation of the shareholders’ investments takes place
not only through depreciation of the assets but also from an
unwise loan policy. An industrial concern like an individual is
required to borrow at certain times and for certain purposes, and
there is no harm in doing this if it is done wisely. The underlying
principle of 3 wise loan policy is that it should result in enhancmg
the value of the capxtal investments of the shareholders : it should
not’ at least result in dlmlmshmg that value. To have the assets
encumbered with debts means to diminish their value from the
owners’ point of view. Whenever any debts are incurred, care
should be taken to repay them in reasonable time. Every concern,
therefore, that has issued creditorship securities, should make
some provision for their redemption before calculating profits.

The best way of doing this is the maintenance of a sinking
fund. This is a commmon practice with American concerns; but
we_rarely come across such arrangements in India. Besides its
use in retiring the creditor obligations, the sinking fund has
many other advantages. It may, for example, enable a company
to ‘‘create market’’ for its securities through purchase in the
open market. This will prove of special advantage in India, where
one important complaint against the debentures is that there
does not exist a market for them. By creating a sinking fund,
the company will be in a position to create some market for such
securities. This is specially true in the case of small issues which
are little known and possess, as a natural consequence, if at all
a narrow market. Such a fund also, gives some assurance to the
creditor that definite tangible values are being maintained to
support his claims, and that his obligations will be met at matu-
rity. Such an assurance is of special importance in India, where
people are not accustomed to permanent bonded obligations but
look forward to a definite date for the return of the debt. The
maintenance of a sinking fund will prove of advantage to those
concerns also, which invest funds received from public deposits
in fixed assets, because it will create confidence in the minds of
the depositors and will even lessen the difficulties of the borrow-
ing concern by enabling it to meet the depositors’ demands, which
in turn will be lessened owing to increased confidence. In this way,
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the sinking fund, by enabling a company to pay off its creditors,
safeguards the interests of the ordinary stockholders in the
business.

DIVIDEND POLICY —-GENERAL CONSIDERATIONS

Once adequate provision is made to keep the investments
intact, the next step is to distribute the income among the owners.
The earnings, that remain after meeting the requirements of the
different provisions discussed so far, can rightly be divided among
the shareholders as dividends. This does not mean that every
pie of this amount should be paid to the shareholders. Every
company before proceeding to the allotment of dividends must
take into consideration the following points: {a) What has been
the past record of the earnings, if the company is an old one?
(b) What are the future earning prospects? (¢} How strong is the
company’s cash position? (d) What plans does the company have
for the future development of its business? (¢) Does the company
intend to undertake extensions. of property with retained earnings
or with funds raised in some other manner?

The underlying principle of the dividend policy must be to
retain stability of the dividend rate. If the record of a company is
consistent in this regard, its stock will be a better investment and
will attract a more desirable class of owners. Besides, such stocik
will naturally be more desirable as collateral for loans. When
any occasion for raising more finance arises, 2 company following
a policy of stable dividends can do so on relatively. easy terms.
An investor too, who holds shares in a company which’ follows
such a policy can rely, under ordinary circumstances, upon 2
certain income. When the dividends of a company widely fluctu-
ate, the shareholders can never say what they may get in*any
particular year from their holdings in such a company. Invest-
mengs in the shares of such concerns become a sort of speculation
which only the few rich can afford.

STABILITY OF DIVIDEND RATES

In order to maintain a reasonably consistent dividend policy
it is highly essential that a company shall be conservative at all
times. Some financiers even suggest that dividends should not be
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paid in the beginning even though earned.! This postponement
should be carried, according to their opinion, until the business
becomes ‘seasoned’ to such a degree that its financial policy can
be carefully planned, and the future can be pretty definitely
forecast on the basis of past performance. But the practicability
or even the wisdom of such a policy is doubtful under the present
conditions of this country, where the shareholders are eager to
get dividends from the very beginning. Under such circumstances,
if a company does not pay dividends for some years after it starts
work, the price of its shares will come down and its credit will
be lowered.

