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Strategic Financial Management

Objectives

» To acquaint the students with concepts of Financial management

from strategic perspective and

» To familiarize various Techniques and Models of Strategic Financial

Management.

Unit-1

Financial Policy and Strategic Planning -Strategic Planning
Process — Objectives and Goals - Major Kinds of Strategies and Policies -
Corporate Planning — Process of Financial Planning —Types of Financial
Plan - Financial Models - Tools or Techniques of Financial Modeling -
Uses and Limitations of Financial Modeling -(Applications of Financial
Models - Types of Financial Models - Process of Financial Model

Development.
Unit -1l

Investments Decisions under Risk and Uncertainty - Techniques of
Investment Decision - Risk Adjusted Discount Rate, Certainty Equivalent
Factor, Statistical Method, Sensitivity Analysis and Simulation Method -
Corporate Strategy and High Technology Investments.

Unit -1l

Expansion and Financial Restructuring - Corporate Restructuring -
Mergers and Amalgamations - reasons for Merger, Benefits and Cost of
Merger — Takeovers - Business Alliances - Managing an Acquisition -

Divestitures - Ownership Restructuring - Privatisation - Dynamics
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of Restructuring — Buy Back of Shares - Leveraged Buy-outs (LBOs) -

Divestiture — Demergers.

Unit-1V

Leasing - Importance, Types, Tax Considerations, and Accounting
Considerations — Evaluation of Lease from the point of view of Lessor
and Lessee — Lease versus Buy Decision - Venture Capital - Concept
and Developments in India - Process and Methods of Financing - Fiscal

Incentives.

Unit-V

Financing Strategy - Innovative Sources of Finance - Asset Backed
Securities - Hybrid Securities namely Convertible and Non-Convertible
Debentures, Deep Discount Bonds, Secured Premium Notes, Convertible
Preference Shares — Option Financing, Warrants, Convertibles and

Exchangeable Commercial Paper.
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UNIT -1

Unit Structure

Lesson 1.1 - Financial Policy and Strategic Planning
Lesson 1.2 - Corporate Planning
Lesson 1.3 - Financial Planning

Lesson 1.4 - Financial Modeling

Lesson 1.1 - Financial Policy and Strategic Planning

Learning Objectives

After reading this chapter you should be able to:

Define the terms strategy, financial planning and Policy
Explain the process of Strategic planning

Evaluate the relationship between strategy and Policy

vV VvV V V

Evaluate various models in‘financial planning
Financial Policy and Strategic Planning

Today most business enterprises engage in strategic planning,
although the degrees of sophistication and formality vary considerably.
Conceptually, strategic planning is deceptively simple: Analyze the current
and expected future situation, determine the direction of the firm, and
develop means for achieving the mission. In reality, this is an extremely
complex process which demands a systematic approach for identifying and
analyzing factors external to the organization and matching them with the

firm’s capabilities.
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Planning is done in an environment of risk and uncertainty.
Managements cannot be sure what the external as well as the internal
environment will be even next week, much less several years from now:
Therefore, management make assumptions or forecasts known as planning
premises about the anticipated environment. Some of the forecasts become
assumptions for other plans. For example, the gross national product
forecast becomes the assumption for sales forecast, which in turn becomes

the basis for production planning and so on.

Strategies and policies are closely related. Both give direction, both
are the frame works for plans, both are the basis of operational plans, and

both affect all areas of managing.

Strategy and Policy

The term “strategy” (which is derived from the Greek word
strategies, meaning ‘general”) has been used in different ways. Authors
differ in at least one major aspect about strategies. Some writers focus on
both the end points (purpose, mission, goals, objectives) and the means of
achieving them (policies and plans). Others emphasize the means to the

ends in the strategic process rather than the ends per se.

Policies are general.statements or understandings which guide
managers thinking in decision making. They ensure that decisions fall
within certain boundaries. They usually do not require action but are
intended to guide{managers in their commitment to the decision they

ultimately make:

The essence of policy is discretion. Strategy on the other hand,
concerns the direction in which human and material resources will be

applied in order to increase the chance of achieving selected objectives.
Strategic Planning Process
Although Specific steps in the formulation of the strategy may vary,

the process can be built, at least conceptually, around the key elements

which are as follows:
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Inputs

The various organizational inputs are the goal inputs of the

claimants.

Enterprise Profile

The enterprise profile is usually the starting point for determining
where the company is and where it should go. Thus, top managers
determine the basic purpose of the enterprises and clarify the firm’s
geographic orientation, such as whether it should operate in selected
regions, in all states in the United States, or even in different countries. In

addition, managers assess the competitive situation of their firm.

Orientation of Top Managers

The enterprise profile is shaped by people, especially top managers,
and their orientation is important for formulating the strategy. They set
the organizational climate, and they determine the direction of the firm.
Consequently, there values, their preferences, and their.attitudes toward
risks have to be carefully examined because they have an impact on the

strategy.

Purpose and Objectives

The purpose and the major objectives are the end points towards
which the activities of the enterprise are directed. Since the previous
chapter dealt with these topics at length, additional discussion here is

unnecessary.

External Environment

The present and future external environment must be assessed in
terms of threats and opportunities. The evaluation focuses on economic,
social, political, legal, demographic, and geographic factors. In addition,
the environment is scanned for technological developments, for products
and services on the market, and for other factors necessary in determining

the competitive situation of the enterprises.

Notes
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Internal Environment

Similarly the firms’ internal environment should be audited and
evaluated in respect to its weaknesses and strengths in research and
development, production, operations, procurement, marketing, and
products and services. Other internal factors important for formulating
a strategy include that the assessment of human resources, financial
resources, and other factors such as the company image, the organization
structure and climate, the planning and control system, and relations with

customers.

Alternative Strategies

Strategies alternatives are developed on the basis of an analysis
of the external and internal environment. An organization may pursue
many different kinds of strategies. It may specialize or concentrate, as the
South Korean Hyundai Company did by producing lower-priced cars (in
contrast to General Motors, for example, which has a complete product

line ranging from inexpensive to luxurious cars).

Alternatively, a firm may diyversity, extending the operation into
new and profitable markets. Sears not only is in retailing but also provides

many financial services.

Still another strategy is to go international and expand the operation
into other countries. The multinational firms provide many examples. The
same chapter also examines joint ventures, which may be an appropriate
strategy for some firms have to pool their resources, as illustrated by
the joint:venture of General Motors and Toyota to produce small cars in

California.

Under certain circumstances, a company may have to adopt a
liquidation strategy by terminating an unprofitable product line or even
dissolving the firm. But in some cases liquidation may not be necessary
and a retrenchment strategy may be appropriate. In such a situation the

company may curtail its operation temporarily.

These are just a few examples of possible strategies. In practice,

companies, especially large ones, pursue a combination of strategies.
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Evaluation and Choice of Strategies

The various strategies have to be carefully evaluated before the
choice is made. Strategic choices must be considered in light of the risks
involved in a particular decision. Some profitable opportunities may not
be pursued because a failure in a risky venture could result in bankruptcy
of the firm. Another critical element in choosing a strategy is timing.
Even the best product may fail if it is introduced to the market at an
inappropriate time. Moreover, the reaction of competitors must be taken
into consideration. When IBM reduced its price of its PC’s as are action
to the sales success of Apple’s Macintosh computer, firms producing IBM-
compatible computers had little choice but to reduce their prices as well.
This illustrates the interconnection of the strategies of several firms in the

same industry.

Medium and Short-Range Planning, Implementation, and Control
Although not a part of the strategic planning process and short-

range planning as well as the implementation of the plans must be

considered during all phases of the process. Control must.also be provided

for monitoring performance against plans. The importance of feedback is

shown by the loops in the model.

Consistency and Contingency

The last key aspect of the sttategic planning process is testing for

consistency the preparing for contingency plans.
Major Types of Strategies and Policies

For a business enterprise and, with some modification, for other
kinds of organizations as well), the major strategies and policies that give
an overall direction to operations are likely to be in the following areas.

Growth

Growth strategies give answers to such questions as these: How

much growth should occur? How fast? Where? How should it occur?

Notes
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Finance

Every business enterprise and, for that matter, any non business
enterprise must have a clear strategy for financing its operations. There are

various ways of doing this and usually many serious limitations.
Organisation

Organisational strategy has to do with the type of organizational
pattern an enterprise will use. It answers practical questions. For example,
how centralized or decentralized should decision-making authority be?
What kinds of departmental patterns are most suitable? How should
staff positions be designed? Naturally, organization structures furnish
the system of roles and role relationships that help people accomplish

objectives.
Personnel

There can be many major strategies in the area of human
resources and relationships. They deal with such topics as union relations,
compensation, selection, hiring, training, and appraisal, as well as with

special areas such as job enrichment.
Public Relations

Strategies- i -this area can hardly be independent; they must
support other major strategies and efforts. They must also be designed
in the light of the company’s type of business, its closeness to the public,
and its.susceptibility to regulation by government agencies. In any area,
strategies can be developed only if the right questions are asked. While
no set of strategies can be formulated that will fit all organizations and
situations, certain key questions will help any company discover what its

strategies should be. The right questions will lead to answers.

As examples, some key questions are presented below for two major
strategic areas: products or services and marketing. With a little thought,

you can devise key questions for other major strategic areas.
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Products or Services

A business exists to furnish products or services. In a very real
sense, profits are merely a measure-although an important one-of how
well a company serves its customers. New products or services, more than

any other single factor, determine what an enterprise is or will be.
The key questions in this area can summarized as follows:

What is our business?

Who are our customers?

What do our customers want?

How much will our customers buy and at what price?

Do we wish to be a product leader?

Do we wish to develop our own new products?

What advantages do we have in serving customer needs?

How should we respond to existing and potential competition?
How far can we go in serving customer needs?

What Profits can we expect?

vV Vv Vv V VvV V VvV V V V V

What basic form should our strategy take?
Marketing

Marketing strategies are designed to guide managers in getting
products or services to customers-and in encouraging customers to buy.
Marketing strategies are closely-related to product strategies; they must be
interrelated and mutually supportive. As a matter of fact, Peter Drucker
regards the two basic business functions as innovation (e.g., the creation
of new goods or services) and marketing. A business can scarcely survive

without at least one of these functions and preferably both.

The key questions that serve as guides for establishing a marketing

strategy are these:

» Where are our customers, and why do they buy?
» How do our customers buy?

» How is it best for us to sell?

Notes
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Do we have something to offer that competitors do not?
Do we wish to take legal steps to discourage competition?

Do we need, and can we supply, supporting services?

vV V V V

What are the best pricing strategy and policy for our operation?

Formulation of Strategies and Polices

Policy

The term policy is derived from the Greek word ‘politeia’ relating
to policy, that is citizen and Latin word ‘politis’ meaning polished, that
is to say, clear. According to New Webster Dictionary, policy means the
art or manner of governing a nation, the line of conduct which rulers of
a nation adopt on a particular question especially with regard to foreign

countries, the principle on which any measure or course of action is based.

While these descriptions of policy relate to any field, policy in
the organizational context is defined as “management’s expressed or
implied intent to govern action in the achievement of company’s aims”.
This definition, however, is at high level of abstraction and requires
simplification. It suggests that it -governs actions of people in the
organization but does not say how-the action is governed. Therefore, an

operational definition of policy’may be as follows:

A policy is a statement or general understanding which provides
guidelines in decision‘making to members of an organization with respect

to any course of‘action.

On the basis of this definition, following features of policy can be
identified:

1. A policy provides guidelines to the members of the organization
for deciding a course of action and, thus, restricts their freedom
of action. Policy provides and explains what a member should
do rather than what he is doing. Policies, when enforced, permit
prediction of roles with certainly. Since a policy provides guidelines
to thinking in decision-making, it follows that it must allow some

discretion; otherwise it will become a rule.
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Policy limits an area within which a decision is to be made and
assures that to decision will be consistent with and contributive
to objectives. A policy tends to pre decide issues, avoid repeated
analysis, and give a unified structure to other types of plans,
thus permitting managers to delegate authority and still retain
control of action. For example, if the organization has framed a
policy that higher positions in the organization will be filled by
internal promotion, the managers concerned can deal with the
situation in this light whenever a vacancy at higher level arises.
Thus organization gets assurance that higher positions are filled by

internal members without further control.

Policies are generally expressed in qualitative, conditional, or
general way. The verbs most often used in stating policies are to
maintain, to continue, to follow, to adhere, to provide, to assist, to
assure, to employ, to make, to produce, or to be. Such prescriptions
may be either explicit or these may be interpreted from the behavior
of organization members, particularly at the top level. When such
a behavior is interpreted as policy guideline it is normally known
as precedent that is what has happened in the past on a particular

issue if there is no clearly specified declaration.

Policy formulation is a function of all managers in the organization
because some form of guidelines for.future course of action is
required at every level. However, ‘higher the level of a manager,
more important is his role in“peolicy making. Similarly, policies
may exist in all areas of the organization from major organizational
policies to minor policies applicable to the smallest segment of the

organization.

A policy is somewhat a permanent feature of an organization.

It being a standing plan provides guidelines to managerial decisions.
Therefore, policies should be developed on a sound basis. If this is not

done, managers have to make decisions again and again.

However, what features constitute a sound policy cannot be

prescribed universallybecausessituations varyso greatly thatan organization
may differ in respect of a policy formulation and implementation from
others. However, the soundness of policy can be judged on the basis of

following criteria:

Notes
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Does it reflect present or desired organizational practices and

behaviour?

Is it clear, definite, and explicit leaving no scope for

misinterpretation?
Does it exist in the area critical to the success of the organization?

Is it consistent with other policies and does it reflect the timing

needed to accomplish the objectives?

Is it practical in a given existing or expected situation?

A sound policy will (i) specify more precisely how the decision will

come — what is to be done, who is to do it, how it is to be done, and when it

is to be finished; (ii) establish a follow-up mechanism to make sure that the

decision intended will take place and (iii) lead to new strengths which can

be used for decisions in future. Based on these questions and specifications,

some major characteristics of a sound policy can be identified as follows:

>

Relationship to Organisational Objectives. A policy is formulated
in the context of organizational objectives. Therefore, it tries to
contribute towards the achievement of these objectives. Therefore,
in formulation of a policy, those/functions or activities which do not
contribute to the achievement of objectives should be eliminated.
For example, if a poliey of filling higher positions from within
produces hindrance-in attracting talents at higher level but the
organization needs them, the policy can be changed because in the
absence of suitable manpower, the organization may not be able to

achieve\its objectives.

Planned formulation. A policy must be the result of careful and
planned formulation process rather than the result of opportunistic
decisions made on the spur of the movement. Since policies are
relatively permanent features of the organization, adhocism should
be avoided because it is likely to create more confusion. It is true it is
not possible to solve every problem in the organization on the basis
of policies because new situations may arise, however, for matters

of recurring nature, there should be well-established policies.

Clarity. As far as possible, policy should be clear and must not leave

any scope for ambiguity. If there is a problem of misinterpretation,
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the organization should provide the method for overcoming the
ambiguity. Further, policy provides some discretion for managerial
decisions but it should minimize the number of cases were decisions
are based on personal judgment. If this happens frequently, there
should be close scrutiny of the policy and suitable amendments
should be made.

Consistency. The policy should provide consistency in the
operation of organizational functions. Often the organization
formulates various functional areas and each function is related
to other functions of the organization. If the policy in one area is
inconsistent with another area, there may be conflict resulting into
inefficiency. This happens very frequently in functions. Therefore,
the formulation of policies should be taken in an integrated way so

that policies in each area contribute to other areas also.

Balanced. A sound policy maintains balance between stability and
flexibility. On the one hand, a policy is a long-term proposition and
it must provide stability so that members are well aware about what
they are required to do in certain matters. On the other hand, the
policy should not be so inflexible that it cannot.be changed when
the need arises. In a changed situation, the ‘old policy becomes
obsolete. Therefore, there should be a periodic review of policies
and suitable changes should be incorporated from time to time. The
changes may be in the form of addition, deflection, or substitution

of the existing policy.

» Must be in Writing. A policy may be in the form a statement or

it may interpreted by<the behavior of the people at the top level.
However, clearly-specified policy works better than the one which
has to be interpreted by the organization members. When the
policy is in writing, it becomes more specific and clear. It creates an
atmosphere in which individuals can take actions. A written policy
is easier to communicate through the organizational manuals.
However, written policy has certain disadvantages in the form
of being flexible, too much emphasis on written words and their
interpretation, and leakage of confidential policy. However, if the
policy has been formulated carefully, many of the dangers will be
overcome. Of course, confidential policies cannot be made part of

organizational manuals.

Notes
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» Communication. It is not just sufficient to formulate policies.
Unless they are communicated property to the persons concerned,
no meaningful purpose will be served. Therefore, a system should
be developed to communicate the policies to them who are to make
decisions in the light of those policies. While written policies can be
communicated easily, problems exist for communicating un written
ones. In such cases, there should be more frequent interaction

between policy framers and policy implementations.

Strategy

The term strategy is very well researched in management. The
word strategy has entered in the field of management more recently. It has
been derived from Greek work ‘strategos’ which means general. Therefore,
the word strategy means the art of general. And originated from military.
Strategy is not to be confused with tactics which is a short term response to
a problem or threat while strategy is a longterm process with well defined

goals and objectives. Learned etc., have defined strategy as follows:

“Strategy is the pattern of objectives, purposes or goals, stated in
such a way as to define what business-the company is in or is to be in and

the kind of company it is or is to,be”

Chandler is more explicit on the subject, when he defines strategy

as follows:

“Strategy‘.is the determination of basic long-term goals and
objectives of an enterprise, and the adoption of course of action and the

allocation of resources necessary for carrying out these goals".

If this view is taken, the scope of strategy becomes too broad
to include all managerial functions related with the achievement of
organizational objectives with the co-operation of others. Further, whether
strategy formulation should include objective determination also is not
agreed upon. For example, one view suggests that strategy is a way in which
the firm, reacting to its environment, deploys its principal resources and
marshals its main efforts in pursuit of its purpose. This is done in context
of organizational objectives. The controversy can be aside by identifying

two types of strategies; master, root, or grand strategy and competitive
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strategy. In face, the marshalling of resources is a type of competitive
strategy while master strategy may include objective formulation as well

as the resultant actions. Therefore, strategy can be defined as follows:

“Strategy is the determination of organizational objectives in the
light of environmental variables and determination of course of action and

commitment of organizational resources to achieve those objectives".

Based on these definitions of strategy, its following features can be
identified.

1. Strategy is the action of relating the organization with its environ-
ment, particularly the external environment, management and treats

an organization as part of a society consequently affected by it.

2. Strategy is the right combination of factors both external and
internal. Inrelatingan organization to its environment, management
must also consider the internal factors too, particularly in terms of
its strengths and weaknesses, that is, what it can do and what it

cannot do.

