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Preface 

 

This book contains, first, a broad study of Indian Manufacturing sector, its contribution in 
Indian national income, employment and role in industrial output and growth. Second, by 
using CMIE industrial panel data and latest econometric methodology, an attempt has been 
made to empirically investigate the investment cash flow sensitivity in the non-government 
manufacturing sector of India after economic reforms of 1991. This book is most suited for 
advanced under graduates, post graduate and research students who are pursuing research in 
Indian economic development and investment analysis.  

Another feature of this book is the frequent presentation of statistical data in tables or graphs. 
These serve not only to give readers a sense of comparative analysis but also to acquaint them 
with possible sources for any research they may wish to undertake in Indian industrial sector 
themselves. Finally, this book also provides some of the short and long term problems faced 
by this sector which is necessary for an intelligent perusal of the Indian economic 
development issues. 
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CHAPTER – 1 

INDIAN MANUFACTURING SECTOR 

1.1. AN INTRODUCTION 

Manufacturing sector is treated as the core of overall industrial sector and regarded as 
backbone for any economy. It accelerates Gross Domestic Product (G.D.P.) growth rate, 
generates more employment opportunities and strengthens agriculture and service sector 
through inter linkage effects. It is specifically much more important for transitional 
economies (under developed and developing countries)  since it is expected to be an engine 
for the growth and major absorber of labour force which would ultimately helpful in 
elimination of poverty levels rapidly. 

In Indian economy, it holds a key position, accounting for nearly 17 per cent to Gross Value 
Added in 2015-161 and employing nearly 12% of India’s labour force. Historically, Indian 
manufacturers had a world-wide market for their products even before the rise of modern 
industrial system in Europe. But the impact of industrial revolution and British rule of nearly 
200 years in India, led the decay of Indian handicrafts. The policy of British government 
forced India to engage in the export of raw materials at much lower cost to British industries 
and simultaneously providing market for their machine made final products. India in the 
recent years has emerged as a global manufacturing hub due to its efficient and skilled labour 
force, cost competitiveness in production, improved research and development and 
favourable government policies. Furthermore, the most fundamental factor fostering growth 
in the sector is the presence of strong consumer market domestically. The Consumer trend in 
the country coupled with liberalisation measures, enabled domestic players to flourish and 
also attracting international players to participate. The role of this sector has become more 
important particularly in the present globalised era because, on the one hand, there is an 
opportunity to take benefits of low waged workforce and enlarged markets for final products 
and, on the other hand, there are challenges to withstand in foreign competition and 
international shocks. 

Many empirical studies show that the policy of widespread industrialization since second five 
year plan (1956-61) inhibited internal and external competition and has not been successful 
as regards to the generation of employment. Moreover, the growth in this sector has also been 
very volatile over the period of time. Government long term policy of protection to domestic 
industries and substantial inward orientation resulted into a comparatively higher cost of 
production in the manufacturing sector, sub-standard quality of products and lack of 
competitiveness of its exports by the end of 1970s. According to Ahluwalia (1991), it is no 
surprise that the regulatory framework of the pre-1980s, inter alia, has been held responsible 
for low growth rate of output and productivity of India’s manufacturing sector. 

                                                            
1  Economic Survey, CSO, India,  2015-16 
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The period of 1980s and 1990s saw the adoption of market friendly reforms in most of the 
developing countries. One of the basic objectives of such reforms was to unshackle industrial 
sector from restrictive policy barriers and make them competitive in the world market. The 
Indian economy has also undergone similar reforms since the mid-eighties and especially 
during the early nineties. The early measures to liberalize India’s industrial policy framework 
included deregulation and de-licensing in certain industries, a greater role to the private 
sector, and a gradual shift from direct physical controls to indirect controls (Chandrasekhar, 
1988; Ahluwalia, 1991). A wide ranging and comprehensive economic reforms have been 
initiated in India since 1991-92 which covered almost every important sector of the economy 
including capital market, external sector, banking sector and the industrial sector. These 
reform measures constituted deregulation, liberalization of the external trade and payment 
system and partial privatization of some of the state sector enterprises. According to 
Ahluwalia (1995), the changes that the reforms after 1991 brought in were “fundamental” in 
nature compared to the “marginal” changes only in the previous decade. It was hypothesized 
that these measures would improve overall economic performance and lead to a greater 
opportunities for growth.  