These considerations are likely to lead one to argue that regu-
larity of dividends from the beginning is unattainable in India.
But the situation is not so hopeless. Under the present stage of
economic development and with the available supply of commer-
cial statistics and information, the earnings of a concern, barring
the periods of trade fluctuations, can be predicted with pretty
accuracy. Of course, calculations of this sort are not possible in
the case of enterprises of a speculative nature.® Even in such cases
an attempt should be made to stabilise the rate of dividend in due
course. When a certain rate is decided upon it should be main-
tained as far as possible. As it is always difficult to reduce a
higher rate to a lower one, it is advisable to start with a low rate.
Even later on, when prosperous conditions allow greater profits
for distribution, the additions to the usual rates should be paid
as extra’ dividends, which have no guarantee whatsoever of
continuance. But it must be mentioned here that no arbitrary rules
can be laid down in this matter of dividend policy. Stability is at
all times to be aimed at. But the actual practice differs from
industry to industry, or even from concern to concern.

1 See for example, ¢*Applied Businen Finance' by E. E. Lincoln, p. 714.

# «Earninge of corporations engaged in the production of inexpensive mecemities,
eold to and immediately consumed dy the ultimate consumer, are most regular and sub-
ject to reliable prediction; earnings of corporations engaged in the production of coatly
commodities, sold to other prod and not absolutely y for the operations of
their business, are leagt regular and least subject to reliable predictions. These are the
extreme cusen. Between theee extremes lie the majority of corporate business, and the
celative predictability of their earnings will be determined according as they tend toward
one extreme or the other.™

¢The Financial Policy of Corporations,’ by Arthur S. Dewing, p. §57.
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DIVIDEND POLICY OF INDIAN COMPANIES

The problem of stability of dividends séems to have been
neglected in the financial policy of our companies. Stable dividend
rates have become, on the other hand, a common feature of the
industrial finance in other countries.! But no such policy is fol-
lowed by our companies. The general tendency in’ this counfry
seems to be to distribute whatever is available in a particular
year without any consideration. of the past or the future. The
profits of a concern cannot be the same year after year. It is, there-
fore, necessary to create a reserve to which funds should be credit-
ed in fat years for being withdrawn in lean ones. No attempt was
made by our concerns to create such a dividend equalisation re-
serve even in the War and the post-War boom period. And as a
result of this, as soon as the boom subsided many 2 company
found itself unable to pay any dividend. The reasons why the
boom period high profits were distributed among the shareholders
and not retained in the business, were said to be that the high
rate of dividend was necessary in order to compensate for the
low dividend paid during the earlier years. The other reason
forwarded is that the shareholders complain if any part of the
profits is withheld from them. Whatever the reason, the fact
remains that no attempt was then made, nor has ever been made,
to create some sort of stability of dividends. The fluctuating rate
of dividends, which has become almost a rule in India, seems to
be due to some deeper and more potent reasons than stated here.
The shareholders in India are more speculators than iavestots,
and as such, they are naturally more interested in a flictuating
rate of dividends than in a steady one. The same is the case with
the management, the mahaging agents as well as the directors,
who not only deal but also speculate in shares.

It is said that the liberal payment of dividends is due in many
respects to the system of financing by public deposits. Large

1 The following remarks by Mr. Edward E. Lincoln about the dividend policy
of important industrial companies in the U. S. A. are worth noting. ¢In the_more
Prosperous years,” he observes, 4all types of industrial companies were follomng.-a
feasonably conservative dividend policy. In 1916 aud 1917, for examdle, the proportion
of net earnings distributed in dividends was considerably less than half the amount
avilable for this purpose. In the flcan’ years the ratio runs much higher. This fact mdl‘:
cates definite attempt on the part of the companics to keep their dividend record stable.
Applied Business Finance By Edmond E. Lincoln P. 725 :
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dividends, it is argued, help to maintain the credit of the concern
in the eyes of the depositors.! Not only this, but sometimes, it is
said, dividends have got to be paid which are not warranted by
profits in the real sense of the word. But even from this point of
view, a concern, with a stable dividend rate, will be at a greater
advantage than the one following a fluctuating rate, though in
the aggregate the dividends declared by the former might be less
than those declared by the latter. For the purpose of a stable sup-
ply of deposits too thus it is advisable to make an attempt from
the very beginning to maintain a stable rate of dividends.