3. Strategy is a relative combination of actions. The.combination is to
meet a particular condition, to solve certain problems, or to attain
a desirable objective. It may take any. form; for various situations

vary and, therefore, require somewhat different approach.

4. Strategy may involve even centradictory action. Since strategic
action depends on envirenmental variables, a manager may take
an action today and may revise or reverse his steps tomorrow

depending on the situation.

5. Strategy is forward looking. It has to do orientation towards the
future, Strategic action is required in a new situation. Nothing
new requiring solutions can exist in the past, therefore, strategy is

relevant only to future. It may take advantages of the past analysis.
Strategy vs Tactics
It is desirable to make distinction between strategy and tactics so

that top-level managers concentrate more on strategic functions rather

than engage themselves in tactical functions. The major difference

Notes
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between strategy and tactics is that strategy determines what major plans

are to

be undertaken and allocates resources to them, while tactics is

means by which previously determined plans are executed. Beyond this

major difference, there are some other differences which can be better

understood by analyzing these words as used in military.

Therefore, from business point of view, the distinction between

strategy and tactics can be identified as follows:

Level of Conduct. Strategy is formulated at the top-level management,
either at the headquarter level or major divisional office level.
Tactics is employed at comparatively lower-level management. In
fact, tactics is derived from the strategy itself and works within the

parameters developed by it.

Periodicity. The formulation of strategy is both continuous and
irregular. The process is continuous but the timing of decision is
irregular as it depends on the appearance of opportunities, new
ideas, management initiative, and other non-routine factors. For
example, information collection which may form the basis of
strategy formulation is a regularprocess but when the decision on
the information will be taken“is not sure and, therefore, irregular.
Tactics is determined by, wvarious organizations on a continuous
periodic basis. For example, budget preparation, a tactical exercise,

is a regular feattre:

Time Horizon. Strategy has a long-term perspective, specially the
successful strategies are followed for long periods. However, if the
particular strategy does not succeed, it is changed. Thus depending
on the situation, strategy may have flexible time horizon; however,
emphasis is on long term. On the other hand, time horizon of
tactics is short term and definite. Moreover, the duration is mostly
uniform. For example, budgets are prepared at regular time
intervals and for comparatively short period of time. Deployment
of resources, a part of strategy, is a decision committed for very

long period, being investment in plant and machinery.

Information Needs. Formulation of strategy as well as tactics requires
the use of certain information. However, the type of information

required for two elements differs considerably. In the case of
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strategic decisions, mangers require more information. Moreover,
some assumptions are made about the nature of environmental
factors. In fact, strategic decisions are made under the condition of
partial ignorance because managers do not have all the information
about the environment. Tactical decisions are taken basically on
the information generated within the organization, particularly

from accounting and statistical sources.

5. Subject Values. The formulation of strategy is affected considerably
by the personal values of the persons involved in the process.
For example, what should be the objective of the organization; a
strategic decision us affected by the personal values of the person
concerned. On the other hand, tactics in normally free of such
values because this type of decision is taken within the context of

strategic decisions.

6. Importance. Strategic decisions are more important for the
organizational effectiveness as they decide the future course of the
organization as a whole. They decide the nature of the organization.
On the other hand, tactical decisions are less important because
they are concerned with specific part of the organization. This
difference, though simple, is quite important because once a
strategy fails, the organization requires considerable time to recoup

its position.

Though these differences between strategy and tactics are there,
often in practice, two are blurred. At one extreme, the differences between
the two are quite clear, but atthe other end, these differences may not
hold good because tactics is'generated by strategy and can be called as
sub strategy. Moreover, what is one manger’s strategy may be a tactics for
another manager. For example, strategies are developed at the corporate
level in the planning process. Sub-strategies within this strategy may then
be pursued by various divisions of the organization. Thus what might be
considered as tactical plans at the corporate level may be termed as the
division level strategy. Thus depending on the level of the organization, an
action may be strategic or tactical. Therefore, the managers have to find
out their positions and decision context and must emphasizes on strategic

decisions.

Notes
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Role of Strategies and Policies

Strategies and policies are important in all types of organizations-
business or non-business, public sector or private sector, small or large, in
developed countries or underdeveloped countries. The systems approach of
management suggests interaction of an organization with its environment
on continuous basis. This interaction can better be maintained through
formulation of suitable strategies and policies. In fact, the function
of formulation of strategies and policies has become so important that
it is equated with total top management function because it is the top
management which is primarily responsible for organizational adaptation

to the needs of environment.

Careful strategies and policies play a significant role in the success
of an organization. If we look at the Indian industrial scene over the last
generation or so, we find that great names like Martin Burn, Jessops,
Andrews have touched the rock bottom, while total unknowns few years
ago like Reliance, Larsen and Tourbo, etc., have touched gigantic heights.
Similarly, companies like Hindustan Lever, ITC Limited, TISCO, TELCO,
have maintained their high profile. There are numerous such examples of
good companies in the Indian scene-as'well as the world over which have
been successful because they have adopted suitable strategies and policies.
This happens because strategies-and policies contribute in several ways in

managing an organization; the more important of them are as follows:

1. Framework for planning. Strategies and policies provide the
framework for plans by channeling operating decisions and often
predeciding them. If strategies and policies are deployment of
organizational resources in those areas where they find better
use. Strategies define the business area both in terms of customers
and geographical areas served. Better the definition of these
areas, better will be the deployment of resources. For example, if
an organization has set that it will introduce new products in the
market, it will allocate more resources to research and development

activities which is reflected in budget preparation.

2. Clarity in Direction of Activities. Strategies and policies focus on
direction of activities by specifying what activities are true to be

undertaken for achieving organizational objectives. They make the
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organizational objectives more clear and specific. For example, a
business organization may define its objective as social objective.
But these definitions are too broad and even vague for putting them
into operation. They are better spelled by strategies which focus on
operational objectives and make them more practical. For example,
strategies will provide how profit objective can be sharply defined
in terms of how much profit is to be earned and what resources
will be required for that. When objectives are spelled out in these
terms, they provide clear direction to persons in the organization
responsible for implementing various courses of action. Most
people perform better if they know clearly what they are expected

to do and where their organizational is going.

Looking into the role of strategy and policy, Ross and Kami have
suggested that “Without a strategy the organization is like a ship without a
rudder, going around in circles. It is like a tramp; it has no place to go. They
ascribe most business failures to lack of strategy, or the wrong strategy,
or lack of implementation of a reasonably good strategy. They conclude
from their study that without appropriate strategy effective implemented,

failure is a matter of time".

Formulation of Strategies and Policies

Formulation of strategies and policies is a creative and analytical
process. It is a process because particular functions are performed in a
sequence over the period of time. The process involves a number of
activities and their analysis to arriveat a decision. Though there may not be
unanimity over these activities;particularly in the context of organizational
variability, a complete progess of strategy and policy formulation can be

seen from the following figure.

The process set out above includes strategy formulation and its
implementation, what has been referred to as strategy and policy. The
figure suggests the various elements of strategy formulation and process
and the way they interact among themselves. Accordingly the various
elements are corporate mission and objectives, environmental analysis,
corporate analysis, identification of alternatives, and choice of alternative.
Up to this stage the formulation is complete. However, implementation
is closely related with formulation because it will provide feedback for

adjusting strategy or policy.

Notes
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A brief discussion of each element will be helpful to understand the

problems involved in each.

v

Environmental

Analysis
|

l

Organisational
mission and
objective

—>

A

A

Alternatives > —> Implementation —» Review and

Choice of

alternatives

Control

2 A A

A

Corporate Analysis

Personal Values and

expectations

Corporate Mission and Objective. Organisational mission and
objectives are the starting point of strategy and policy formulation.
As discussed earlier, mission is the fundamental unique purpose
of an organization that séts it apart from other organizations and
objective is the end-result which an organization strives to achieve.
These together provide the direction of which other aspects of the

process will'be taken up.

Environmental Analysis. The second aspect of the process is the
environmental analysis. Since the basic objective of strategies and
policies is to integrate the organization with its environment, it must
know the kind of analysis. The process of environmental analysis
includes collection of relevant information from the environment,
interpreting its impact on the future of organizational working, and
determining what opportunities and threats-positive and negative
aspects- are offered by the environment. The environmental
information can be collected from various sources like various
publications, verbal information from various people, spying, and
forecasting. The process of environmental analysis works better if
it is undertaken on continuous basis and is made an intrinsic part

of the strategy formulation.
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3. Corporate Analysis. While environmental analysis is the analysis

of external factors, corporate analysis takes into account the
internal factors. These together are known as SWOT (strengths,
weaknesses, opportunities and threats) analysis. It is not merely
enough to locate what opportunities and threats are offered by
the environment but equally important is the analysis of how the
organization can take the advantages of these opportunities and
overcome threats. Corporate analysis discloses strengths and
weaknesses of the organization and points out the areas in which
business can be undertaken. Corporate analysis is performed by
identifying the factors which are critical for the success of the
present or future business of the organization and then evaluating
these factors whether they are contributing in positive way or in
negative way. A positive contribution is strength and a negative

contribution is a weakness.

Identification of Alternatives. Environmental analysis and corporate
analysis taken together will specify the various alternatives for
strategy and policy. Usually this process will bring large number of
alternatives. For example, if an organization is strong in financial
resources, these can be used in many ways, taking.several projects.
However, all the ways or projects cannot be ;selected. Therefore,
some criteria should be set up to evaluate each alternative.
Normally the criteria are set in the light of organizational mission

and objectives.

Choice the Strategy and Policy. The identification and evaluation of
various alternatives will\narrow down the range of strategies and
policies which can_seriously be considered for choice. Choice is
deciding the acceptable alternative among the several which fits
with the organizational objectives. Normally at this stage personal
values and expectations of decisions-maker may also play an
important role in strategy and policy formulations. This happens
because in one way, the organizational objectives reflect the personal

philosophy of individuals particularly at the top management level.

Implementation. After the strategy and policy have been chosen,
they are put to implementation, that is, they are put into action.
Choice of strategy and policy is mostly analytical and conceptual

while implementation is operational or putting them into action.

Notes
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Various factors which are necessary for implementation are design
of suitable organization structure, developing and motivating
people to take up work, designing effective control and information
system, allocation of resources etc., When these are undertaken,
these may produce results which can be compared in the light
of objectives set and control process comes into operation. If the
results and objectives differ, a further analysis is required to find
out the reasons for the gap and taking suitable actions to overcome
the problems because of which the gap exists. This may require
a change in strategy and policy if there is a problem because of
the formulation inadequacy. This puts back the managers at the

starting point of the strategy and policy formulation.

Summary

There are different definitions of strategy. A comprehensive one
refers to the determination of basic long-term objectives and of courses
of action and allocations of resources to achieve these aims. Policies are
general statements or understanding which guides managers’ thinking in
decision making. Both strategies and policies give direction to plans. They
provide the framework for plans and-serve as a basic for the development

of tactics and other managerial activities.

Major kinds of strategies and policies need to be developed in areas
such as growth, financeyorganization, personnel, public relations, products
or services, and- marketing. Professor Porter identified three generic
competitive strategies related to overall cost leadership, differentiation,

and focus.

To implement strategies effectively, mangers must communicate
the strategies and planning premises to all who should know them and
must make sure that the plans contribute to and reflect the strategies and
goals they serve. Mangers also must review strategies regularly, develop
contingency strategies, and be sure that the organization structure of the
enterprise fits its planning program. Mangers need to make, learning about

planning and implementing strategy an ongoing process.

Planning premises are the anticipated environment. They include

assumptions or forecasts of future and known conditions. Effective
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premising requires proper selection of premises, development of
alternative premises for contingency planning, provision for consistency,

and communication of the planning premises.

Once the creative and analytical aspects of strategy formulation
have been settled, the managerial priority is one of converting the strategy
into operationally effective action. Indeed a strategy is never complete,
even as formulation, until it gains a commitment of the organisation’s
resources and becomes embodied in organizational activities. Therefore,
to bring the result, the strategy should be put to action because the choice
of even the soundest strategy will not affect organizational activities and
achievement of its objectives. Therefore, effective implementation of

strategy is a must for the organization.

%%
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Lesson 1.2 - Corporate Planning

Learning Objectives

After reading this chapter you should be able to:

Define Corporate Planning
Identify different types of Corporate Planning
Construct the process of Corporate Planning.

Distinguish between Over-Capitalization and Under Capitalization

vV Vv V V V

List the cause and effect of over capitalization and under

capitalization.

Corporate Planning

The concept of corporate planning has in recent years gained
wide currency in management liferature. Its connotation is somewhat
overlapping with the concept of strategic planning. It is, therefore necessary
that the scope of corporate.planning and strategic planning should be

clearly understood.

Simply stated, corporate planning is a comprehensive planning
process which: involves continued formulation of objectives and the
guidance‘of affairs towards their attainment. It is a systematic of the
objectives of an organization or corporate body, determination of
appropriate targets, and formulation of practical plans by which the
objectives could be achieved. It is undertaken by top management for the
company as a whole on a continuous basis for making entrepreneurial (risk-
taking) decisions systematically and with the best possible knowledge of
their probable outcome and effects, organizing systematically the efforts
and resources needed to carry out the decisions, and measuring the results
of these decisions against the expectations through organized systematic
feedback.

www.FirstRanker.¢bdm



» FirstRanker.com

Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

The object of corporate planning is to identify new areas of
investment and marketing. Initiating new projects, new courses of action,
and analyzing past experience are the subject-matter of corporate planning.

Thus, it implies

(a) the imposition of a planning discipline on the present operations

of the business, and

(b) a reappraisal of the business and of the corporate planning
competencies to the most profitable uses. Innovation is the core
of such planning. At the same time it ensures that managers are
continually measuring their performance against the company’s
long-term profit and market objectives, evaluating alternative
methods of reaching the goals, and keeping in touch with changes

in the market and in technology.

Elements of Corporate Planning

The comprehensive nature of the corporate planning process lies
in that operational planning, project planning and strategic planning are
its constituents. Let us examine the nature and scope‘of each of these

constituents.

It is essential for every business firm to manage its ongoing
operations efficiently to keep the business a flot in the market with which
it is familiar. Operational planning is necessary so as to ensure that changes
in the market situation for the existing product line do not adversely affect
the earnings of the firm. Thus, ‘operational planning involves study of
the market conditions for the existing range of products to maintain and
improve the position of the firm in the face of competition. It is essentially
a short-term exercise and deals with the existing product, market and

facilities.

The degree of uncertainly in operational planning is of a low order;
the time span of discretion is short; choice not alternatives is relatively
simple. But the firm can ill-afford to ignore long-term changes in the
product markets. It has to look for new markets for the existing product,
develop new products, create a market for the same, and utilize the

existing facilities and expertise to meet new requirements. Considerations

Notes
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such as these characterize project planning, which is a forward looking
exercise concerned with new markets, new products and new facilities.
Project planning, therefore involves a greater degree of uncertainty, and
demands a higher order of judgement on the part of planners due to the

risks involved.

Strategic planning refers of a unified, comprehensive and integrated
plan aimed at relating the strategic advantages of the firm to the challenges
of the environment. It is concerned with appraising the environment in
relation to the company, identifying the strategies to obtain sanction for one
of the alternatives to be interpreted and communicated in an operationally
useful manner. Thus, strategic planning provides the framework within
which future activities of the company are expected to be carried out.
Compared with project planning, the time span of discretion in strategic
planning is much longer, the degree of uncertainly and corresponding
risks involved are much greater, and judgment to be exercised is more

important.

In as much as strategic planning determines the future direction of
a company, corporate planning is essentially based on strategic planning,
and at the same time takes care of project planning and operational
planning. Thus corporate planning is described as a formal systematic
managerial process, organized by responsibility, time and information, to
ensure that operational planning, project planning and strategic planning
are carried out regularly to enable top management to direct and control
the future of the enterprise. It follows that corporate planning is concerned
with determination of objectives and developing means to achieve the

objectives. It may encompass both short periods as well as long periods.

The time span depends on how far ahead a company wants to
forecast and to plan, which, in turn, depends upon the nature of business
that the company wants to be in and commitment of resources required for
it. For instance, in the modern heavy engineering industry, commitment
of resources is generally required for a fairly long period-10-15 or 20
years. In the ready-made garment industry, on the other hand, resource
commitment is for a very short period, generally required for a fairly long
period -10, 15 or 20 years. In the ready-made garment industry, on the
other hand, resource commitment is for a very short period, generally one

year, so that operations may be adapted to changing fashions and taste.
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Therefore, corporate planning in an engineering enterprise will
involve long-term considerations regarding market demand, technology
and such other factors. It will have a short time horizon in the case of
garment industry. Longtime horizon in view, generally five years or more.
Corporate planning in capital-intensive industries is always associated
with long-range planning. Besides, corporate planning is concerned with
the existing products in existing markets as well as new products and new
markets. Long-range planning essentially takes care of only the existing

products in existing markets.

Why is Strategic Planning Necessary?

A variety of reasons may be adduced to justify business policy or
strategic planning. One justification is that it has been found useful in
practice. Research studies, based on the experience of companies and
executive viewpoints, have indicated that strategic planning contributes
positively to the performance of enterprises. Studies made by Igor Ansoff
and his associates. Eastlack and Mc Donals David Herold have revealed
that companies which had undertaken formal strategic planning not only
outperformed the non-planners on most measures of. success (return
on equity, growth of sales, earning per share, and value of the firm), but
significantly outperformed their own past resultsas well, besides, the
companies that used strategic planning were.able to predict the outcome

of planning much better than others.

Malik and Karger in their{analysis of the performance of 38
chemical/drug, electronics and machinery firms found that in nine out of
13 financial measures (sales volume, earnings per share, net income, etc)
tirms having “formal, integrated, long-range planning” far outperformed
those doing it informally. Investigations have also shown that strategic
planning can isolate the key factors in an industry and thus help companies

plan their strategies more effectively.

Executive viewpoints on the contribution of strategic planning to
the success of firms were sought in a survey conducted by Ramanujam,
Camillus and Venkatarman. The survey conducted 200 executives of
US corporations. Their collective view clearly indicated that strategic
management has been a significant and critical factor in determining

their individual and organizational success, As high as 887 p.c., of the
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respondents were of the view that reducing emphasis on strategic planning
would be detrimental to their long-term performance. Again 70.6 p.c.
of the respondents stated that they had improved the sophistication of

strategic planning systems in their organisations.

Apart from the empirical evidence in support of strategic planning,
it is justified on several other grounds. With fast changing environment
of business and industry —product-market conditions, by which future
opportunities and problems can be anticipated by company executives. It
enables executives to provide necessary direction for the enterprise, take

full advantage of new opportunities and minimize the attendant risks.