After economic reforms of 1991 there is greater flexibility and autonomy in the operation and 
management of the private and government owned firms. The average performance of the 
manufacturing sector has improved in terms of growth. Presently, after globalisation, India 
has a big market for its product. Opportunities are there to take advantage of low waged 
labour as its basic input. It is interesting to look how Indian manufacturing sector is behaving 
after economic reforms of 1991. There are two aspects of studying impact of reform 
measures on industrial performance. First one is related with the manufacturing sector 
performances in terms of growth, its consistency, employment generation and contribution to 
exports. Second aspect of study is associated with the impact of financial sector reforms on 
this sector in terms of availability of low cost, timely and sufficient funds for investment 
purposes.   The objective of this book is to analyse second aspect leaving aside first one for 
further study. It means to analyse whether the financing constraints of Indian manufacturing 
firms have been reduced or not specifically after economic reforms.  

 

1.2. INTERNAL FUNDS AND INVESTMENT 

Firms are considered as the engines of growth in any economy. Investments by these firms 
act as a fuel to run these engines. When there is need for investment and expansion, firms are 
in need of finance. A firm can choose whether to finance its activities with internally 
generated funds, like retained profits, or externally managed funds, like debt, equity or a 
combination of these. The various means of financing investment represent the financial 
structure of an enterprise. According to Franco Modigliani and Merton Miller (hereafter, 
M.M.-1958), capital structure is irrelevant under perfect capital markets and internal and 
external finance are perfect substitutes of each other. Therefore it does not matter whether 
investment is financed by debt, equity or internal funds. They demonstrated that in a world 
without market frictions, value of the firm and also its overall costs of capital are independent 
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of its choice of capital structure. Working on this line of reasoning, they propounded a well-
known theorem, popularly known as “Financial Irrelevance Theorem” of firms’ capital 
structure in 1958 and for their path breaking paper they won Nobel prize later on.   

“Financial Irrelevance Theorem” assumed that all firms have easy and equal access to capital 
market, and firms’ responses to changes in the cost of capital differ only because of 
difference in investment demand in a perfect capital market. Since Modigliani and Miller’s 
publication in 1958, many financial economists have developed a number of firms’ 
investment financing theories to explain the sources and pattern of firms’ investment 
financing decisions. The most important work based on MM’s ‘Irrelevance Theorem’ has 
provided by the Tobin (1969) and Jorgenson (1963, 1967, 1968, 1971). Tobin propounded 
the ‘Q’ Theory of Investment and the theory has been extended by others (Brainard, 1968, 
Hayashi, 1982). This theory postulates that, the stock market valuation will act as a good 
proxy for the marginal benefits of investments even though the investor’s judgements of 
marginal productivity of capital are unobservable. The “Tobin’s Q” refers to the ratio 
between two valuations of the same physical assets, namely market valuation and book value 
of the firms. The market value is the valuation of firm’s existing assets at current market 
price whereas the book value is the replacement cost or production cost indicating prices in 
the market for newly produced assets. If this ratio is greater than unity, then it indicates more 
investment opportunities in future.  

As for as theoretical aspects of investment behaviour is concerned, it originating from the 
investment ideas expressed by John Maynard Keynes and Irving Fisher during 1930s. Since 
then a number of investment theories have been provided by economists from time to time. 
Some of the important theories to explain investment behaviour of firms are: Accelerator 
Theory, Profit Theory, Liquidity Theory, Neo-classical Theory and Tobin’s Q theory. 