PROFITS NOT SAVED EVEN FOR WORKING CAPITAL

Keeping aside stability of dividends, our companies do not care
to create a cash reserve out of the profits even to meet short time
financial needs. We hear many complaints about the difficulties
in getting working capital. These are attributed to the reluctance
of the banks to make liberal advances to companies which show
low profits, or the lack of confidence shown by the depositors,
or the weakened financial position of the managing agents. But
it is surprising that our businessmen do not try to relieve the
concerns of their dependence on these outside agencies when it is
possible to do so. Supposing a concern could not raise a sufficient
share capital in the beginning, efforts should be made later to
save the profits whenever possible, and to free it from the short
time creditors. But such instances are conspicuous in our country
by their absence. Many an opportunity of doing this is lost. The
cotton mill companies. of Bombay, for instance, during the eight
years ending with 1922 -paid out an average dividend of 33 per
cept. on an average capital of 124 crores, or a total of more than
50 crores.® If the directors of these companies had shown some
foresight and saved something out of the high profits, the com-
panies would have been saved the difficulties which they had to
face later on. The retention of the profits in the business in order
to strengthen its financial position, is a common practice in other
industrialised countries. The Japanese cotton mills, for instance,

! See for example, Statement of the Bombay Millowners’ Association: Indian
Tariff Board Cotton Textile Enquiry Report, 31932.

2 Cf. Proceedings of the 1 egislative Asscmbly on 24th Sept. 1924
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created huge -reserves during the period of high profits.! In
America also high profits are utilized in similar manner. 2

The financial difficulties that arise owing to too lavish dividend
distribution can best be seen in theé case of the tea .companies.
The evidence of these companies before the Bengal Provincial
Banking Enquiry Committee shows with what great difficulty they
secure the working capital. With all the sympathies for these
companies, we cannot help saying that their difficulties are in many
respects due to. their own faults. The following criticism by the
Committee before whom they related a long story of their financial
woes is noteworthy in this respect:—“We have, however. been
unable to understand why no serious attempts are made for
building substantial reserves, when such high dividends as 50 to
150 per cent. are paid. If the dividends- be limited to say, 15 per
cent., for a few years, and the rest of the profits carried to the
reserve, most of the gardens will be able to accumulate a sufficient
reserve fund for meeting their annual recurring: expenses from
this fund. Borrowing them would be unnecessary, and interest on
loans saved. The result will be larger dividends in future.””s The
continuance of our industrial concerns on borrowed funds for the
working costs is perhaps due to the fact that'the managing agents
are interested in the supply of such funds, either as their owners
or as middlemen in securing them.

INTEREST ON THE RESERVES

There is one more point which demands attention in the d‘is-
cussion of the dividend policy of our concerns. Whenever -the
funds accumulated in the form of depreciation or surplus or .any
such reserve are utilized in the business no interest is credited to
such funds. This is a faulty accounting system. The reserves,
really speaking, belong to the shareholders and they have every

1 Cf. Cotton Industry of Japan and China by-Arno Pearse.

2 There are, on the other hand, numerous instances of companies, which
4 large proportion of their earnings during the years of inflated prices in order to
Increase their working capital to a satisfactory point without endangering their position
by excessive borrowing. Such companics, if they were not subject to any considerable
low during the post-war years, probably found that they had within the business a “free”
surpiug far in excess of ail ‘immediate needs.” Applied Buriness Finance: By Edmond
E. Lincoin, p- 724. - _

3 Cf. The Reéport of the Bengal Provincial Banking Enquiry ‘Committee, Vol. I,
P 121, . .

tained
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right to demand interest on them. Besides, this faulty practice
gives a wrong idea about profits, which as a matter of fact include
interest on the reserves used in the business.? ‘Proper finance
demands that interest should be credited to these reserves and
should be deducted from the profits in the real sense of the term.
This will give a more correct idea about the profitableness of the
concern.