Secondly, with clear goals and direction provided for the future,
employees in general and mangers in particular can better perceive the
ways and means of achieving the corporate objectives consistently with the
individual and group aspirations. This is conducive to greater harmony
and goal congruence. Moreover, formal strategic planning focuses on
problems of the total enterprise, not just functional problems in the
marketing, finance or HRM areas. Persons exposed to strategy formulation
thus develop a breadth of understanding and undergo change of attitudes

in the process.

Strategic planning s ‘likely to be beneficial particularly in
organsiations when there-is.a long time lag between managerial decisions
and the results thereof. Thus, for instance, if research and development
efforts take severaliyears to finally design and manufacture a new product,
events in the intervening period may nullify the outcome of the R&D effort
based on the original decision. Strategic planning enables management to
improve'the chances of making decisions which will stand the test of time,
and revising the strategy on the basis of monitoring the progress of R & D

and the changes in product market conditions.

Thus, the advantages of a systematic approach to strategic planning

and management may be said to include

(a) providing necessary guidance to the entire organsiation about what

is expected to be achieved and how

(b) making managers more alert to new opportunities and potential
threats
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(c) unifying organizational efforts leading to greater harmony and

goal congruence
(d) creating a more proactive management posture

(e) promoting a constantly evolving business model so as to ensure

bottom-line success for the enterprise and

(f) providing the rationale for evaluating competing budget requests
for steering resources into strartegy-supportive and results-

producing areas.

However, it would not be true to contend that strategic planning
alone invariably leads to success. Achievements of corporate enterprises
are caused by multiple factors: adequate resources, competent managers,
specialist services, product-market conditions, and so forth. Strategic
planning is a necessary, though not sufficient, condition for success. But
is makes a difference. Executives who engage in formal strategic planning
are likely to be more effective in achieving their objectives than those who

do not.
Benefits of Strategic Planning

Formulation and implementation of strategies which constitute
the two main aspects of strategic management may be expected to yield

several benefits.
1. Financial Benefits

On the basis of empirical studies and logical analysis it may be
claimed that the impacti of strategic management is primarily that of
improved financial performance in terms of profit and growth of firms
with a developed strategic management system having major impact on

both planning and implementation of strategies.
2. Enhanced Capability of Problem Prevention

This is likely to result from encouraging and rewarding subordinate
attention to planning considerations, and mangers being assisted in their
monitoring and forecasting role by employees who are alerted to the needs

of strategic planning.
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3. Improved Quality of Strategic Decisions Through Group Interaction

The process of group interaction for decision-making facilitates
generation of alternative strategies and better screening of options due to
specialized perspectives of group members. The best alternatives are thus

likely to be chosen and acted upon.

4. Greater Employee Motivation

Participation of employees or their representatives in strategy
formulation leads to a better understanding of the priorities and operation
of the reward system. Also there is better appreciation on their part of the
productivity-reward linkage inherent in the strategic plan. Hence goal-

directed behaviour is likely to follow the incentives.

5. Reduction Resistance to Change

The benefit of acceptability of change with minimum resistance is
also likely to follow the participative process of strategy making as there
is greater awareness of the basis of choosing a particular option and the
limits to available alternatives. The uncertainty which is associated with

change in also eliminated in the process and resistance.

Negative Effects of Strategic Planning

While the benefits of strategic management are well recognized,
alongside the positive behavioural consequences of group-based strategic

decisions, there are certain unintended negative effects as well:

a. The process of strategic planning and management as a formal-
ized system is naturally a costly exercise in terms of the time that
needs to be devoted to it by mangers. But the negative effect of
mangers spending time away from their normal tasks may be quite
serious. For defaults on the part of managers in discharging their
operational responsibilities may be irreparable. This eventual-
ity may of course be guarded against. Mangers may be trained to
schedule their activities so as to devote adequate time for strategic
work without cutting down the time they have to devote to normal

operations.
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b. Another type of unintended negative effect may arise due to the
non-fulfilment of participating subordinates expectations leading
to frustration and disappointment. For instance, subordinates who
have been involved in strategy making at some stages may expect
that their participation will be solicited in other areas too, which
again may not happen. Such eventualities may be unavoidable. So
mangers need to be trained to anticipate disappointments, minimize
the impact and respond constructively to the sense of frustration

that may on occasions be experienced by subordinates.

c. A third dysfunction or unintended effect of strategic management
relates to the risk of participants shirking the responsibility of inputs
in the decision-making process and the conclusions subsequently
drawn. This may happen if those associated with the formulation
of strategy are not intimately involved with the implementation
of strategy. Hence, assurances with the outcomes and results of
strategic decisions should be limited to the performance that can

be achieved by the strategy-makers and their subordinates.

Strategic Planning in Small Business Firms

Is it worthwhile for managers of small business firms to engage
in the strategic planning exercise? No doubt the size of an organization
can make a significant difference in the nature and scope of planning.
Small firms generally have a few products or services to offer, mainly
because their resources and capabilities are limited. Usually they do not
have formal procedures to moniter the environment, make forecasts, or
evaluate and control the existing strategy. Managerial personnel in such
tirms are mostly trained om-the job. Thus, they tend to rely on experience
as a guide, rather than on systematic, specified procedures. In many cases,
the firms are owned and managed by family members, relatives and close

friends.

Obviously, because of their differentiating characteristics, the
planning process in small firms is bound to be less systematic and explicit as
wellasless formal. Thestrategic planning model suited tolarge organizations
may serve the purpose of a guideline, but it cannot be adopted by small
firms with the same kind of detailed and complex analyses. However, it
may be useful for managers of small firms to realize that strategic planning

does not necessarily have to be an expensive, complex exercise or involve
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the use of quantitative data, nor does it need to be a formal exercise. It
may be undertaken on a modest scale focusing on only the steps which
are relevant to the firm’s needs. Gilmore has suggested in more concrete
terms that, in smaller companies, strategy should be formulated by the top
management team at the conference table. According to him, “Judgement,
experience, intuition and well-guided discussion are the key to success,

not staff work and mathematical models".

Another point to be kept in view is that strategic planning may
serve as a learning process. Managers of small firms may progressive come
to know more about the capabilities and limitations of the firm as well as
about the opportunities and threats in the environment. They can become
increasingly more familiar also with the environment. They can become
increasingly more familiar also with the process of strategic planning itself,
which can become more formal and sophisticated over time as managers

develop the necessary skills.

Thus, for strategic planning in small business, it is essential for

managers to realize that

(a) to start with strategic planning need not be a complex, formal

process, and

(b) it has its usefulness‘also”as a learning process. Further, as a rice
has observed, strategic planning is frequently easier to accomplish
in small companies, for once developed, strategies can be clearly
communicated to, and understood by, all personnel which ensure

effective implementation of the strategies.

Robinson, who conducted survey of 101 small retail, service nand
manufacturing firmsin USA over a three-year period, reported a significant
improvement in sales, profitability and productivity of those firms which
engaged in strategic planning when compared to firms without systematic

planning activities.
Strategic Planning in Not-for-profit Organisations
Non-Profit organisations, by definition, differ from profit-

oriented business organisations. There are diverse types of not-for-profit

organisations in India as in other countries, including research institutions,
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hospitals, educational, social, cultural, and political organisations, trade
unions, and the like. In spite of this diversity, however, certain common
charatertics are noticeable in such organsiations that distinguish them
from business firms. Generally, their output consists of services of an

intangible nature which are not amenable to direct measurement.

The influence of their clients or customers is often limited.
Many of these organisations are funded by way of grants and donations
from Government and public trusts. Discretionary powers of internal
management team are thus subject to the overall regulation of the funding
bodies. The personnel of some organisations like research institutes, social
and cultural organisations, often are committed more to their profession
or to a cause or ideal. Their allegiance to the organization is thereby
weakened. Rewards and punishments are subject to restraints due to
the intangible nature of services, external funding and the professional

commitments of employees.

Because of these characteristics of not-for-profit organisations,
partly because of their diversity inter se, and since strategic planning
techniques have developed out of the experience of large business
enterprises, top management of not-for-profit organisations are said to be
less likely to engage in strategic planning. Wortman in his study in the
American context found that such organisations tended to be managed
much more in a short-term operational sense than in a strategic sence.
According to Hofer and Schendel alse. “There is some evidence that
some of these organisations have no strategies at all". Rather, they seem
motivated more by short-term budget cycles and personal goals than by
any interest in re-examining their purpose or mission in the light of altered

environmental circumstances.

Capitalisation

The capital structure or the capitalization of an undertaking refers to
the way in which is long-term obligations are distributed between different
classes of owners and creditors. The capitalization of an enterprise depends
on its expected average net income. From the view point of investors, the
yield on the securities which have been issued should be comparable to
the yields of other securities which are subject to the same kinds of risk.

The rate at which prospective earnings are capitalized will vary, for it is a
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subjective measure of risk and would, therefore, be different for firms in
different fields of business activity. If the income is expected to be regular,
the rate would be lower than that for a highly speculative venture. It would
be higher for a new venture than for one which is well established. It would
be different for the same firm under different conditions of trade. It would
be low then business conditions are brisk, and high when they are slack,

for then a greater risk is involved in capitalization.

The need for capitalization arises in all the phases business cycle.
Estimation of total funds of capital arises in the initial stages to start
the business unit. The requirement, Land & Building etc. Funds are also
needed to meet the working capital through which raw materials, cash,

components and stocks are provided.

At the time of growth stage, finance in needed for expansion,
introducing technology, modernization programmes. Hence arrangement

of capital in made through proper planning.

Thought the firm enjoys highest reputation, goodwill and credit
worthiness at the saturation stage, it has to diversify its products to stay
on in the market. Product diversification, improvement in the existing
products requires huge sums of money; this can be arranged through

reorganizing the capital structure.

Now, the existing period is identified “Era of mergers, acquisitions
and Joint venture’{The economy has influenced mergers of big giants in
the country. Ex: Hindustan Levers with Brooke Bond India Ltd. and many
others. the success of Mergers of the companies in European Countries
encouraged the Indian Corporate to have same type of business policies.
This increases the potentiality of business establishment to economies
their scale of operation. Even at this stage, the concept of Capitalization in
extensively used. This provides an acceptable formula for exchange their
businesses terms and restructure the capital for its effective and efficient

usage.
Theories of Capitalization

Identifying the requirement of capitalization, it is referred as

determination of the value through which a company has to be capitalized.
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This helps the management in deciding number of securities that are to be
offered, the appropriate mix that has To be designed between the debt and
Equity. The final decision on this matter will be made by considering two

popular Capitalisation Theories: They are

Cost Theory

Under this theory, the total value of the Capitalisation is calculated
by taking the total cost of acquiring fixed assets and the current assets.
In a real life situation, the amount of capitalization for a new business is
arrived at, by adding up the cost of fixed assets, the amount of working
capital and the cost of establishing the business (Plant & machinery, land
and building, cost & raw materials, Preliminary expenses, floatation cost

of shares & debentures etc.

Cost theory helps promoters to find the total amount of capital
needed for establishing the business. According to Husband and Dockeray,
cost principle may appear to give an assurance that capitalization would, at

the best be representative of the value of the enterprise.

However, the cost theory has not been considered efficient base on

the following grounds:

i) It takes into consideration only thecost of assets and not the early

capacity of investments.

ii) Earnings of the company fluctuate when the asset becomes
obsolete or idle. This will.not be detected, if capitalization is made

on the basis of cost.

iii) Itis notsuitable for such companies where its earnings are varying.

Earnings Theory

Earnings theory stresses more on the earnings capacity of a business
unit. The worth of the company is not measured by capitalization but by
its earning capacity. According to this theory, the value of the company
(capitalization) is equal to the value of its earnings; Earnings are capitalized
at a representative rate of return. In case of a new company;, it will have to
estimate the average annual future earnings and the normal earnings rate

prevalent in the same industry. The approach of Earnings theory is the

Notes
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best method of capitalization for the existing companies. It may not be

suitable for new companies, as the estimation of earnings is fairly a risky
and difficult task.

For Example: If a new company estimates that its annual average
earnings will amount to a sum of the X 1, 00,000, white the companies in
the same industry are earnings a return of 20% on their capital employed,
the amount of capitalization for the company would be.

Advantages

This method correlates the value of a company directly with its
earning capacity. Earnings theory acts a check on the costs of establishing
new companies.

Disadvantages

The process of estimating earnings for a new company is very
difficult. A mistake committed at the time of estimation the earnings will
be directly influencing the amount of capitalization.

Over-Capitalisation

Meaning: A business is said.to be over-capitalised when:

» Capitalisation-exceeds the real economic value of its assets:
» A fair return is not realized on capitalization; and

» Business has more net assets than it needs.
Example of overcapitalized situation

Balance Sheet

Liabilities Amount () Assets Amount ()
Equity capital 10 Fixed Assets 22
Debentures 15 Currents Assets 13
Current Liabilities 10

35 35
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In the above example, the component of equity capital is more in
relation debt; equity ratio. The long term funds are not optimally deployed
on fixed assets. A porting of long term fends is allocated to current assets.
The current liabilities are not sufficient to meet the requirement of current
assets. Hence, it is inferred that, the available funds are not judiciously

utilized.

Over- capitalization may be considered to be in the nature of
redundant capital. It is generally found in companies which have depleted
assets such as oil and mining concerns. This condition is commonly
known as “water stock” A company is said to be over-capitalised when
the aggregate of the par value of its shares and debentures exceeds the
true value of its fixed assets, in other words, over-capitalization takes
place when the stock is watered or diluted. It is wrong to identify over-
capitalization with excess of capital, for there is every possibility that an

over-capitalized concern may be confronted with problems of illiquidity.

The correct indicator of over -capitalization is the earnings of the
company. Over- capitalization does not imply a surplus of funds any more
than under-capitalization indicates a shortage of funds. It is quite possible
that the company may have more funds and yet have low earnings. Often,
funds may be inadequate, and capitalization. The ‘average distributable
income of a company may be insufficient to pay the contract rate of
return on fixed income securities elsewhere. Over-capitalization may take

place when:

» Prospective income is over-estimated at the start;

» Unpredictable circumstances reduce down the income;
» The total funds requires have been over-estimated;

» Excess funds are not efficiently employed;

» The low yield makes it difficult for a firm to raise new capital,

particularly equity capital;
» The market value of the securities falls below the issue price;

» Arbitrary occasions are taken on the charges against income arising

form depreciation, obsolescence, repairs and maintenance;

» The low yield may discourage competition and this limited

competition becomes a social disadvantage.

Notes
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Over-capitalization may go unnoticed during the period business

flourishers and may be encouraged by prosperity. However, it may be

productive of ill-consequences when the distributable income diminishes

under the pressure of declining demand and falling prices.

Causes

The causes of Over-capitalization are:

Difference between Book Value and Real Worth of Assets:
It is possible that a company may have purchased its assets at a
value which is higher than their real worth. This gap between the
book value and the real worth of assets may account for over-

capitalization.

Promotional Expenses: There is a possibility that promoters may
have charged exorbitant promotional expenses for their services in
creating the corporation. This excessive charge may be a cause of

over-capitalization.

Inflation: Due to inflationary conditions a corporation might have
acquired assets at high prices. Inflationary conditions precipitate
over-capitalization which affects new as well as established

corporations.

Shortage of Capital: 'when faced with a shortage of funds, a
company may bofrow high rates of interests which is bound to

result in excessive fixed charges.

Depreciation Policy: Inadequate provision for depreciation,
obsolescence or maintenance of assets may lead to over-
capitalization, and this is bound to adversely affect the profit-

earning capacity of a corporation.

Taxation Policy: High corporate tax may discourage corporation
from implementing programmes of replenishment, renewals and

renovations, as a result of which their profitability may suffer.

Dividend Policy: Some corporations adopt a lenient dividend
policy in order to gain popularity with their stockholders. However,
such cash-down payments in the form of dividends weakens their
liquidity position. Their valuable resources are likely to be frittered
away and, as a result, they may find themselves in a state of over-

capitalization.
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8. Market Sentiment: Company may be tempted to raise security

floatation in the market in order to create a favourable market
sentiment on the stock exchange. While doing so, it may be saddled
with the issue of unwarranted securities which are of no practical
value to it. As a result, it becomes over-capitalised and the burden

of its liabilities is unnecessarily inflated.

Under-estimation of Capital Rate: If the actual rate at which a
company’s earnings are capitalised, the capitalization rate is under-

estimated, and this results into over-capitalization.

Advantages

The management is assured of adequate capital for present

operations.

If conserved, an Excess of capital may preclude the necessity of
financing sometime in the future when capital is needed and can be

obtained only with difficulty.

Adequateamount of capitalhasabeneficial effect onan organization’s

morale.

Appropriate level of capitalization gives added flexibility to the

corporation’s operation.

Losses can be more easily observed without endangering the future

of the corporations.

The reasonable rate of profits tends to discourages possible

competitors.

Disadvantages

When Stock is issued in excess of the value of the assets received, a
company’s stock is said to be “watered”. Watered stock may arise by

the issued of stock in any of the following ways.

a) For over-valued property or services;
b) Asa bonus;
c) For cash at less than the par or stated value of the stock;

d) As a stock dividend when the surplus of the corporation is not

offset by actual assets of at least an equal amount. If known

Notes
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to be watered, stock has a market value which is lower than it
would enjoy if it were not watered — until the “water” has been
“squeezed out” (until sufficient assets have been acquired from

earnings to offset the excess of stock.

There is the possibility of stockholders’ liability to creditors in case
a court should conclude that the stock was heavily watered, that the
corporation did not receive “reasonable” or “proper” value for the
stock. This liability would attach only to such stock as was received
as a result of an unreasonably excessive valuation of properties or

services given in exchange for such stock.

There may be a possible difficulty of raising new capital funds. This

may be obviated. However, by the use of “no-par” stock.

In some States, the rate of the annual franchise tax depends on the
amount of outstanding stock. Large capitalizations in such states

may attract correspondingly large franchise taxes.

There is a tendency to raise the prices of a company’s products and/
or to lower their quality. This may be partly or wholly forestalled,
however, by competition and would apply more to public utility
services than to others, for public utility rates are based, in part,

<« 3> .
upon a “reasonable” return on capital.

Over-capitalization may include a failure, and the failure of a

corporation may-bring about an unhealthy economic situation.

The ethical atmosphere of a business is not improved by over-

capitalization.

Thetalmost necessary “rigging” of the market for the securities
which first offered to the public usually results in market value
losses to the investors after this support is removed. (This is not to
condemn the legitimate support of the market in the above-board

tloatation of a security issue).

There may be an inability to pay interest on bonds (when bonds
constitute a large portion of the capitalization of an over-capitalised

company).
Injury to creditworthiness.

Decline in the value of securities.
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12. Possible loss of orders because of inability to expand.

13. Temptation for the management to juggle with depreciation,
obsolescence, maintenance, and reserve accounts in order to appear

to be making a profit and possible in order to pay a dividend.
14. Possible injury to goodwill in case a necessary reorganization.
15. The holders of securities may be dissatisfied.