However, empirical researches usually produce results inconsistent with the notion of 
financial irrelevance. Studies from western developed economies signifies the presence of a 
“Financing Hierarchy” caused by market imperfections and friction, in which internal funds 
have a cost advantage over new debt or equity issuance due to the higher costs associated 
with external financing. In fact there are many reasons which make internal funds less costly 
as compared to external funds in the real world. Among the most prominent factors that led 
the divergence in the two types of funds are transaction costs, tax advantages, agency 
problems, cost of financial distress and most importantly asymmetric information. The 
importance of financial factors on the investment behaviour of firms’ has been emphasised as 
early as in late 1950s, by the work of Meyer and Kuh (1957) who demonstrated the 
significance of financing constraints on firm-level business investment. But the role of 
financial factors was undermined in those times literature and most applied works since mid-
1960s followed M.M.’s (1958) ‘Irrelevance Theorem’ in firms’ real investment decisions.  

One of the important contributions in the empirical investment literature is the “Agency 
Theory” which has been propounded by Jensen and Meckling in their 1976 publication. This 
theory considered debt to be a necessary factor in creating the conflict between equity holders 
and the managers. Jensen and Meckling recommended that, due to increasing agency costs 
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with both the equity holders and debt-holders, there would be an optimum combination of 
outside debt and equity to reduce total agency costs. 

“Pecking Order Theory” is another important theory developed by Steward Myers in 1984 in 
his paper, “Capital Structure Puzzle”. Pecking order hypothesis contends that, firms have an 
ordered preference for financing and there is no any prior targeted debt or equity ratio. 
According to Myers, firms prefer retained earnings (internal funds) as their main source of 
funds for investment followed by debt. The last resort sought by a firm would be external 
equity financing. The reason for this ranking is that internal funds are regarded as ‘cheap’ 
source of financing investment decisions and not influenced by any outside disturbances. 
External debt is ranked next to internal funds as it is cheaper and has fewer restrictions 
compared to issuing equity. The issuance of external equity is seen as the most expensive and 
dangerous as it can lead to potential loss of control of the enterprise by the original owner and 
manager. 

Fazzari, Hubbard and Petersen (1988; hereafter FHP), led the revival of the importance of 
financial factors in firms investment decision making and now there exists an extensive 
literature that demonstrates the sensitivity of a firm’s investments to its internally generated 
cash flow (internal funds). They proposed that, the sensitivity of corporate investments to 
internal cash flow would be strongest for firms that faced the greatest wedge between the 
costs of internal and external funds, i.e., firms that have high financial constraints. By 
classifying firms into several categories on the basis of dividend payout ratio (proxy for 
financial constraints), they presented evidence consistent with the above hypothesis. They 
analysed that firms having low dividend payout (smaller firms) had higher investment-cash 
flow sensitivities than high dividend paying firms (larger firms). The work of FHP (1988) led 
to a new dimension in the firms’ investment behaviour theory and followed by a number of 
studies which provided supporting evidence, using data from a variety of contexts. 

Empirical results from developed countries show that internal funds have an important 
influence on firms’ investment financing and there seems to be a positive association between 
the two. If the cash flow (proxy for internal funds) which is a measure of liquidity of a firm is 
greater, the investment spending will also be greater. It is argued that an external fund is 
costlier than internal fund and an increase in current cash flow directly increases the stock of 
low cost internal funds which may be used for current investment. Furthermore with the 
increase in current cash flow, the firms’ net worth also rises and it leads to higher valuation of 
the firms’ position in the market. The net worth of the firms also acts as its collateral in the 
financial market and higher valuation of the firm in turn discourages premium on external 
funds. Therefore, increase in the cash flow leads to an increase in the internal funds in the 
form of increased stocks of funds and simultaneously availability of low cost external funds 
due to increase in the net worth of the firm.   

In the beginning, the researches on investment cash flow relationships were directed mainly 
on firms in the United States (Jorgenson-1967, FHP-1988). It is a well-known fact that 
studies based on the experience of a single country may not represent the effect of diversity 