This faulty accounting practice is mainly due to the fact that
the reserves are utilized for extensions, additions etc., and at the
time of calculating the profits no distinction is made between the
original and the additional investments. When the representatives
of the Ahmedabad Millowners’ Association were asked why they
did so, the reply was that it }nelped them to show large profits.®
This method according to them, helps to attract larger amounts of
capital for industrial purposes. This may be true when we take
into consideration some immediate cases, but its success is doubt-
ful in the long run. It is just possible that an investor might be
tempted to purchase the shares of a new company seeing that the
shareholders of a similar old company are getting good dividends.
But he will soon be disappointed to find that his new company
distributed far less than what the older company was doing. Such
cases shake the confidence of the public in industrial investment.
The purchase of industrial paper becomes a sort of speculation,
and profits become a mystery or a stroke of chance. This naturally
will have an adverse effect upon the supply of capital to industry.
Even from the point of view of the shareholders, this practice is
not of any great advantage. They would be able to get perhaps
greater profits if they invest those reserves in some other way.

1 Q. «You deciare now profite or dividends without complying with book-keeping
or account transactions by erediting all the funds held by you with their due interest.”
A, “Reserve fund you mean ™
Q. #Al those funds d by the shareholders. It is a fund at your disposal on
which you do not silow interest in the account books.™
A. “If we aliow it profits would be much smaller.*
Evidence of the Bombay Millownen® Amociation, Report of the Indian Tariff
Board, Textile Enquiry 1927, Vol. 11, pp. 210-11. _
® Cf. The evidence of the Amociation: The Indian Tarif Board Cetton Tentile |
Enquiry 1927, Report, Val. 11, p. 445. :
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RE-INVESTMENT OF THE PROFITS

This discus;ion' gives rise to another minor problem whether
the profits should or should not be spent in undertaking exten-
sions. Of course, no objection can be raised against the use of pro-
fits for an extension of the business, which is quite a legitimate use
of it. But the profits which are to be spent in extensions and the
profits which are to be used for maintaining different reserves must
be distinctly separated. The funds earmarked for the latter purpos-
es must be always liquid, so that they can be available for the res-
pective purposes for which they are saved.! The shareholders at
the same time must get a reasonable return on these reserves
which really belong to them. When the reserves are invested in
block, they are not available for meeting the particular needs
for which they were created. The effects of such a prac-
tice are felt most glaringly in the case of the dividend equalisation
reserve, because when depression comes it affects the original
share capital as well as the resérves.

The point as to what extent the profits should be re-invested in
the business demands some attention. The re-investment of earn-
ings saved after the distribution of fair dividends to the share-
holders is justifiable until such time as the returns on such invest-
ments” are’ not less than returns on similar other investments.
When investments in the same business bring less than invest-
ments outside it, it is time for the directors to stop withholding
profits from going into the hands of the shareholders.?

SYSTEM OF INTER-DEPOSITING THE RESERVES

Whenever reserves are not re-invested in the business they are
deposited with private parties such as industrial concerns and
businessmen, and not with banks. The reason why they are

1 4Common sense will seem to teach the students of finance that the reserve funds
of a company cannot truly be g0 considered unless it is invested outside the company’s
own butiness. From this point of view reserves used for capital purposes had better be
“‘“lsf'mned into capital,” The Theory and Practice of Finance: by William Brooks.
P- 282,

% In this respect the following remarks by a practical businemman, Mr. Alfred P.
Sloan, Jr., President of the General Motors Corporation, are worth noting:—When
we invest our stockbolders® money, as trustees, we must do it on the firm belief tl_nt the
capital is safely invested and that the return to the stockbolders as a result of the invest—
ment, will be fair and equitable; otherwise we have no right to make the investment.
Cf. uCorporation Profits,™ by L. H. Slean, p. 133. .
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invested in this way is said to be that thereby greater returns are
secured on them.! These parties pay a higher rate of interest than
the banks, and therefore, if the funds are invested with banks
the shareholders, it is argued, will be losers to that extent. But
in such arguments the risk factor seems to have been completely
ignored. It is obvious that under this practice of private deposits
there are great chances of personal favouritism prevailing over
other considerations such as safety and security. It will not be
difficult to find instances in which many sound concerns have
been ruined owing to investment of their reserves with weak and
unsound parties. Still worse is the practice of depositing the
reserves with concerns under the same agency firm or with the
managing agents themselves. There are so many cases of sound
concerns being ruined owing to such faulty financial practice that.
they need no comment or enumeration here. The latest important
instance of this will be found in the failure of the well-known
agency house of Currimbhoy Ibrahim & Sons.