16. The business may give way to its competitors through its inability

to obtain funds for expansion.

Effects of Overcapitalization

Over-capitalization has some effect on the corporation, its owners,

consumers and the society at large.

1. On Corporation: The market value of the corporations stock
falls and it may find it difficult to raise new capital. Quite often,
artificial devices such as the reduction in depreciation, curtailment
in maintenance, etc., are made use of to cover over-capitalization.
But this only aggravates the evil of over-capitalization. The credit
of the company is adversely affected. The company may appear
to be in a robust, healthy condition, even though it may have lost
its vigor and vitality and may collapse at any time because of the

uneconomic financial condition from which it suffers.

2. On Owners: Owners who have a real stake in the corporation are
the biggest losers. Because of a fall in the market value of its shares,
shareholders are not-is a position to dispose of their holdings
profitably. Moreover, because of a fall in dividends, shareholders
lose heavily. They develop the feeling that the corporation is funded

on shifting sands.

3. On Consumers: A corporation cannot resist the temptation of
increasing the prices of its products to inflate its profits. At the
same time, there is every possibility that the quality of the product

would go down. The Consumer may thus suffer doubly.

4. On Society: over-capitalized concerns often come to gr5ief in the
course of time. They lose the backing of owners, customers and

society at large. They suffer multi-pronged attacks from various

Notes
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sections of society. They are not in a position to face competition.
No wonder, therefore, that they gradually draw closer to a situation
ordering liquidation. While the existence of such corporation
cannot be justified, their extinction would cause irreparable

damage to society.

Remedies

Over-capitalization is not easily rectified, chiefly because the

factors which lead to it in the first place do not entirely disappear.

In many cases, over-capitalization and excessive debts co-exist

and an attack on one often involves the other. Indeed, a correction of the

former usually involves the latter. With this co-relationship in mind, it

may be said that correction of over-capitalization may involve one or more

of the following procedures:

1.

Reduction in Funded Debt: This is generally impossible unless the
company goes through re-organization. Funds have to be raised
for the redemption of bonds; and the Sale of large quantities of
stock, presumably at low prices; would probably do more damage
than good. Moreover, the creation of as much stock as the bonds
retired would not reduce’ the total captilisation. A true reduction
in capitalization can.be effected only if the debts are retired from

earnings.

Reduction in Interest Rate on Bonds: Here again, without a
through re-organization, it would probably not be practicable
toteffect a reduction in the interest rate on bonds. A refunding
operation, however, might be performed; but the saving in interest
payments on the lower-rate refunding bonds would hardly offset
the premium the company would be forced to allow the bond-
holders in order to induce them to accept the refunding bonds; and,
moreover, this procedure would not really reduce capitalization.

However, it would alleviate the situation.

Redemption of Preferred Stock, if it carries a High Dividend
Rate: Funds for redemption would probably have to come from the
sale of common stock sufficient to increase somewhat the earnings

from the Common stock, even if this common stock is increased
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substantially. If, however, the preferred stock is cumulative, and if
dividends on such stock are in arrears, this avenue of escape would

appear to be a “dead-end street”

4. Reduction in par value of Stock: This is a good method but is
sometimes impossible because of the stockholders’ tenacious belief
in the importance of par value. If the stockholders are convinced of
the desirability of the move, it might be somewhat effective, though

not nearly as much as the reduction in high fixed.

5. Reduction in Number of Shares of common Stock: This likewise
is a good method but, again, is difficult of implementation because
of the average stockholders’ unwillingness to turn in several shares
in order to receive one, thought it does happen occasionally. Since
this procedure does not Decrease the stockholder’s proportionate

interest in the equity, it is sometimes used.

In some cases, several of these methods may be used, but unless a
company goes through re-organization (a rather complicated an legally

involved affair), the consent of the Security-holders should be obtained.

Under-Capitalisation

Under - Capitalization is the reverse-of over-capitalization. It
should not be confused with a condition implying a lack of funds. It merely
refers to the amount of outstanding stock. It does not pose an economical
problem in adjusting the capital structure. The condition is not as serious

as that of over-capitalization and its remedies are much easily applied.

Under-capitalization comes about as a result of:

» Under-estimation of future earnings at the time of promotion; and

/ or

» An unforeseeable increase in earnings resulting From later

developments;

» Under-capitalisation exists when A company earns sufficient
income to meet its fixed interest and fixed dividend charges, and is
able to pay A considerably better rate on its equity shares than the

prevailing on similar shares in similar businesses.

Notes
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Example of undercapitalized situation

Balance Sheet

Liabilities Amount () Assets Amount ()
Equity capital 10 Fixed Assets 40
Debentures 25 Currents Assets 10
Current Liabilities 15

50 50

In the above example, the component of equity is substantially
lesser than in relation to debt: equity ratio. The size of debt is more. Total
long term funds are enough to meet the capital Expenditure requirement.
The management has used short term funds for long Term purposes and
assuming huge amount of risk, as a result, profitability of the firm would
be more. Hence it is inferred that, the available funds are put to use more

aggressive to earn substantial profit.

At this stage, the real worth of the assets exceeds their book value,
and the rate of earnings is higher than corporation is ordinarily able to
afford. Bonneville and Dewey observe that when a corporation is earning
an extraordinarily large return onits outstanding stock, it is said to be under
capitalised. Husband and Dockeray express the view that, in a quantitative
sense, on the most productive basis; qualitative under-capitalisation exists
when in sufficient, provision is made for funds to operate on the most
productive basis;’qualitative under-capitalisation exists when insufficient
provision is-made for funds to operate on the most productive basis;
qualitative under-capitalisation, however, is found whenever values are
deliberately carried on the books of accounts in an amount that is less
than the value of the assets.

Causes
The causes of Under-Capitalisation are:
1. Underestimation of earnings: It is possible that earnings may be

under-estimated, as a result of which the actual earnings may be
much higher than those expected.
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Efficiency: A Corporation may have optimally utilized its assets
and enhanced its efficiency by exploiting every possibility of
modernization and by taking the maximum advantage of market

opportunities.

Under-estimation of Funds: It may take place when the total

Funds required have been under-estimated.

Retained Earnings: Because of its conservative dividend policy a
corporation may retain the earnings which might have accumulated

into a mass of savings. This is bound to improve its financial health.

Windfall Gains: Companies which can afford to continue to
operate during the period of depreciation may find their earnings
are unusually high when they enter the boom period. This shift
from an adverse business cycle to a prosperous one may under-

capitalise the corporation.

Indulgence in Rivalries: Under indulgence in rivalries flowing
from unusually high earnings may tempt an organization to embark
upon speculative activities in the hope that it can easily survive its
ill effects; for if speculative activities turn out to be unfavourable,

its earlier earnings are likely to be washed away.

Taxation: Because of excessive earnings, corporations are exposed

to a heavy burden of taxation.

The effects of under-capitalisation are:

1. Labour Unrest: Employees are often organized and become

conscious of the fact that the corporation is making enormous
profits. They feel that they have a legitimate right to share in these
profits. In other words, they develop the feeling that the y are not
adequately paid and that the corporation is reluctant to pay what is
their legitimate due. This generates a feeling of hostility on the part

of he employees, and leads to labour unrest.

Consumer Dissatisfaction: Consumers feel that the unusual
earnings of the corporation could have been utilized by effecting a

price reduction or by improving the quality of the product.

Notes
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Government Interference: The Government generally keeps a
watchful eye on under-capitalised concerns which earn abnormal
profits. It may, at the instance of dissatisfied consumers, employees
and investors, intervene in the affairs of such corporations and may

even nationalize them.

Need for short term funds: A corporation may have to resort
frequently to short-term credit and may even seek additional long-

term funds without much notice.

Slow down of expansion programmes: Adaptability to charged
circumstances may be impaired and expansion programmes may

slow down.

Temptation to raise Fresh equity: Enormous earnings on equity
Shares may result in an increase in market price and the company

will be tempted To raise new Capital.

Competition: The prospect of enormous earnings may generate
competition which may adversely affect the profitability of a

corporation.

Share Prices: Higher prices of shares may restrict the market and
shares may be traded at prices.below those justified by the usually
high earnings.

Disadvantages

The Stogk'would enjoy a high market value, but would limit its
marketability and may cause wide (though not necessarily relatively
wide) fluctuations in market prices. In many cases, this may not be

considered a disadvantages.

Owing to its limited marketability, the stock may not enjoy as high

a market price As its earnings justify.

A high rate of earnings per share may encourage potential

competitions to enter the market.

In view of the high rate of earnings, employees may become
dissatisfied. Dissatisfaction would probably reduce their efficiency

and have other undesirable effects.
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In view of the high rate of earnings, customers may feel they have
been overcharged. Except possibly in public utility undertakings,
this is not an entirely justifiable point, for competitors might easily

enter the field and force reductions in price.

If a company is an extremely large one and virtually controls
the industry, its enormous earnings per share may encourage
competitors or the Government to bring suit against it under the

Anti-trust laws.

Depending on the nature of excess profit taxes, if any, the company

may lose by under-captiralisation.

Remedies

Under-capitalisation is easily remedied. It may be done by one or

more of the following methods.

Stock Split - up: The Corporation may offer the stockholders
several shares of new stock for every share of the old. If there is a
par value, it must be reduced to correspond with the increase in the
number of shares, for by this method the capitalstock account is not
affected. With this increase in shares and reduection in par value per
share the rate of earnings will not be changed, but the earnings per
share will be very substantially decreased. The effect is much more
apparent than real, for the capitalization is not increased, though

the earnings per share are reduced.

Increase in par Value.of -Stock: If the surplus is large or can be
made larger (by revaluing assets upward, or otherwise), the
corporation might offer the stockholders new stock for the old,
the new stock to carry a higher par value. This would not reduce
the earnings per share, but it would reduce the rate of earnings
per share. This method, however, is seldom used, partly because
it would not improve the marketability factor. If it were desired
to go further, the corporation could offer the stockholders a stock
split-up and an increase in par value. This would reduce both the
earnings and the rate of earnings per share Value enormously. This

method, however, is very radical and is almost never used.

Notes
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3. Stock Dividend; If the surplus is large or can be made larger, the
corporation might declare a dividend payable in stock. This would
not affect par value per share, but would increase the capitalization
and the number of shares. Both the earnings per share and the Rate
of earnings per share would reduce. This is probably the most used

method and the most easily effected.
OverTrading

According to Leslie R. Howard, the term overtrading means
expansion of production and sakes without adequate financial support. If
a company finds itself on an Easy market. It may increase its production
and sales to meet a ready demand. Reasonable and even comparatively
large profits are made. In order to take full advantage of the favourable
conditions, profits and ploughed back into the purchase of new plant and
machinery, Storage facilities or otherwise, so depleting liquid resources.
Creditors are made to await settlement as further raw materials are
purchased or fininshed goods are procured for direct re-sale. Meanwhile
production costs increase, particularly wages, and these make further

demands on cash resources while settlement is awaited for debtors.

The time lag between the purchase of raw materials, the period
required for work in progress,“the ultimate sale of the finished product
and the final settlement-by debtors, are often under-estimated and a
company consequently€an find itself in a difficult position with Regard to
liquid resources. Sometimes further capital may be raised, but where such
action is resorted to, in a period of overtrading, funds may not easily be

forthcoming due to the unhealthy appearance of the balance sheet.

Furthermore, it is not so easy for small companies to raise additional
capital, Likewise where overtrading has taken place, in all probability,
the bank may already have arranged for overdraft facilities and may be
unwilling to oblige without adequate security. In any case it is not the
custom of the bands to grant financial assistance to companies For any

protracted length of time.

They consider that more permanent means of financing should be
resorted to. Overtrading is not a firm is forced, though lack of adequate

liquid resources, to extend the period of credit taken from its suppliers
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beyond the terms agreed, which can be explicitly defined or implied for
allowed payment patterns. Although a narrow definition, it does serve to
highlight the combination of circumstances that can lead to overtrading.
The most common feature of a firm overtrading is too narrow a capital
base from which a rapid expansion of sales takes place. While the firm
remains at normal growth rates, the owners can exercise tight control
over the collection of trade debts, any increase in liquidity being met by

retained profits.

If, however changes in demand occur and the firm’s product
becomes sought after, the owners will often try to meet the increased
market without arranging additional capital resources, either of a short-or
long-term nature. In the words of Thomas Budd, Overtrading results from
an attempt to do a greater amount of business than the capital investment
warrants. Overtrading takes place when a corporation business than the

capital investment warrants.

Overtrading takes place when a corporation expands beyond its
legitimate scale of operations and does not have sufficient cash resources
to meet the level of activity. The corporation may plunge.into the disaster
of trading into expansion programmes in an untimely fashion. Like too
much of air in the balloon it is likely to be overblown,. The size is unduly
increased, the margin of safety is excessively.inflated, a sense of strain is
created and the corporation is likely to collapse suddenly like an overblown

balloon whose capacity to blow further is exhausted.

Causes

1. Inflation: Inflation raises the hope for the corporation to flourish
further. In the anxiety to earn more profits, it may buy assets and
properties at exorbitant prices and trade in heavily. Heavy funds
may get locked up into the business and the corporation may get
sandwiched for paucity of funds. Further, in order to keep the on-
going operations, heavy renewals and replacements are undertaken.
The corporation thus finds it very difficult to come out of the trap

unscathed.

2. Excess Inventory: As the level of activity grows, large stocks

of inventories have to be piled up to facilitate a smooth flow of

Notes
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materials or to help proper production planning and control. Stocks
gradually get swollen and neither the corporation can use stocks
profitably in it are neither production nor can it release them for
sale. The work-in-progress also gets accumulated and large funds

are once again tied up in them.

Taxation: A corporation may distribute fabulous dividends to
appease the stockholders and to give way to the profits earned by
it. It should be remembered that high earnings do not necessarily
mean greater availability of cash resources. With the distribution of
dividends in cash, cash resources may get depleted. Coupled with
this is the additional burden of heavy taxes that the corporation
is required to pay on account of unusually high earnings. A
corporation thus suffers doubly and its cash resources come to an

end sooner or later.

Depletion of Working Capital: The working capital may be
depleted as a result of untimely repayment of long-term loans,
excessive dividend payments, purchase of fixed assets or even as
a result net trading losses. The depletion of working capital is the
cause that leads to overtrading(of activity. The corporation does

not realize that its legs are not long enough to reach the ground.

Creditors increase more rapidly than debtors as the corporation
may find it difficult to pay creditors on due dates and reduce the

amount of outstanding Creditors.

There may be an increase in bank loans and other borrowings due

to the excessive locking up of funds in current assets.

Fixed assets may be purchased out of short-term borrowings. The
current ratio may be two and the turnover rations may be very

high. Similarly, there may be a fall in the working capital ratio.

There may be a progressive fall in liquid resources and in the overall

ability of the corporation to raise funds.

A corporation may find it difficult to pay its wage and salary
bills and tax payments may fall in arrears on account of its poor

bargaining capacity in the market.
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6. Due to excessive holding of stocks, the corporation may prefer to
sell its products at throw-away prices. This may result into trading

losses.

7. The corporation will lose credit with the creditors and suppliers
may encourage them to draw bills. Often it may not be able to

honour them which may result into loss of goodwill.

8. The corporation may go out of the way to collect the payment from
the debtors. It may offer them heavy discounts and sustain loss
by prompt payment. Debtors may feel embarrassed by this overt
attitude of the corporation to pressure up collection of payments

from the.

9. A corporation may defer the projects of assets or replacement of
equipment due to shortage of funds. This may affect efficiency of

the corporation adversely.

Remedies

It is advisable for the corporation to move into the reverse gear.
The corporation should realize that it has stretched its legs too far and
should be willing to trace its steps backward. It should reduce the level of
activity an curtail unnecessary ramifications. If-there is no scope for the
corporation to retrace its steps backward, it may do well to sell the concern

so long as it is in a working condition, as,“prevention is better than cure”.

The commercial banks may be called on to help by granting of an
overdraft sometimes, further capital may be raised, but where such action is
resorted to in a period of overtrading, funds may not easily be forthcoming
due to the unhealthy appearance of the balance sheet. Likewise, where
overtrading has taken place, in all probability, the banks may have earlier
arranged for overdraft facilities may therefore, be unwilling to oblige

without adequate security.

The banker detects signs of overtrading with the following symptoms:

a) Longer credit and/or shorter credit than in customary in that
particular trade.
b) Longer credit and/or shorter credit than is customary for the

borrower.

Notes
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¢) “Hand-to-mouth” operation of bank account.

d) High inventory turnover ratio.

e) Low current ratio.

f) High short-term profits inciting business to grow fast.
g) Profits-and not real profits.

h) Frequent cash shortages.

i) Heavy bad debts.

j)  Mounting pressures from creditors.

Under Trading

Under trading is the reverse of overtrading. It means inappropriate
utilization of resources. It takes place when Funds of the corporation
remain idle and are not being productively. In the words to Thomas Budd,
“When an enterprise is under trading, its stakes are rarely large. Under
trading is not as serious as overtrading” Under trading means, trading
is at a level which is far below the level ratio and high current ratio. If an
organization under trades, its installed capacity remains under-utilized.
The fixed overheads will be largely unrecovered and so the unit cost of
fixed expenses will be high inventory Carrying cost. A general climate of
lethargy inertia clouds the organization, which is most dangerous to its

survival and future growth.

Summary

The organization of ‘Business Policy’ or ‘Policy and strategy’ as a
tield of study for executives and students of management is based on the
experience of corporate enterprises and the history of success and failure
of business firms over time. Business Policy or strategy formulation is
the outcome of top management decisions bearing on the future of
ongoing enterprises. A formal approach to such policy-making requires

conceptualization and systematic application of knowledge and skill.

Strategic planning and management forming the core of business
policy study include top management responsibilities of defining the
business mission and objectives, formulation of strategic alternatives,
choice of strategy and its implementation. These responsibilities have made

it obligatory for individuals who occupy or aspire for higher executive
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positions to develop an understanding of ideas and realities in the total
organsiational context. The ability to sense what information is needed
and relevant and how it should be ordered to facilitate comprehensive
understanding involve scientific-analytical approaches to knowledge,
problems and decisions. But more than that it also involves the exercise of
informed judgement which is an art, and there is no certainty of outcome

of such judgement.

Plans are decisions and decisions require facts,. Facts about the
future are non-existent; consequently, assumptions concerning the future
must be substituted. Since future conditions cannot be forecast accurately,
the adaptability of plans is seriously, limited. This is particularly true of
plans which cover several years in advance since reliability of forecasting
decreases with time. On the other hand plans which cover a relatively short
period are highly reliable since both internal and external factors like wage
rates, prices, interest rates, and general business to offset the limitations
imposed by management’s inability to forecast future conditions is to im-
prove their forecasting techniques. Another way to overcome this limita-
tion is to revise plans periodically, say, every six months. The development
of variable plans which take changing conditions into consideration will
go a long way in eliminating this limitation. Variable budgets are examples

of management to change a plan once it has been made.

There are several reasons for this,-First, plans relating to capital
expenditures often involve colossal expenditure, and commitments for
funds are made months in advance ahdcannot readily be changed. Second,
in addition to advance arrangements regarding capital, management often
makes commitments for raw material and equipment prior to the time
when the plan is to be initiated. These commitments, if broken, may result
in serious problems. Third, management personnel are psychologically is
lack of co-ordination or indecision among personnel. Financial planning
affects each function in the organization, and to be effective, each function

should be co-ordinated in order to ensure consistency in action.

%%

Notes

WWAR .FirstRanker.com



:l » FirstRanker.com

A Firstranker's choice ) .
www.FirstRanker.com www.FirstRanker.com

Notes

Lesson 1.3 - Financial Planning

Learning Objectives

After reading this chapter you should be able to:

» Understand the need for financial planning
» Identify the steps in financial planning

» List the essentials of a sound planning policy
Importance of Financial Planning

One of the most important functions of the financial manager
is that of planning. In order to formulate plans, he must first know his
company’s immediate position. Like a doctor, he needs to know the
condition of his patient before prescribing a remedy. You would not
launch a financial weak company on'a programme of expansion and heavy
promotional activity any more than you would send out a patient with
a heart condition to do two hour of road work each morning. In other
words, plans must fit the financial capabilities of the concern. Planning
business finances and'carrying out financial plans is a continuous process

in the day-to-day administration of a business.

Financial planning is essentially concerned with the economical
procurément and profitable use of funds - a use which is determined
by realistic investment decisions. This approach requires a sensible
appraisal of the economic, industrial and share market patterns which
are likely to emerge as plans are developed and operationally assessed.
In this connection, G. D. Bond says: Whilst making profit is the mark of
corporation success, money is one energizer which makes it possible. The
aim in financial planning should be to match the needs of the company
with those of the investors with a sensible gearing of short-term and long-
term fixed interest securities. Ernest W. Walker and William H. Baughn
state that in view of the complex nature of the business enterprise today,

management places a great emphasis upon financial planning.
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The primary advantage accrued to financial planning is the
elimination of waste resulting from complexity of operation. For example,
technological advantages, higher taxes, increasing cost of social legislation,
fluctuations tend to cause management to exert wasteful effort. Financial
planning helps management to avoid waste by providing policies and
procedures which make possible a closer co-ordination between various
functions of the business enterprise. It aids the company in preparing
for the future. A firm which performs no financial planning depends
upon past experience for the establishment of its objectives, policies and
procedures. Since the company in which the firm operates is dynamic in
character, past experience cannot be relied upon in dealing with future
conditions. To plan effectively requires that forecasts be made of future
trends, and when these are used as a basis for plans, many unprofitable

ventures are eliminated.

A clearly developed financial plan, when made known to executives
at different levels of management, tends to relieve top management from
detailed financial plan, the lower echelons of management may often
develop their own policies an procedures, which would produce confusion
and waste such as loss of time, goodwill and financial resources. The
success or failure of production and distribution functions of firms hinges
upon the manner in which the finance functions of firms hinges upon the
manner in which the finance function is performed, and in many instances,
a single financial decision as the policy-making level determines the
success or planned before any action is taken. The objectives of a business
enterprise should be well-known to-the financial manager. On the basis of

these objectives, he can formulatehis financial plans.

But whatever the'financial plans, their ultimate objective is to
enable a firm to take such decision as would make it possible for it to
accomplish its goals and objectives. Palmer and Taylor recommend
that financial planning should be directed to aiding the management in
achieving its objectives and in implementing its policy. At the same time,
both the scope of the objectives and the nature of the policy may well be
limited by financial considerations. Gordon Donaldson observes that, as
the central integrating document for corporate strategy and action, the
financial plan should do more than include the best available information
about the economic and competitive environment in which the business

operates, and establish targets for the sales and profits to be achieved by

Notes
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certain dates. It should also promote the co-ordination of resources and
efforts to reach these target positions and form the basis for measuring

performance as the future unfolds.

Financial planning is one of the most important aspects of the
financial manager’s job. The success of an organization often depends
upon the information contained in a plan for future performance. Not
only should one plan the future with proper forecast and budgets, but one
should continually evaluate the performance of the firm in comparison with
past forecasts. Financial planning should achieve a total integration and
co-ordination of all the plans of the other functions of the firm. It should
estimate the resources that will be required to carry out the operations and
determine how far these resources can be generated by the firm itself and
how far they will have to be obtained externally. A system of control, on
the other hand, involves obtaining, processing and recording information
in such a way that it can be easily analyzed and thus highlights the areas in

which improvement may be effected in the operations of the firm.

The financial plan of a corporation should be formulated in the light
not only of present but of future developments as well. It should take into
consideration the present capital needs for fixed assets, working capital,
probable earnings, and requirements of investors; and it should anticipate
possibilities of later expansion; combination with other corporations,
higher or lower future interest rates, etc., All of these consideration resolve

themselves into a determination of:

1. The amount of capital to be raised;
2. Theform and proportionate amount of securities to be issued

3. DPolicies bearing on the administration of capital

Total financial planning has been defined as advance programming
of all the plans of financial management and the integration and co-
ordination of these plans with the operating plans of the other functions of
the enterprise. Henry Hoagland defines the financial plan of a corporation

as its pattern of outstanding stocks and bonds.

Financial planning is the responsibility of top level management.
One of the reasons for the high place in the authority ladder occupied

by financial mangers is the importance of planning, analysis and control
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operations for which they are responsible. Another reason why financial
authority is rarely decentralized or delegated to subordinates is that many
financial decisions are crucial for the survival of the firm. The issue of
stocks and bonds of a corporation must be so timed as to bring about
an integration and co-ordination of different plans. Plans invariable
depend upon the availability of funds for their successful implementation.
Financial planning is, therefore, a part of a larger planning process in an
organization. It is, in a way, an indication of the overall plan of a firm in

financial terms.

A financial plan generally describes a firm’s operating or commercial
activities, the investment it requires, and the sources of the funds to be
used all in a time-phased schedule. S.K. Bose points out that one of the
important ways in which some headway can be profitably made by a
firm is the use of mathematical model of a company which has an input
of various accounting and financial statistic, and an output of various
financial measurements of business performance and Performa financial
statements. Inputs may be sales forecasts, cash balances, debt structure
and the cost of production and output may be projections of profit-and-
loss statements, cash flow statements, balance sheets, sources and use of

funds, and various ratio analyses.

International financial planning must ‘be analyzed within the
context of a global plan to ensure that the financial aspects of strategic
planning are consistent with the basic'aims and philosophy of business,
its competitive posture in international markets, major opportunities and
risks, action programmes of the business and contingency strategies, if any.
Overseas capital budgeting projects must be analyzed within the general
global strategy questioning the basic assumptions of the strategy and its

general direction.

The financial ability to impose more explicit goals on the global
planning process and clear modes of analysis may help managers of the
multi-national enterprise to obtain a more clear view of ‘the woods’ rather
than ‘the trees’ Finally, placing international corporate finance decision-
making within the context of the strategic analysis may help counteract
some of the limitations of financial theory in the key area of integrated

financial planning.
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Step in Financial Planning

Establishing Objectives
Policy Formulation

Fore Casting

vV V V V

Formulation of Procedures

According to Ernest W. Walker and William H. Baughn, there are

four steps in financial planning:
Establishing Objectives

The financial objectives of any business enterprise is to employ
capital in whatever proportion necessary to increase the productivity
of the remaining factors of production over the long run. Although the
extent to which capital is employed varies from firm to firma, the objective
is identical in all firms. Business enterprises operate in a dynamic society,
and in order to take advantages of changing economic conditions, financial
planners should establish both short-term and long-run objectives. The

long-run goal of any firm is to use capital in the correct proportion.

Policy Formulation

Financial policies are guides to allactions which deal with procuring,
administering and disbursing the funds of business firms. These policies

may be classified into several broad categories.

i.  Policies; governing the amount of capital required for firms to

achieve their financial objectives.

ii. Policies which determine the control by the parties who furnish

the capital
iii. Policies which act as a guide in the use of debt or equity capital

iv. Policies which guide management in the selection of sources of

funds.

v. Policies which govern credit and collection activities of the

enterprise.
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Forecasting

A fundamental requisite of financial planning is the collection of
‘facts’ however, where financial plans concern the future, “facts” are not
available. Therefore, financial management is required to forecast the
future in order to predict variability of factors influencing the type of

policies the enterprise formulates.
Formulation of Procedures

Financial policies are broad guides which, to be executed property,

must be translated into detailed procedures. This helps the financial

manger to put planned activities into practice.

Characteristics of Financial Planning

Simplicity of purpose Planning Foresight
Extensive use Practical
Financial Contingency | Availability
Objectivity Timing
Comparison Maneuverability

Characteristics Uniformity Suitability

of Financial

Planning Flexibility Planning
Exceptions Communication
Conservative Implementation
Solvency Control
Profitability Cost
Varying risk Risks

Simplicity of Purpose

Henry Hoagland is of the view that a financial plan should be

drafted in terms of the purpose for which the enterprise is organized.
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No corporation, however, liberal its charter, should “shoot at the

horizon. It should be free from complexity.

Intensive Use: A wasteful use of capital is almost as bad as
inadequate capital. A financial plan should be such that it will provide
for an intensive use of funds. Funds should not remain idle, nor there any
paucity of funds. Moreover, they should be made available for the optimal

utilization of projects.
Financial Contingency

In fact, planning, as it is commonly practiced today, tends to
build in rigidities which work against a quick and effective response to
the unexpected event. Contingency planning or a strategy for financial
mobility should be brought into the open for a careful review. Every
business has objectives, the guide policy in their most basic form and
include survival, profitability and growth. Growth objectives that are
central to our philosophy of successful management may be expressed in
a variety of ways-sales, profits, market share, geographical coverage, and
productline; but they are all contingent on a continuous flow of funds which
make it possible for the management to implement decisions. Financial
contingency planning is a strategy-which a firm adopts in situations of
adversity. By proper planning,“a number of financial difficulties can be

minimized. The essential elements of a contingency plan are:

i.  To establish appropriate means to identify financial difficulties. In
other words, do not wait for financial difficulties to arise or until

they arise;

ii. “To assess measures that can be adopted if a financial emergency

materials.

iii. To indicate measures to be taken, by whom, when, in what

sequence, and with what priority.

iv. To attempt an effective sensitivity analysis to isolate variables this

can trigger off a financial crisis.
v.  To study past occurrences;

vi. To take such management control action as may be necessary. This

action may be;
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a. Time related Action: It encourages cash inflows and delays

cash outflows;

b. Volume-Related Action: It makes for the flexibility of
operations so that they may be increased or decreased as and

when necessary.

c. Scale-Related Action: This action enables a firm to change or
modify the extent of its commitment to a specific course of

action.

d. To maintain financial resources this can be immediately

utilized.

A business is operated under conditions of risk and uncertainty.
Some contingencies, therefore, are bound to materialize. A sound financial
plan should provide for some future contingencies. In this connection,
Henry Hoagland observes; “No business management can assume that it

will always have smooth sailing”

Objectivity

The figures and reports to be used for a financial plan should be
free from partiality, prejudice and personal bias. A lapse from objectivity
is undesirable; for it may mislead and make it.difficult if not impossible for

a firm to prepare a fact-finding plan.

Comparison

Figures and reports should be expressed in terms of standards of
performance. Financial executives often take intuitive decisions based
upon their personal opinions. These decisions are subjective. If standards
of performance, including those of past performance, are expressed, the
subjective element which is likely to creep into a financial plan can be

eliminated.
Uniformity
Figures and reports should be expressed in a manner which is

consistent with structure of the organization. All the costs incurred on or

for a given department may be included.
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Flexibility

The financial plan should be such that it can be made flexible, so that
it may be modified or changed, if it is expedient or necessary to do so. This
can be done by making a provision for valuable or convertible securities.
It would be better to avoid restrictive or binding provisions in debentures
and preferred stock. Flexible sinking fund provisions may be introduced
in debenture financing. There should be provision for substituting long-
term lease contracts. The use of debt financing may be minimized so that
may be maintained. It would be desirable, on the contrary, to resort to
equity financing. The environment or organizational structure of a firm
may; change from time to time. It is, therefore desirable to have a more
flexible.

Flexibility is an obvious necessity for the establishment of
meaningful standards for guiding operations and judging performance.
The economy in which the business firm operates is highly volatile.
Therefore, management should be ready to revise or completely change
the firm’s short-run objectives, policies, and procedures in order to take
advantages of changing conditions. Firms which fail to provide flexibility
often find that their share of the market has diminished and instead of
increasing their return, they find they have become marginal firms or are

experiencing financial difficulty
Exceptions

It should be desirable to indicate areas of diversion from the normal
established standards. Sometimes it is useful for financial executives to
know the-areas and the extent of deviations from actual performance. If
deviations are thrown up, they may be able to readily accept one of the

exceptions under abnormal circumstances.
Conservative
A financial plan should be conservative in the sense that the debt

capacity of the company should not be exceeded. Proper balance between

debts to equity trust is maintained.
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Solvency

The plan should take proper care of solvency because most of the
companies have failed by reason of insolvency. Henry Hoagland holds
the view that adequate liquidity will give to an organization that degree
of flexibility which is necessary for absorbing the stocks of its normal

operations.

Profitability

A financial plan should maintain the required proportion between
fixed charges obligations and the liabilities in such a manner that the prof-
itability of the organization is not adversely affected. The most crucial fac-
tor in financial planning is the forecast of sales, for sales almost invari-
ably represent the primary source of income and cash receipts. Besides,
the operations of a business are geared to the anticipated volume of sales.
The management should recognize the likely margins of error inherent in
forecasts; this recognition would enable it to avoid the hazards involved in
attaching a false accuracy to forecast data based on tenuous assumptions.
Moreover, the institutions in which different assumptions of key variable
can be reasonable made, it may be helpful to prepare several different fore-

casts, each employing a different basic assumption of key variables.
Varying Risks

A financial plan should providefor ventures with varying degrees of
risks so that it might enable a corporation to achieve substantial earnings
from risky adventures.

Planning Foresight

Foresight is essential for any plan of business operations so that

capital requirements may be assessed as accurately as possible.
Practical
A plan should be such that it should serve a practical purpose. It

should be realistic and capable of being put to intensive use. But a proper

balance between fixed and working capital should be maintained.
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Availability

The source of finance which a corporation may select should be
available at a given point of time. If certain sources are not available,
the corporation may even prefer to violate the principles of suitability.
Availability sometimes bears no relation to cost. A corporation cannot
always choose its source of founds. Availability of different kinds of funds
often plays an important part in a firm’s decision to use a debt or equity.

This aspect should be considered while formulating a plan.

Timing

A sound financial policy involves effective timing in the acquisition
of funds. The key to effective timing is correct forecasting. Experience
provides a fell of what is in the offing. Sometimes, it provides a sort of
hindsight. A sound financial policy implies not only a wise selection of
sources but also an effective timing thereof. But this would depend upon
the understanding of the management of how business cycles behave

during different phases of business operations.

Maneuverability

Besides these considerations, a firm has to have maneuverability.
Maneuverability is the direct result of a management’s adherence to the
financial structure which is acceptable to the business community; that
is, to creditors, stockholders, bankers, etc., Christy and Roden observe
that a firm’s ability to choose its source of finance, at its own discretion is
termed maneuverability. This maneuverability may have to be temporarily
comprommised, when the financial structure diverges from the prescribed
norms in situations of economic changes. It is necessary to choose a
financial plan which may control the crises that may develop from time
to time. It is well known that any financial plan should aim at a proper

balance between debt and equity.

This is essential to ensure that the stake of the entrepreneur in an
industry or a concern is substantial, so his handling of the affairs, financial
and others may be in its best interest. For an appraisal of the debt-equity
ratio, a clear definition of debt is necessary. The present practice of

excluding borrowings from core working capital is not sound. Further, it is
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necessary to set up certain norms for the purpose of comparison whenever
a proposal comes up. The norms need not be rigid for all industries for the
pattern of financing by financial institutions substantially influences the
debt-equity ratio. This is obvious, for most of the new ventures are floated

with a substantial assistance from financial institutions.

Suitability

This refers to distinguishing financing permanent financing
permanent asset requirements for long-term or equity sources from
financing asset needs from short-term sources. Suitability is a principle
of symmetry. It is time balancing between sources and uses of funds. Any
violation of suitability may expose a company to illiquidity one side and

low profitability on the other.
Planning

The development of a financial plan calls for good planning, i.e.,
making decisionsin advance about whatis tobe done in future. Programmes
and budgets have to be developed in production, marketing, personnel and
other functional areas of an organization. In formulating-the financial plan
of a corporation, several relationship which are fundamental to the success
of the plan must be observed. The following elements are fundamental to

the success of a plan.

1. Financial Pattern and conditions
Market conditions
Asset values

Earning capacity

Al

Control

A good financial planning is the best health insurance a corporation

may acquire.

Communication

Communication with outside parties, including investors and other

suppliers of funds, is an essential pre-requisite. The outside parties would
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then know that management is trying to control its business effectively
and what it is doing. This, too, is of some psychological advantage to the

firm.
Implementation

A firm should see to it that plans are actually carried out. The data
should be available with the plans at any level in detail and in a certain
frequency. This would enable a firm to take a timely and corrective action,

whenever necessary.
Control

The capital structure of a firm should be such as to ensure that
control does not pass into the hands of outsiders. For this purpose, the use
of debt financing may be encouraged. Moreover, stock should be broadly
distributed to facilitate the maintenance of control. Protective restrictions

on debt preferred stock, etc., should be reduced as far as possible.

Cost

The cost of capital is an important element in the formulation of
financial plan. There should be-a plan for the payment of old debentures
when finances are available at a cheaper rate. A firm’s average cost of
capital should be minimized. An excessive burden of fixed charges on its
earnings might inflate its cost of capital. It should, moreover, ensure that
its solvency is intact, so that its image in financial circles improves, and

funds become available to it on very reasonable terms.

Risks

There are different types of risks, but the financial manger is more
concerned about the financial risk which is created by a high debt-equity
ratio than about any other risk. If earnings are high, the financial risk
may not have much of an impact. In other words, if the economic risks of
business activities are reduced to the minimum, a firm may not be exposed
to financial risks. Its refinancing should be planned in such a manner that
the impact of risks is not seriously felt. For this purpose, the financial

manager may employ several types of securities each with different
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restrictions and benefits. Future changes in their relative positions may

occur to the advantages or disadvantages of the security-holders. This

situation is called “risk of dilution”. The financial manager should tailor

his firm’s financial plan to the various risks that may be inherent in it.