* 1 See for example, the evidence of the Ahmedabad Millowners® Association, The
Indian Tariff Board, Cotton Textile Enquiry Report, 1927, Vol. II, p. 444-



CHAPTER VIII
THE CAPITAL MARKET

SUPPLY OF CAPITAL TO INDUSTRIES

The industrial development of a country dépends, to a great
extent, upon sufficiency of capital supply for industrial purposes.
If we, therefore, wish a speedy industrial development, we must
see that the financial needs of our industrial enterprise are properly
met. .

Every country possesses a certain amount of capital resources
which it does not use for immediate consumption but savés for
future needs. These savings are lént for use if the savers get-a
certain rate of return. To collect such savings and to use them
in a way that will increase the total wealth of the society, is the
main function of the capital market of a country. The efficiency
of the capital market depends upon the extent ‘to which it is able
to collect these savings and to make them available to the industry.

- SERVICES OF THE CAPITAL MARKET

The capital market is not a passive agent, merely receiving the
capital as it comes to it and advancing it as it is demanded. The
prihcipal duty of the capital market is to collect the greatest pos-
sible amount of capital and to put it to the greatest possible use.
It must also see that capital is supplied in response to genuine
and sound needs. There is always a difference between the poten-
tial demand for capital arising from #ny vehtiire aid the effective
demand that it is able to create. The former depends upon the
rationally prospective earning power, the latter depends upon the
idea of the capitalist about that earning power. Scarcely can a
capitalist form a correct idea about the prospective earning power
of the proposition placed before him.. Usually it so happens that
either the risks are magnified so greatly that no capital is forth-
coming, or they are concealed so that capital is supplled to ven-
tures with little prospects of success. In either case’ ‘the flow of
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capital into industrial undertakings is not in accordance with the
actual prospects of profit offered by the proposed scheme, which
means a waste of the social resources in so far as they are spent
for unproductive purposes. The capital market, therefore, must be
so constituted that it will minimise the waste and make the re-
sources flow in those channels where they will prove of the
greatest use to the society. It must thus discharge the functions
of an intermediary, who investigates the claim of the venture
and presents that claim to the public, supported by its own
guarantee. The form and functions of the capital market, there-
fore, depend upon the social and economic conditions of the
country. In India, for instance, owing to the general poverty of
the people, the savings are held in small amounts. Besides, the
economic gulf between these prospective investors and the busi-
nessmen is great as the former have no confidence either in the
businessmen or in the efficiency of their propositions. The capital
market of our country must, therefore, provide institutions which
will meet these difficulties.

CAPITAL RESOURCES OF THE COUNTRY

Our discussion so far must have made it clear that one import-
ant factor which hampers the industrial progress of this country
is the insufficient supply of capital for industrial purposes. But
the scarcity of capital supply to industry is in no way an indica-
tion of the capital resources of the country, which certainly are
far in excess of the actual supply. Though there may not be big
accumulations, the small savings scattered throughout the length
and breadth of the country if mobilised, will prove a considerable
supply of capital resources for industrial purposes.! Our capital
market must, therefore, be so organized that it will mobilise these

1 The Industrial Commission (1926) in their Report observe ¢'The difficulty in
raising capital for industrics is mainly the measure, even in lndia, not of the insuffici-
ency or inaccessibility of money, but of the opinion which its possessors hold of the
industrial proposition placed before them. We may now consider the extent to which
capital to finance new enterprises is available in India. On this subject we have received
a large amount of endence, an analym of which yuldl the followmg facts. There is 2

iderabl lation of capital in India, and to this, new savings are being added
every year.” Similarly the E 1 Capital C ittce (1925) too have remrked, (D (§1]
recognized in practically all the replies that there iv sufficient potenhal capital in India
to meet the larger part of India's industrial requirement, but that is timid, conservative
and requires to be drawn out.’ Report Para 8.
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savings and make them availaRle to industries. One more point
to be remembered in this connfction is that, making allowance
for the unscientific methods in Yhich the whole problem of esti-
mating and raising capital is tagkled in this country, the financial
difficulties of our industries arefalso due to the general shyness
of our people about industrial investments.