Estimating Financial Requirements

A forecast of financial requirements is the core of accounting

and financial decisions in a firm. There are three methods of projecting

financial requirements.

1.

The simple traditional method of approach to forecasting financial
requirements indicates a firm’s needs in terms of the number of
days for which its sales are tied up in an individual balance sheet
item. Itis a tie-in between forecasting sales and forecasting financial

requirements.

The second method involves an engineering analysis, which is a

combination of technical know-how and judgement.

The third method involves an operation analysis which is not
necessarily technical in nature and which- relies mainly on
judgement and on an understanding of the kinds of operations in

which a firm is engaged.

The following factors be considered- while estimating financial

requirements.

1.

Cost: The cost of finanice is an obvious consideration. It should be

the minimum.

Repayment Date: Due regard should be given to the period time
for which finance is required. A scheme should be drawn up which

fixes the repayment date of the debt.

Liquidity: Liquidity is an important consideration, as liquidity may

lead to insolvency

Interest Payment: Heavy interest charges are embarrassing and
should be kept at the desired level.

Notes
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Claim on Assets: Borrowings may result in a charge on the
assets and thus restrict their use. This may seriously impair the

maneuverability of the enterprise.

Control: Control is an important consideration for interference
is likely to be increased if many people are allowed to control the

company.

Risk: It is better not to launch risky projects, particularly if equity

finance is not available to the desired extent.

Availability: Financial planning can be affected only when finance

is available.

Seasonality: Financial requirements, influenced by seasonality
or growth, cannot be easily anticipated. There are, moreover,
unpredictable events strikes, product failure, changes in the supply
price, changes in technology or consumer tastes- which significantly

affect financial requirements.

Requirements: The financial manager should estimate the financial
requirements of his firm before he decides whether adequate
finance is available. For this purpose, he should consider marketing,
production and accounting estimates of reserve and costs, as
these are the starting.point for financial planning for purposes of

promotion.

Cost Initial Promotional Outlays: These include the cost of the
development of a product or a process, the cost of market surveys,
legal ~and incorporation expenditure, outlays on preliminary

contract, if any, and compensation for promotion.

Fixed Asset Needs: Fixed Assets need should be based on estimates

supplied by the production and engineering departments.

Current Assets: Current asset needs should be assessed on the basis
of estimated sales and production schedules or projections. Cost
budgets and inventory estimates should be prepared and customer

trade terms should be fixed.

Distribution Outlays: Distribution outlays should be estimated on

the basis of the distribution system to be adopted by an enterprise.
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For this purpose, the advertising commission of the intermediaries,

etc., should be taken in to account.

Gestation Period: Funds are needed to absorb initial operating
losses during the gestation period of an enterprise. It may be some

time before it reaches the “break-even” or pay its own way.

Margin of Safety: Contingent funds should be provided for a margin

of safety to take care of inaccurate projections or unforeseen events.

Need for Additional Funds: Financial forecasting involves the
relation of sales to assets and liabilities. The financial manager
should be able to anticipate the need for additional funds on the
basis of projected income statements, projected balance sheet, cash
budgets, statements of sources and uses of funds and such other

tools of financial forecasting.

Summary

Plans are decisions and decisions require facts. Facts about the

future are non —existent. Consequently assumption concerning the future

must be substituted. Working capital is all the more important for a small

concern. The policy of the lending banker has always'been to supplement

the borrowers” needs and not to meet the entire‘needs.

6% %
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Lesson 1.4 - Financial Modeling

Learning Objectives

Understand the concept of financial modeling
Understand different tools and techniques of financial modeling

Understand uses of financial modeling

vV V V V

Understand financial modeling process
Introduction

Financial modeling is the task of building an abstract
representation (a model) of a financial decision-making situation. This
is a mathematical model designed to represent (a simplified version of)
the performance of a financial asset or portfolio of a business, project, or
any other investment. Financial modeling is a general term that means
different things to different users;.the reference usually relates either to
accounting and corporate finance applications, or to quantitative finance
applications. In other words,-financial modeling is about translating a
set of hypotheses about.the behavior of markets or agents into numerical
predictions; for examiple, a firm’s decisions about investments (the firm
will invest 20% ofassets), or investment returns (returns on “stock A” will,

on average, be\10% higher than the market’s returns).
Types of Financial Models
Different types of financial models exist:

» Risk analysis models - used to analyze different types of risk

» Trading models - used in portfolio management and sales/trading

functions

» Portfolio allocation models - determine asset type and other

allocations within a portfolio.

» Financial Statements Projection Model.
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But the most commonly used type of a financial model, is the

financial statements projection model.

Financial statements projection model forecasts the company’s future

financial results and consists of:

» Income Statement
» Balance Sheet

» Cash Flow Statement
Tools and Techniques of Financial Modeling
Sensitivity Analysis

» How does the projection respond to different ‘shocks’?

» Important to know which variables and assumptions are most

influential in your model?
Scenario Analysis

» Measure outcomes of events with different influences.
» Often used to see best case and worst case:

» Used to establish a range of cash flows for the company, but does

not necessarily increase confidence-in ‘decision’
Monte Carlo Analysis

» Measures outcomes of events with random influences and assigns

probabilities based on frequency.

» Can run tens of thousands of potential scenarios in seconds
Uses of Financial Modeling
1. Accounting
In corporate finance, investment banking and the accounting

profession financial modeling is largely synonymous with cash flow

forecasting. This usually involves the preparation of detailed company
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specific models used for decision making purposes and financial analysis.

Applications include:

Business valuation, especially discounted cash flow, but including

other valuation problems

Scenario planning and management decision making (“what is”;

“what if ”; “what has to be done”)
Capital budgeting
Cost of capital (i.e. WACC) calculations

Financial statement analysis (including of operating- and finance
leases, and R&D)

Project finance.

2. Quantitative Finance

In quantitative finance, financial modeling entails the development

of a sophisticated mathematical model. Models here deal with asset prices,

market movements, portfolio returns and the like. A key distinction

is between models of the financial situation of a large, complex firm or

“quantitative financial management’, 'models of the returns of different

stocks or “quantitative asset pricing”, models of the price or returns of

derivative securities or “financial engineering” and models of the firm’s

financial decisions or “quantitative corporate finance”. Applications

include:

» Option pricing

» Other-derivatives, especially Interest rate derivatives and Exotic
derivatives

» Modeling the term structure of interest rates (short rate modeling)
and credit spreads

» Credit scoring and provisioning

» Corporate financing activity prediction problems

» Portfolio problems

» Real options

» Risk modeling and Value at risk.
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Disadvantages of Financial Modeling

» Some models might be too simple to be of any use.

» Every possible variable cannot be accounted in a financial model.

This may lead to misleading results.
» Producing an effective model may be time consuming.

» Modeling could prove expensive.

Process of Financial Model Development

Plan \ Design Test Document
Specify / g b'Ll]_ld

The Financial Modelling Process

1. Planning and Specification the Project

How you plan time and effort for a financial modelling project
depends a lot on how you usually handle your projects. A lot of experts
like to use the feature list (of the specification) and assign “person-days”
or “person-hours” to each task or sub-task. One person-hour means that
one person works for one hour; consequentially, if you have two project
team members working on a model for 10. hours each that equals 20
person-hours. A solid and thorough specification is one cornerstone for a

successful financial modelling process.
2. Designing and Building the Financial Model

Designing and building the financial model is the actual core phase

of the process. If your specification is good this phase will be much easier.

1. The specification should lay out the structure of the model in detail.
When creating the sheets, make sure you work with one empty
template sheet (which is formatted according to any specifications

given) and use that for every other sheet created.

2. Build the input sheets first, and make sure you have some data to
work with. Ask the model users to provide you with actual data, or

if that is not to be sent out, at least virtual, but realistic data.

Notes
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1. Fill the other sheets with life, that is: formulas. Make sure you
start with the basic sheets (such as P&L and balance sheet).
Include checks as you go along to avoid making mistakes which

you would otherwise uncover only much later.

2. Stay in touch with the model users at all times, and discuss
the financial model regularly. That way you make sure that it
meets the expectations and that everyone “is on the same page”

regarding what the model does and what it does not.

3. Testing the Financial Model

This is the important phase of financial modeling and includes;

a)

b)

While building the model, you will include checks directly in the
forms. Some of these checks will be very generic and will therefore
be included early, such as testing a balance sheet’s sum of assets
vs. sum of equity and liabilities. Other checks will be more model-
specific, and the need for them will not be obvious at the beginning
- therefore, the inclusion of new checks will happen throughout the
model building phase. And whenever one of those checks throws

an error, you will naturally instantly look for the cause.

Some models, but not<necessarily all models, will additionally
contain complex macros. These are either essential for the model
to function (e.g. in cases where input data must be transformed
and complex calculations are needed that cannot be done with
formulas), or rather optional (such as a sensitivity analysis macro,
which-would generate an additional output but does not affect the

“normal” outputs).

4. Documentation of the Financial Model

Like writing the specification, writing the documentation is one

particularly boring part of the process. Yet, it almost always needs to be

done. A good documentation is needed to ensure that the model is handled

properly, even by users who were not involved in the development process.
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Self Assessment Questions

10.

11.
12.
13.
14.

15.

16.

17.

. How can you distinguish between strategies and policies?

Why are contingency strategies important?
How can strategies be implemented effectively?

“Policies are guides for managerial action”. Discuss. Should policies

be permanent or subject to ready change? Explain.

. Discuss the characteristics of a sound policy

How financial planning is considered to be the most important

aspect of the financial manager’s job?

What do you mean by capitalization? State briefly the theories

determining the amount of capitalization.

State the advantages and disadvantages of “Over-capitalisation” and

under capitalization”
Explain the effects of “over-capitalisation” and “under capitalization”.

What do you mean by overtrading? How does it take place? State
the effects of Overtrading.

“Under trading is the reverse of overtrading”. Comment

How is formulation of objectives related te corporate planning?

Is strategic planning necessary for not-for-profit organization?
State the importance, characteristics and steps of financial Planning?

What is financial modeling? Discuss various tools and techniques

of financial modeling.

Financial models have helped in day to day business. In the light of

the statement explain the applications of financial modeling.

Discuss the process of financial modeling?

Notes
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CASE STUDY

Wisdom Publishing Company

The interim financial statements were presented to the
management committee of the Wisdom Publishing Company. While going
through these statements, one of the members noticed that the income
statement is based on the assumption that the revenue is earned with the
publication of the every issue of the company’s magazine. He wondered

what is basis of this assumption.

The Wisdom Publishing Company publishes a monthly magazine
entitled Simplest. During recent years the readership of the magazine has
increased like any thing. The management committee is happy about
the enhancement of readership and also the better financial health of the

organization.

When the committee member questioned the basis of the timing
of recognition of revenue, it was pointed out by the finance manager that
“In magazine publishing industry, the timing for recognition of revenue
could either be based on the cash sale of the magazine subscription or the
publication of the magazine.every month. Thirdly, we may also recognize
a portion of the revenue with cash sale and a portion with the publication
of the magazine. We decided to follow the practice of recognizing an
equal proportion of the revenue with the publication of every issue”
The committee members were wondering what will be the effect on the
reported netincome if the company changes its existing method of revenue

recognition.

Assignments 1 : Give your opinion on the existing method of

revenue recognition by Wisdom Publishing Company.

Assignments 2 : What will be the effect on net income if the

company changes its existing method ?

X%t
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UNIT -1l

Unit Structure

Lesson 2.1 - Investments Decisions under Risk and Uncertainty

Lesson 2.2 - Statistical Distribution Approach

Lesson 2.1 - Investments Decisions under Risk and Uncertainty

Learning Objectives
After studying this lesson you can be able to :

» Discuss the concept of risk in investment decisions.

» Understand some commonly used techniques of'risk analysis.

Investments Decisions under Risk and Uncertainty

Risk is inherent in almost everybusiness decision. More so, in Cap-
ital Budgeting decisions as they involve costs and benefits extending over a
long period of time during which many things can change in unanticipat-
ed ways. For the sake of expository convenience, we assumed so far that all
investments being considered for inclusion in the capital budget had the
same risk as those of the existing investments of the firm. Hence the aver-
age cost of capital was used for evaluating every project. Investment pro-
posals, however, differ in risk. A research and development project may be
more risky than an expansion project and the latter tends to be more risky

than a replacement project. In view of such differences, variations in risk

need to be evaluated explicitly in capital investment appraisal.

Risk analysis is one of the most complex and slippery aspects of

capital budgeting. Many different techniques have been suggested and no

single technique can be deemed as best in all situations.

Notes
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Sources of Risk

The first step in risk analysis is to uncover the major factors that
contribute to the risk of the investment. Four main factors that contribute
to the variability of results of a particular investment are cost of project,
reinvestment of cash flows, variability of cash flows and the life of the

project.
(a) Size of the Investment

A large project involving greater investments entails more risk than
the small project because in case of failure of the large project the company
will have to suffer considerably greater loss and it may be forced to liqui-
dation. Furthermore, cost of a project in many cases is known in advance.
There is always the chance that the actual cost will vary from the original
estimate. One can never foresee exactly what the construction, debugging,
design and developmental costs will be. Rather than being satisfied with
a single estimate it seems more realistic to specify a range of costs and the
probability of occurrence of each value within the range. The less confi-

dence the decision-maker has in his estimates, the wider will be the range.
(b) Re-Investment of Cash Flows

Whether a company should accept a project that offers a 20 per cent
return for 2 years or one that offers 16 per cent return for 3 years would
depend upon the rate of return available for reinvesting the proceeds from
the 20 per cent 2-year period. The danger that the company will not be able
to return funds as they become available is a continuing risk in managing

fixed assets and cash flows.
(c) Variability of Cash Flows

It may not be an easy job to forecast the likely returns from a
project. Instead of basing investment decision on a single estimate of cash

flow it would be desirable to have range of estimates.
(d) Life of the Project

Life of a project can never be determined precisely. The production
manager should base the investment decision on the range of life of the

project.
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What Measure of Risk is Relevant in Capital Budgeting?

Measures of Risk

Project Standing
Alone Risk

Project from the Company’s Perspective

Risk Diversified away

firm as this project is

combined with firm’s
other projects and assets

Project’s
Contribution-
To-Risk

Project from the Shareholders’ Perspective

Systematic Risk

Risk Diversified away
by shareholders as

securities are
combined to form
diversified portfolio

Measures of Risk

»> Project Standing ‘Alone: Ignores Diversification within the firm
and within the shareholder’s portfolio.

»> Project from the Company’s Perspective: Ignores diversification
within the share- holder’s portfolio but allows for diversification
within the firm.

»> Shareholders’ Perspective: Allows for diversification within the

firm and within the shareholder’s portfolio

Before we began our discussion of how to adjust for risk, it is

Notes

important to determine just what type of risk we are to adjust for. In capital

budgeting, a project’s risk can be looked at three levels. First, there is the
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project standing alone risk, which is a project’s risk ignoring the fact that
much of this risk will diversified away as the project is combined with the

firm’s other projects and assets.

Second, we have the Project’s contribution-to-firm risk, which is
the amount of risk that the project contributes the firm as a whole: this
measure considers the fact that some of the project’s risk will be diversified
away as the project is combined with the firm’s other projects and assets,
but ignores the effects of diversification of the firm’s shareholders. Finally,
there is systematic, which is the risk of project from the viewpoint of a
well-diversified shareholder, this measure considers the fact that some of
a project’s risk will be diversified away as the project is combined with the
tirm’s other projects, and, in addition, some of the remaining risk will be
diversified away by shareholders as they combine this stock with other
stocks in their portfolios. This is shown graphically in the following figure.

Should we be interested in the project standing alone risk?

The answer is no. Perhaps the easiest way to understand why not
is to look at an example. Let’s take the case of research and development
projects at Johnson & Jonson. Each year, Johnson & Jonson takes on
hundreds of new R&D projects, knowing that they only have about a 10
percent probability of being successful. If they are successful, the profits
can be enormous; if they fail; the investment is lost. If the company has
only one project, and it is;an R&D project, the company would have a 90

percent chance of failure:

Thus, if we look at these R&D projects individually and measure
their project standing risk, we would have to judge them to be enormously
risky. However, if we consider the effect of the diversification that comes
about from taking several hundred independent R&D projects a year, all
with a 10 percent chance of success, we can see that each R&D project does
not add much in the way of risk to Jonson & Jonson. In short, because much
of a project’s risk is diversified away within the firm, project standing alone
risk is an inappropriate measure of the level of risk of a capital-budgeting

project.

Should we be interested in the project’s contribution-to-firm risk?
Once again, the answer is no, provided investors are well diversified,

and there is no chance of bankruptcy. From our earlier discussion, we
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saw that, as shareholder, if we combined our stocks with other stocks to
form a diversified portfolio, much of the risk of our security would be
diversified away. Thus, all that affects the shareholders is the systematic
risk of the project and, as such, it is all that is theoretically relevant for

capital budgeting.
Methods of Incorporating Risk into Capital Budgeting

The application of capital budgeting techniques has been assumed
that the financial manager makes investment decisions under conditions
of certainty and hence they are risk-free. This assumption implies that the
NPV of an investment proposal is considered to be a fixed quantity and not
arandom variable, capable of assuming values other than the one specified.
It is for this reason that once a positive value of the NPV of an investment
proposal is obtained, it can be unequivocally stated that it is an acceptable
proposal. Reality, however, is far from this, for the World is one of change
and uncertainty. Thus, when we calculate that an investment would yield a
particular rate of return per annum, we are aware that unforeseen events,
like new and better technology, changes in the raw materials and so on
may invalidate our estimates. Thus, some risk would usually be associated
with a project so that variations in the cash may be observed, and that the

degree of risk would vary with the different projects:

There are many ways in which risk ean be taken into account while
investment decision-making. Basically,«there are two approaches to risk
adjustment. First, there is the certainty equivalent method, which involves
adjusting the numerator of the ‘equation of the present value. In this
method, we reduce the value ‘of the expected cash inflows to adjust for the
risk- the riskier the cash flow, the greater the reduction and, consequently,
the lower the present value of the asset. Alternatively, the risk could be
accounted for by adjusting the denominator of the present value equation-
greater the riskiness of the cash flows, higher the discount rate and,

therefore, the lower the present value of the asset.

Besides, there are three interrelated methods of analyzing the
investment proposals involving risk. They are: statistical distribution
method (also called as mean-standard deviation approach), decision-tree
method, and simulation technique. These methods are different from

both, the certainty equivalent and risk-adjusted discount rate methods,

Notes
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because they allow the statistical distributions of the net present value to
be explicitly estimated. Using these techniques, an interval rather than a
point estimate of the expected NPV is presented and, thus, they are more
general and objective. In addition to these methods, sensitive analysis is

yet another method of analyzing risky proposals.
Certainty Equivalent Approach

Under this method, adjusting cash inflows rather than adjusting
the discount rate compensates risk element. The expected uncertain cash
flow of each year are modified by multiplying them with what is known
as “certainty equivalent coefficient’ (CEO) to remove the element of
uncertainty. This coefficient is determined by management’s preferences

with respect to risk.

For example, assume that the expected cash flow from an investment
at the end of the first year is X 10,000 and that the management ranked this
investment on par with another alternative investment with a certain cash
flow of X 7,000, then X 7,000 is certainty equivalent of the risky cash flows
of X 10,000. The ratio 7,000/10,000 = 0.7 is called the certainty equivalent

coefficient for the period, and is represented by a. In general terms:
Certain cash flow,
Risky cash flow,

The a’s which lies between 0 and 1 are inversely related to the degree
of risk involved. For a given problem, the certainty equivalent coefficients
o’s are determined for each of the time periods and then the given risky
cash flows are multiplied by the irrespective coefficient values to obtain
an equivalent certain cash flow stream. Once the risk is eliminated from
the cash flows of the project, the NPV is obtained by using the risk-free

rate of discount, to take an appropriate decision regarding its acceptance.

Symbolically,
011C1 GZCZ a Cn
NPV =C + -------- S HRCEETLEEEE o SHECEEEE TR ,C,=-C
(1+1) (1+1)2 (I1+D)"

www.FirstRanker.8dm



» FirstRanker.com

Firstranker's choice i
www.FirstRanker.com

Where t stands for period; C,C, ........ are the future cash flows
without risk adjustment, C is the initial capital outlay and a is the certainty

equivalent coefficient for period t and i is the discount rate.

As earlier said that the value of certainty equivalent coefficient
usually ranges between 0 and 1. A value of 1 implies that the cash flow is
certain or the management is risk-neutral. In industrial situations, however,
cash flows are generally uncertain and managements usually risk-averse.
Hence, the certainty equivalent coefficients are typically less than 1. An
illustrative table of certainty equivalent coefficients for different types of

investments is shown here.

The certainty equivalent method is conceptually superior to the
risk-adjusted discount rate method because it does not assume that risk
increase with time at a constant rate. Each year’s certainty equivalent
coefficient is based on the level or risk characterizing its cash flow. Despite
its conceptual soundness it is not as popular as the risk-adjusted rate
method. This is perhaps because it is inconvenient and difficult to specify
a series of certainty equivalent coefficients but seemingly simple to adjust
the discount rate. Notwithstanding this practical difficulty, the merits of

the certainty equivalent method must not be ignored.

The certainty equivalent approach can be summarized as follows:

Certainty Equivalent Coefficients

Year 1 Year 2 Year 3 Year 4
Replace Investments 0.92 0.87 0.84 0.80
Expansion Investments 0.89 0.85 0.80 0.75
New Product Investments 0.85 0.80 0.74 0.68
R&D Investments 0.75 0.70 0.64 0.58

Step 1: Risk is removed from the cash flows by substituting certainty
equivalent cash flow for the risky cash flows. If the equivalent
coefficient (a,) is given, this is done by multiplying each risky cash

flow by the appropriate a, value.
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Step 2: The risk-less cash flows are then discounted back to the present at

the risk-less rate of interest.

Step 3: The normal capital budgeting criteria are then applied, except in
the case of the internal rate of return criterion, where the project’s
internal rate of return is compared with the risk-free rate of

interest rather than the firm’s required rate of return.
Example 1

A firm with a 10 percent required rate of return is considering
building new research facilities with an expected life of 5 years. The initial
outlay associated with this project involves a certain cash outflow of X 120,

000. The expected cash inflows and certainty equivalent coefficients, a,are

as follows:
Year Expected Certainty Equivalent
Cash Flow(%) Coefficient a,
1 10,000 0.95
2 20,000 0.90
3 40,000 0.85
4 80,000 0.75
5 80,000 0.65

The risk-free rate of interest is 6 per cent. What is the project’s net

present value?

To determine the net present value of this project using the
certainty equivalent approach, we must first remove the risk from the
future cash flows. We do so by multiplying each expected cash flow by the

corresponding certainty equivalent coefficient, a _as shown next page:

The equivalent risk-less cash flows are then discounted back to the
present at the risk-less interest rate, not the firm’s required rate of return.
The required rate of return would be used if this project had the same level

of risk as a typical project for this firm.
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Certainty at(Expected Cash
Expected Cash . .
Equivalent Flow) = Equivalent
Flow () . .
Coefficient a, Risk-less Flow ()
10,000 0.95 9,500
20,000 0.90 18,000
40,000 0.85 34,000
80,000 0.75 60,000
80,000 0.65 52,000

However, these equivalent cash flows have no risk at all; hence the
appropriate discount rate is the risk-less rate of interest. The equivalent

risk-less cash flows can be discounted back to the present at the risk-less

rate of interest, 6 percent, as follows:

Year Expected Certainty Equivalent Present
Cash Flow %) Value at 6 percent (J)
1 9,500 0.943 8,958.50
2 18,000 0.890 16,020.00
3 34,000 0.840 28,560.00
4 60,000 0.792 47,520.00
5 52,000 0.747 38,844.00

NPV = -X 120,000 + X 8,9568.50 + X 16,020 + X 28,560 + X 47,520 +

% 38,844 =X 19,902.5.

Applying the normal capital-budgeting decision criteria, we find

that the project should be accepted, as its net present value is greater than

Z€r0.

Example 2

GVK&GPK Limited is examining two mutually exclusive proposals.
The management of the company uses certainty equivalents (a,) approach

to evaluate new investment proposals. From the following information

www.FirstRanker.com
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pertaining to these projects, advice the company as to which project should be taken

up by it:
Proposal X Proposal Y
Year | Cash Flow (%) Qa, Cash Flow () .
0 (40,000) 1.00 (30,000) 1.00
1 20,000 0.90 15,000 0.95
2 18,000 0.80 12,000 0.80
3 12,000 0.80 10,000 0.75
4 10,000 0.60 5,000 0.70
The risk-free borrowing rate is 8 per cent.
Solution
Adjusted Cash | PV factor
Yeart | Cashflow C.E at Flow at Ct (%) @8% Total PV
Ct(2) ®R) (2) X (3) =(4) ®)
(1) (3) (5) (4) X (5) = (6)
0 40,000 1.00 40,000 1.000 40,000
1 20,000 0.90 18,000 0.9260 16,668.00
2 18,000 0.80 14,400 0.8573 12,345.12
3 12,000 0:80 9,600 0.7938 7,620.48
4 10,000 0.60 6,000 0.7350 4,410.00
Total NPV (Proposal X) = 1,043.60
0 30,000 1.00 30,000 1.000 30,000
1 15,000 0.95 14,250 0.9260 13,195.50
2 12,000 0.80 9,600 0.8573 8,230.08
3 10,000 0.75 7,500 0.7938 5,953.50
4 8,000 0.70 5,600 0.7350 4,116.00
Total NPV (Proposal Y) = 1,495.08

NPV being higher for Proposal Y, this should be preferred and accepted.
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company uses a certainty equivalent approach. The estimated cash flow

and certainty equivalents for each project are as follows:

A company is considering two mutually exclusive projects. The
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Project 1 Project 2
Year Cash Flow Certainty Cash Flow Certainty
) Equivalents ®) Equivalents
0 -30,000 1.00 -40,000 1.00
1 15,000 0.95 25,000 0.90
2 15,000 0.85 20,000 0.80
3 10,000 0.70 15,000 0.70
4 10,000 0.65 10,000 0.60

Which project should be accepted, if the risk-free discount rate is

15 per cent.

Solution

Project 1

NPV =1.0 (-30,000) +

=% 6,658.

Project 2

NPV = 1.0 (-40,000) +

0.95 (15;000)

0.70 (10,000)

(1.05)°

0.90 (25,000)

0.85 (15,000)

(1.05)*

0.65 (10,000)

(1.05)*

0.80 (20,000)

Notes
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Notes
0.70(15,000) 0.60(10,000)

(1.05)° (1.05)*
=3 9,942.

Project 2 should be preferred since it has higher NPV.
Problem 2
GVL Manufacturing and Spinning is considering two mutually

exclusive projects. The company uses a certainty equivalent approach. The

estimated cash flow and certainty equivalents for each project as follows:

Project 1 Project 2
Year Cash Flow Certainty Cash Flow Certainty
3) Equivalents ®) Equivalents
0 -15,000 1.00 -20,000 1.00
1 7,500 0.95 12,500 0.90
2 7,500 0.85 10,000 0.80
3 5,000 0.70 7,500 0.70
4 5,000 0.65 5,000 0.60

Which projectshould be accepted, if the risk-free discount rate is 5

per cent.

Solution
Project 1
0.95 (7,500) 0.85 (7,500)

NPV = 1.0 (-15,000) + -----mmmmmemee T +
(1.05) (1.05)

0.70( 5,000) (0.65(5,000)

(1.05)° (1.05)*
=% 3,764.

www.FirstRanker.8&m



:l » FirstRanker.com

A Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

Notes
Project 2
0.90 (12,500) 0.80 (10,000)
NPV = 1.0 (-40,000) + ----------------- oo +
(1.05) (1.05)?
0.70( 7,500) 0.60( 5,000)

_________________ + e e e e -

(1.05)* (1.05)*

=% 4,956.
Project 2 should be preferred since it has higher NPV.
Problem: 3
GVK Ltd.is considering two mutually exclusive projects. The
initial cost of both projects is X 5,000, and cash has an expected life of four

years. Under three possible states of economy, their annual cash flows and

associated probabilities are as follows:

NCF )
Economic State | Probability Project A Project B
Good 0.3 6,000 5,000
Normal 0.4 4,000 4,000
Bad 0.3 2,000 3,000

If the discount rate is 7 percent, which project should the company

accept?

Solution

ENCF = Estimated Net Cash Flows

ENPV = Estimated Net Present Values.
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Project A

ENCEF = (0.3 x 6,000) + (0.4 x 4,000) + (0.3 x 2,000) - X 4,000.

o2 = (6,000 - 4,000)? (0.3) + (4,000 — 4,000)? (0.4) + (2,000 — 4,000)?
(0.3)

= 24,00,000
o =24,00,000 = T 1,549.2

ENPV = -5,000 + 4,000 x PVAF,

0.075

=-5,000 + 4,000 x 4.1000 =X 11,400
Project B

ENCEF = (0.3 x 5,000) + (0.4 x 4,000) + (0.3 x 3,000) — % 4,000.

0*=(5,000 - 4,000)* (0.3) + (4,000 — 4,000)* (0.4) + (3,000 — 4,000)*
(0.3)

= 6,00,000
o =6,00,000 =T 774.6

ENPV = -5,000 + 4,000 x PVAF, = -5,000 + 4,000 x 4.1000 = ¥ 11,400

Projects A and B have equal expected net present value of ¥ 11,400
but the standard deviation of Project A’s cash flow is higher than that of
Project B. Therefore, GVK Ltd. should choose Project B.

Risk-Adjusted Discount Rates

A finance manager being risk averter when given choice between
two projects promising the same rate of return but different in risk would
prefer the one with the least perceived risk. He will require compensation
for bearing risk so that overall value of the company remains unaffected
by assumption of the risky project. There are several methods of adjusting
risk in investment decisions, which can be classified broadly in two groups,

viz., formal and informal methods.

Formal Method

Among the formal methods of adjusting risk in capital budgeting
decisions, the most popular ones are: Risk adjusted discount rate and

certainty equivalent approach.
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Informal Method

This is the most common method of adjusting risk. The finance
manager recognizes that some projects are more riskier than others. He
also finds that riskier projects would yield more than what risk free or
less risky projects promise. To choose a project carrying greater risk as
against the less risky one, the finance manager decides on subjective basis
(by using his discretion), the margin of difference in rate of return of both
types of projects. The manner of fixing the standard is strictly internal

known to the finance manager himself and is not specified.

The use of the risk-adjusted discount rates is on the notion that
the investors expect higher returns for more risky projects. In this method
of incorporating risk, the risk-free rate of return, i, is adjusted upward by
adding a suitable risk premium, @, representing compensation, the risk-
averse investors in the market would require before they will consent to

the risk of the investment.
Thus, if k is the required rate of return, we have

k=1+®

The relationship between risk and return is shown in-the following figure.

Chart 2

Risk and Return Relationship

R* C/
R ompensation
R & for taking risk-
k premium @
Risk
(%)

*RRRk = Required rate of return k

Notes
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The risk-free rate compensates the investors for deferring the
consumption of goods and services to make investments. In effect, it is a
reward only for waiting and applies only to those investments on which
there is no chance that the realized rate of return will be different from the
rate expected. If, however, risk is also to borne, the risk premium adds the

necessary compensation for bearing that risk.

In a given situation, the manager determines the required rate of
return by adjusting the risk-free rate of return, by adding the necessary
risk premium in keeping the risk that the proposal carries. Once the
appropriate required rate of return for a project with a given level of risk
is determined, the cash flows are discounted to present values using this

risk-adjusted rate is obtained as:

i=0 (1 + k)"
Example 3

The management of the Prathiba Limited, a manufacturer of toys
in New Delhi, is considering the introduction of a new type of a toy-
remote control motorbike. In the past, the management has been quite
conservative in making investments in new products and considers this
project quite a risky one: The management feels that the normally used
required rate of return of 10% is not proper in this case and, instead, a

return of 16% is‘expected on this project.

The project, a requiring an outlay of X 1,50,000 has the following
expected returns over its estimated life of 6 years.
Year : 1 2 3 4 5 6
Ca flow (‘000 ) : 30 30 50 60 40 25

Should the project be undertaken?
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Solution:

The net present value, using the 16% discount rate as follows:

Year | Cash Flow () | PV factor @ 16% | Present Value (%)
1 30,000 0.8621 28,563
2 30,000 0.7432 22,296
3 50,000 0.6407 32,035
4 60,000 0.5523 33,138
5 40,000 0.4761 19,044
6 25,000 0.4104 10,260

1,42,636

Less: Cash outflow
1,50,000
NPV = -7,364

Since the NPV is negative the proposal is not an acceptable. Note,
however, that if the usual rate of discount of 10% were used, the project
would have NPV equal to X 20,158, and therefore, be acceptable.

%%
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Lesson 2.2 - Statistical Distribution Approach

Learning Objectives

After studying this lesson you should be able to:

» Understand statistical distribution approach

» Understand the concept of sensitivity analysis, scenario analysis

and decision tree approach

» Know the total risk for multiple investments

While using the certainty equivalentapproach, the risk-free discount
rate may be easily approximated (may be, for instance, by the interest rate
on government bonds) but difficulties may arise in determining the trade-
off between risk and return for the purpose of converting a particular
distribution of NPV into its certainty equivalent. In a similar manner, in
using the risk-adjusted discount rate method, the determination of the risk-
premium to be added to the risk-free rate of return would pose difficulty.
In using either of these approaches it is important that we should be able

to measure the degree of risk associated with the project(s) in question.

In the statistical distribution approach, the degree of risk associated
with a projectis sought to be measured in terms of the variance (or standard
deviation) of the NPV distribution, and the investment decisions are taken
considering the expected (mean) value, and its standard deviation, of the
net present value distribution. This information about the project risk
may also be usefully employed for calculating certainty-equivalent for
the uncertain returns form the investment proposal, as also it is a major
factor in calculating the size of the risk-adjusted discount rate to use. The
derivation of the probabilistic information about investment proposals

owes its origin to the work of Frederick Hillier.

In this method of considering risky investment proposals, the
net cash flow from an investment in each period is viewed as a random

variable which can assume any one of the possible values. The method
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requires that probability distribution of cash flows for each of the years be
obtained and considered. Using the cash-flow distribution, the expected
value of the NPV distribution and its variance are calculated in the first

instance. These are calculated as discussed here.

Expected value of NPV supposes that there is an investment
proposal with cash flow whose probability distributions are given for each
of the n years of the project life. The cash flows have means equal to 61
C, En’ with standard deviations equal to s, s,,..... sn respectively. For
calculating the expected value of the NPV distribution, we shall add the
discounted mean value of the cash flows for each of the n time periods.

This is gives:

E(NPV) =C, + ------- A Frerererens + e
(1+D' (1+1)? (1+I)"

E(NPV) is also know as the expected monetary value (EMV) of
the project. As before, if this NPV exceeds zero, the proposal becomes

acceptable while if it is lower than zero, the proposal becomes rejectable.
Example 4
The Prathiba Company is considering to make investment in a

proposal which requires an outlay of ¥1,20,000. The project has a life of

three years over which the followingcash inflows are likely to be generated.

Year 1 Year 2 Year 3
Cash Flow Cash Flow Cash Flow .
Probability Probability Probability
) ) )
30,000 0.2 30,000 0.1 40,000 0.3
40,000 0.4 50,000 0.4 60,000 0.3
50,000 0.3 80,000 0.4 80,000 0.2
60,000 0.1 90,000 0.1 1,00,000 0.2
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The management feels that the expected cash flows in the various
periods may be considered to base its decision about acceptance or
rejection of the project. If the discount rate is 10%, should the proposal be

accepted?
Solution

We shall obtain the expected cash inflow for each of the years. This

is calculated as follows:

Calculation of Expected Cash Flows

. Expected Cash
Year | Cash Flow | Probability | Expected
Flow (%)
T C,R) P, Value ()
C=XC,P,
1 30,000 0.2 6,000
40,000 0.4 16,000
50,000 0.3 15,000
60,000 0.1 6,000 43,000
2 30,000 0.1 3,000
50,000 0.4 20,000
80,000 04 32,000
90,000 0.1 9,000 64,000
3 40,000 0.3 12,000
60,000 0.3 18,000
80,000 0.2 16,000
1,00,000 0.2 20,000 66,000

Now the expected NPV can be calculated as:

Year | Expected Cash Flow () | PV Factor @10 % | Present Value (3)
0 -1,20,000 1.0000 -1,20,000
1 43,000 0.9091 39,091.3
2 64,000 0.8264 52,889.6
3 66,000 0.7513 46,585.8
Expected NPV = 21,566.8
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Since the expected NPV of the proposal is greater than zero, it is an

acceptable one.
Variance of NPV

In the discussion on the variance of the NPV distribution, Hillier
has given an analysis of three cases. In the first case, the cash flows
between different periods are assumed to be independent of one another.
This is to say; the cash flows of one period are not related to the cash flows
of another period. In the second case, the cash flows between different
periods are assumed to be perfectly correlated. The third case deals with
the mixed situation in which a part of the flows are perfectly correlated
and parts are independent. Obviously, when we consider more than two
periods of time, the cash flows cannot all be perfectly negatively correlated
with each other. This explains why Hillier’s analysis is restricted to the case

of positive correlation.
Now, we consider the three cases in turn:
(a) Independent Net Cash Flows

When net cash flows for the various years-are independent of
each other, then the calculation of the variance of the distribution of cash
flow becomes a difficult task. This is because independence substantially
increases the number of possible outcomes: To illustrate, suppose a project
has a life of 3 years and in each-of the years, there are four cash flow
values possible with some given ‘probabilities. Under the assumption of
independence, a total of 4 X4 X 4 = 64 combinations are possible. The
probability of occurrence-of each of the combinations is given by the
product of the probabilities of the particular cash flow values of different
years entering into that combination. For this probability distribution, we
can find the present values of each of the possible cash flow streams (64
in our example) and determine the expected value and the variance of

present values in the usual way.