HOW TO REMOVE THE SHYNESS OF THE INVESTORS

In the previous chapters we have seen how sound schemes
sometimes have got to be given up owing to lack of capital. "This
is due, as said above, not to want of capital, but to diffidence on
the part of the investors about the soundness of the scheme placed
before them. The investing public have no confidence in the words
of the industrialists who approach them. If, therefore, the invest-
ors can, by reasonable means, be made te believe in the soundness
of the scheme, capital will easily come forward. The best way to
accomplish this, is to make some independent authority, command-
ing the confidence of the public, responsible for investigating the
profit earning prospects of the proposed scheme. Of course, the
best autherity for this purpose will be some State agency as its
opinion will be taken to be well considered and disinterested.
The industrialists who wish to strengthen their case should’
approach such an agency and place the proposed scheme before
it, and its report should be included in the prospectus of the enter-
prise. This will create confidence in the minds of the investors,
who will then readily come forward to invest in the concern. Bt
the investigation of the merits of an industrial scheme cannot be
properly carried out without expert technical, economic and finan-
cial knowledge. The agency intended to carry out such investi-
gation must, therefore, possess persons who can give expert
technical, economic and financial opinions on the industrial propo-
sitions presented to them.

The existence of such expert knowledge and guidance will
prove beneficial in one more way also. In earlier chapters we have
seen that inefficient promotion services, and lack of confidence in
the organisers of an enterprise, are two important difficulties in the
way of our industrial progress. We have also seen that a good
rumber of industrial failures are due to the lack of efficient techni-

23¢* '



180 INDUSTRIAL O'BGANXS/‘{TION AND FINANCE

cal advice in the promotion staée. Efficient technical advice is
found to be too costly by a large proportion of our business
promoters; sometimes, apart from costs, it cannot be had in this
country at all. Under these circumstances, if efficient technical
advice, and also financial if necessary, is made available at reason-
able costs, it will prove of great benefit. In the first place, concerns
started on sound lines will in all probability prove successful, and
their success will make the investors bold about industrial invest-
ments in general. Secondly, those who can understand the things
for themselves will readily come forward to invest in concerns
which enjoy the advice and guidance of the experts. In short, if
expert technical and financial advice is made available to our
industries, it will go a great length in reducing the present shyness
of the capital.

THE ESTABLISHMENT OF AN INDUSTRIAL BANK

Of course, all objects will not be served by making available
expert advice on technical and financial problems. The fact that
. an industrial scheme is organised on sound lines, is one factor in
attracting capital, but to attract a sufficient quantity of capital,
efforts in other directions are quite essential. A great majority of
our people do not even dream of investing in industrial paper. One
great reason for this is that their savings are small, and naturally
the smaller the saving the greater is the hesitation at the time of
investment. If we wish to have a rapid industrial progress, we
must try to mobilise these resources. Under present circumstances,
a semi-Government institution is best suited to accomplish this.
An Industrial Bank with Government control will prove an ideal
financial intermediary, which will collect the funds from such
sources, on the one hand, and will make them availahle to the
deserving industrial propositions, on the other. Such a bank
should try to raise its capital by issuing shares and debentures
with Government guarantee. The shares and debentures, especi-
ally debentures, should be issued in small denominations, so
that they should be within the reach of the middle class, and
should be made available even.in small towns. The funds raised
in this way should be made available to industry by purchasing
the shares and debentures of-approved industrial concerns. The
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very fact that the shares or ntures of a concern are being
purchased by such a Bank will increase the demand for those
securities. The Bank thus, will §ot be required to invest too much
in a single concern, nor will it rek;uired to hold the securities for
a long time. In practice, it wil} be required not to purchase but
only to underwrite the issue and this will automatically increase
the demand for the same.

Such a Bank will create securities of different degrees of risks
for different types of investors. For the most conservative there
will be its debentures, for t