However, the complications in calculations can be avoided
and instead the variance can be obtained directly using the following

formulation:

Notes
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021 0‘22 0-2n
V(NPV) = 0%= 0% + ---------- + oo Foes S
(1+1i)* (1+1)* (1+1)*™
n 021
S

Unless otherwise stated, the cash flows of a given project may be

taken to be independent.
(b) Perfectly Correlated Cash Flows

The assumption of perfect correlation between the cash flows of
the successive years implies, technically, that if random factors cause a
cash flow Cj (for the jth year) to deviate from its mean value by a standard
deviations, the same factors will cause the cash flow C,_ (for the kth year) to
deviate from its own mean in the same direction by a standard deviations.
In the situation in which the periodic net cash flows are given to be

perfectly correlated, the variance of NPV distribution can be computed as

follows:
o o, o’
VINPV) =| 0 + r5o5------ + oo toeeens + mmmmmneee
(1+1)? (1+1) (1+1i)»™
n o
or o= S
t=o0 (1+1)

It may be noted that the standard deviation value when the
cash flows are perfectly correlated would be higher than when they are

independent.
(¢ ) Mixed Case

There are very few investments for which the net cash flows are
either completely independent or perfectly correlated. Closer to the

reality is the ‘mixed’ case in cash flows is partially dependent and partially
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independent. To understand this situation, consider a very simple case
where a company is contemplating to introduce a new product, whose life
is expected to be only three years. The market acceptance of the product
may be unsatisfactory, satisfactory, or excellent. How the product will be
accepted in the first year will determine how it will be accepted in the
second years. In this respect, it is case of dependence. Also, the product
sales are influenced by general economic conditions, which may be poor,
good, or excellent. However, economic conditions in one year do not affect
the economic conditions in the next year. From this standpoint, it is a case

of independence.

For the mixed case as well, all possible combinations of the cash
flows are obtained and their joint probabilities calculated. The present
value of each of the cash flow streams is then calculated and we can get
the mean and the standard deviation as usual. In the simple case, however,
where the cash flows Cj’s can be broken down into two components: Cj’
and Cj*, where Cj’ is the part of Cj which varies independently and Cj* is
the part of Cj that is perfectly correlated with C* in any other period, the

variance can be obtained using the formula given above jointly get the

following:
V(C) V(C) V(Cn)
V(NPV) = 6>=V(Co) + ---------- T F el + mmmmmmeees
(1+1i)? (I+1) (I+i)"
W(Cr) VV(Cr) VVv(c*)
T N (1) [ — Fot e F oeeveeeras mmmm e

(1+i)~ (1+1)? (1+1i)"

Once the expectedinet present value and its standard deviation
(from variance) value are obtained, the riskiness of the project can be
measured. The standard deviation is a measure of absolute amount of
risk associated with a given project. While it is a useful measure for the
purpose of risk evaluation, it is not suitable when comparative riskiness of
the projects is to be considered. In order to compare the various projects,

we should compute their respective coefficients of variation (CV),

o
CV =" % 100
4

A higher coefficient value points to a higher risk associated with a

project.

Notes
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Simulation Approach

In considering risky investments, we can also use simulation to
approximate the expected value of net present value, the expected value
of internal rate of return, or the expected value of profitability index and
the dispersion about the expected value. By simulation we mean testing
the possible results of an investment proposal before it is accepted. The
testing itself is based on a model coupled with probabilistic information.
Making use of a simulation model first proposed by David Hertz, we might
consider, for example, the following factors in deriving a project’s cash-

flow stream.
Market Analysis

Market size
Selling price

Market growth rate

vV V V V

Share of market (which controls physical sales volume)
Investment Cost Analysis

» Investment required
> Usetul life of facilities

» Residual Valueofinvestment
Operating and Fixed Costs

» Operating costs

» Fixed costs

Risk analysis based on simulation approach involves the following

steps:
1. List all the basic economic variables that will affect the outcome of
the decision.

2. Estimate the range of variables for each of these variables that are

subject to uncertainty.
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3. State in equation from the economic or accounting relationships
that connect the basic variables to the final outcome on which the

decision will be based.

4. With the aid of computer randomly select a specific value for each
basic variable according to the chances this value has of actually
turning up in the future. Given these specific values, use the

equation in step 3 to calculate the resulting outcome.

5. Repeat this process to define and evaluate the probability of the
occurrence of each possible rate of return. Since there are literally
millions of possible combinations of values, we need to test the
likelihood that various specific returns on the investment will

occur.

Probability distributions are assigned to each of these factors based
on management’s assessment of the probable outcomes. Thus, the possible
outcomes are charted for each factor according to their probability of

occurrence.

Once the probability distributions are determined, the next step is
to determine the internal rate of return (or net present.value calculated at
the risk-free rate) that will result from a random combination of the nine

factors just listed.

To illustrate the simulation process, assume that the market-size

factor has the following probability distribution:

Market size
450 500 550 600 650 700 750
(in thousands of units)

Probability occurrence .05 .10 .20 .30 .20 .10 .05

Now suppose that we have a roulette wheel with 100 numbered
slots, on which numbers 1 through 5 represent a market size of 450,000
units, 6 through 15 represent a market size of 500,000 units, 16 through 35

represent a market size of 550,000 units and so on through 100.

As in roulette, we spin the wheel, and the ball falls in one of the 100

numbered slots. Assume that the ball lands on number 26. For this trail,

Notes
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then, we simulate a market size of 550,000. Fortunately, we do not need a
roulette wheel to undertake a simulation. The same type of operation can

be carried out on a computer in a much more efficient manner.

Simulation trials are undertaken for each of the other eight factors.
Jointly, the first four factors (market analysis) give us the annual sales
per year. Factors 8 and 9 give us the operating and fixed costs per year.
Together, these six factors enable us to calculate the annual incremental
revenues when trial values for these six factors enable us to calculate the
annual incremental revenues. When trial values of these six factors are
combined with trail values for the required investment, the useful life and
the residual values of project, we have sufficient information to calculate

the internal rate of return (or net present value) for that trial run.

Thus, the computer simulates trial values for each of the nine
factors and then calculates the internal rate of return based on the values
simulated. The process is repeated many times. Each time we obtain a
combination of values for the nine factors and the internal rate of return
can be plotted in a frequency distribution. From this frequency distribution
we are able to identify the expected value of internal rate of return and the

dispersion about this expected return:
Practical Test

David B.Hertz was the first authority that proposed the use of the
simulation approach-to secure the expected return and dispersion on this
expected return for an investment proposal. He took an example of medium
size industrial chemical company, which was contemplating a X 10 million
extension-to its processing plant. The estimated service life of the facility
was 10 years, the engineers expected to be able to utilize 2,50,000 tons
of proceed material worth X 510 per ton at an average processing cost of
435 per ton. The company was interested to know the return likely to be

fetched by the project and the risks involved in it.

In order to undertake risk analysis Hertz isolated nine basic
economic values, viz., market size, selling price, market growth rate, share
of market, initial cost of investment residual value of investment after
taxes, useful life of facilities, operating costs and fixed costs. The first four

variables were categorized under the heading of market analysis, the next
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two were grouped under the category investment cost analysis and the last

three variables were regarded as part of operating costs.

After identifying the nine factors, probability distribution were
assigned to each of these factors on the basis of the management’s
assessment of the probable outcomes so as to know the possible range of
values for each factor, the average and some ideas as to the likelihood that

the variable possible values will be repeated.

The next step followed by Hertz was to determine the returns that
will result from random combination of factors involved. For this purpose,
simulation trials were undertaken with the help of computer. To show how

this trial was made, he took the following example.

Suppose we have a wheel, as in roulette, with the numbers from 0-15
representing one price for the product or material, the numbers 16 to 30
representing a second price, the numbers 31 to 45 a third price, and so on.
For each of these segments one would have a different range of expected
market volumes: e.g., ¥ 150,000 - X 200,000 for the first, I 100,000 - X
150,000 for the second, X 75,000 — 100,000 for the third and so forth. Now
suppose that we spin the wheel and the ball falls in 37."This would mean
that we pick a sales volume in the X 75,000 - 100,000 range. If the ball goes
in 11, we have a different price and we turn to the ¥ 150,000 - X 200,000
range for a sales volume. Fortunately, this type of operation can be carried

out on computer in a much more efficient manner.

Simulation trials will have to be undertaken for the other eight
variables. When trial values for market variables and operating and fixed
costs are combined, we shall be able to calculate the annual earnings. If
these trail values are combined with trial values for the required investment,
the useful life and the residual value of the project, we shall have sufficient
information to compute the return on investment for that trial run. In this
way the computer simulates trial values for each of the nine factors and

then computes the return on investment based upon the values simulated.

The above process is repeated a number of times and each time
we shall get a combination of values for the nine factors and the returns
on investment for the combination. When the trial is repeated times

without number, the rates of return can be presented in the form of

Notes
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frequency distribution, on the basis of which an expected return, standard
deviation and coefficient of variation can be calculated. By comparing the
probability distribution of rates of return for one proposed with that of the
other, the management can evaluate the respective merits of different risky

investments.

Thus, simulation method allows the management to discriminate
between measures of expected return based on weighted probabilities of

all possible returns, variability of return and risks.

Sensitivity Analysis

In the evaluation of an investment project, we work with the
forecasts of cash flows. Forecasted cash flow depends on the expected
revenue and costs. Further, expected revenue is a function of sales volume
and unit selling price. Similarly, sales volume depends on the market size
and the firm’s market share. Costs include variable costs, which depend
on sales volume, unit variable cost and fixed costs. Costs include variable
costs, which depend on sale volume, and unit variable cost and fixed
cost. The net present value or the internal rate of return of a project is
determined by analyzing the after-tax cash flows arrived at by combining
forecasts of various variables. It is-difficult to arrive at an accurate and
unbiased forecast of each variable. We can’t be certain about the outcome
of any of these variables.~The reliability of the NPV or Internal Rate of
Return (IRR), we canwork out how much difference it makes if any of
these forecasts goes wrong. We can change each of the forecasts, on at a
time, to at least three values: Pessimistic, Expected, and Optimistic. The
NPV of the project is recalculated under these different assumptions. This
method ‘of recalculating NPV or IRR by changing each forecast is call

sensitivity analysis.

Sensitivity analysis is a way of analyzing change in the project’s
NPV (or IRR) for a given change in one of the variables. It indicates how
sensitive a project’s NPV (or IRR) is to changes in particular variables. The
more sensitive the NPV, the more critical is the variable. The following

three steps are involved in the use of sensitivity analysis:

» Identification of all those variables, which have an influence on the
project’s NPV (or IRR).
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» Definition of the underlying (mathematical) relationship between

the variables.

» Analysis of the impact of the change in each of the variables on the
project’s NPV.

The decision-maker, while performing sensitivity analysis, computes the

project’s NPV (or IRR) for each forecast under three assumptions:

(a) pessimistic;
(b) expected, and

(c) optimistic. It allows him to ask ‘what if” questions. For example,
what is the NPV if the volume increases or decreases? What (is the
NPV) if variable cost or fixed cost increases or decreases? What (is
the NPV) if the selling price increases or decreases? What (is the
NPV) if the project is delayed or outlay escalates or the project’s
life is more or less than anticipated? A whole range of question can
be answered with the help of sensitivity analysis. It examines the
sensitivity of the variables underlying the computation of NPV or
IRR, rather than attempting to quantify risk. It can be applied to
any variable, which is an input for the after-tax(cash flows. Let us

consider an example.

Example

The financial manager of a Food processing company is considering
the installation of a plant costing'-1 crore to increase its processing
capacity. The expected values of the underlying variables are given in the
following tables provides the project’s after-tax cash flows over its expected

life of 7 years.

1 Investment (X *000) 10,000
2 Sales Volume (units ‘000) 1,000
3 Unit selling price () 15
4 Unit variable cost () 6.75
5 Annual fixed costs (X ’000) 4,000
6 Depreciation (%) WDV 25%
7 Corporate tax rate (%) 35%
8 Discount rate (%) 12%

Notes
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Net Cash Flows of the Project

Cash Flows (X ‘000)

0 1 2 3 4 5 6 7

Investment

-10,000

Revenue

15,000 | 15,000 | 15,000 | 15,000 | 15,000 | 15,000 | 15,000

Variable cost

6,750 | 6,750 | 6,750 | 6,750 | 6,750 | 6,750 | 6,750

Fixed Cost

4,000 | 4,000 | 4,000 | 4,000| 4,000| 4,000 | 4,000

Depreciation

2,500 1,875 1,406 | 1,055 791 593 445

EBIT (2-3-4-5)

1,750 | 2,375 | 2,844 | 3,195| 3,459 | 3,657 | 3,805

Tax

613 831 995 | 1,118 1,211 1,280 | 1,332

PAT (6-7)

1,138 1,544 1,848 | 2,077 | 2,248 | 2,377 | 2,473

NCF (1+5+8)

-10,000 3,638 3,419 | 3,255| 3,132 | 3,039 | 2,970 | 2,918

The project’s NPV at 12 per _cent discount rate and IRR are as

follows:

NPV = +4,829
IRR =26.8%

Since NPV is positive (or IRR> discount rate), the project can be

undertaken.

How confident is the financial manger about his forecasts of
various variables? Before he takes a decision, he may like to know whether
the NPV changes, if any, of the forecast goes wrong. A sensitivity analysis
can be conducted with regard to volume, price costs etc. In order to do
so, we must obtain pessimistic and optimistic estimates of the underlying

variables.

Let us assume the following pessimistic and optimistic values for

volume, price and costs.
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Forecasts Under Different Assumptions

S.No. | Variable Pessimistic | Expected | Optimistic

1 Volume 750 1000 1250
(Units ‘000)

2 Units selling 12.750 15.00 16.50
price (%)

3 Units variable 7.425 6.75 6.075
cost (%)

4 Annual fixed 4800 4000 3200
cost (X ‘000)

If we change each variable (others holding constant), the project’s

NPV are recalculated in the following Table (detailed calculations are not

shown)

Sensivity Analysis Under Different Assumptins

S.No. | Variable Pessimistic | Expected [ Optimistic

1 Volume (1289) 4,829 10,948

2 Units selling (1,845) 4,829 9,279
price

3 Units variable 2,827 4,829° 6,832
cost

4 Annual fixed 2,456 4,829 7,203
cost

The above Table shows that the project’s NPV when each variable
is set to its pessimistic and optimistic values. The project does not seem to
be that attractive with change in assumptions. The most critical variables
is sales volume, followed by the units selling price. If the volume declines
by 25 per cent (to 7,50,000 units), NPV of the project becomes negative
(-3 12,89,000). Similarly, if the unit selling price falls by 15 per cent (to X
12.75), NPV IS -X 1,84,500.
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Sensitivity Analysis: Pros and Cons

Sensitivity analysis has the following advantages:

» It compels the decision maker to identify the variables, which
affect the cash flow forecasts. This helps him in understanding the

investment project in totality.

» It indicates the critical variables for which additional information
may be obtained. The decision maker can consider actions, which

may help in strengthening the ‘weak spots’ in the project.

» It helps to expose inappropriate forecasts, and thus guides the

decision maker to concentrate on relevant variables.

Let us emphasize that sensitivity analysis is not a panacea for a
project’s all uncertainties. It helps a decision maker to understand the

project better. It has the flowing limitations:

» It does not provide clear-cut results. The terms ‘optimistic’ and
pessimistic’ could mean different things to different persons in an

organization. Thus, the rage of values suggested may be inconsistent.

It fails to focus on .the“interrelationship between variables. For
example, sale volume may be related to price and cost. A price cut may

lead to high sales and low operating cost.

Example

Assume that the financial manager made pessimistic, most likely,
and optimistic estimates of the cash flows for each project. The cash
inflow estimates and resulting, NPVs in each case are summarized in the
following table. Comparing the rages of cash inflows (X 1,000 for project A
and X 4,000 for BO and, more important, the ranges of NPVs (X 7,606 for
project A and X 30,424 for B) makes it clear that project A is less risky than
Project B. Given that both projects have the same most likely NPV of X
5,212, the assumed risk-averse decision maker will take project A because

it has less risk and no possibility of loss.
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Project A | Project B
Initial Investment 310,000 % 10,000

Annual Cash Inflows
Outcome:
Pessimistic % 1,500 0
Most likely 2,000 2,000
Optimistic 2,500 4,000
Range % 1,000 % 4,000

Net Present Values*

Outcome:
Pessimistic % 1,409 | - 10,000
Most likely 5,212 5,212
Optimistic 9,015 20,424
Range % 7,606 3.30,424

*These values were calculated by using the corresponding annual
cash inflows. A 10% cost of capital and‘a 15-year life for the annual cash

inflows were used.

Scenario Analysis

The simple sensitivity analysis assumes that the variables are
independent. In practice, the variables will be interrelated. One way out
is to analyze the impact of alternative combinations of variables. The
decision-maker can develop some plausible scenarios. For instance, in our
example, it may be possible to increase volume to 12,50,000 units (25 per
cent increase) if the company reduces unit selling price to ¥ 13.50 (10
per cent reduction), resorts to aggressive advertisement campaign, thereby
increasing unit variable cost to ¥ 7.10 (5 per cent increase) and fixed cost
to X 44,00,000 (10 per cent increase).
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The following Table shows that this scenario generates a positive
NPV of X 27,01,000. More plausible scenarios could be thought out and

analyzed to arrive at a final judgment about the project.

Scenario Analysis

Variables Expected | Scenario Assumptions
1. Volume (units ‘000) 1,000 1,250

2. Price ) 15.0 13.5

3. Unit variable cost (J) 6.75 7.1

4. Fixed cost (X ‘000) 4,000 4,400

5. NPV (X ‘000) 4,829 2,901

NPV calculation for scenario:

NPV = ((1250 (13.5-7.1) - 4400) 0.65 x 4.5638 + 2,222) — 10,000

=10,679 + 2,222 - 10,000 = 2,901

Decision-Tree Approach

The Decision-tree Approach (DT) is another useful alternative for
evaluating investment proposals. The outstanding feature of this method
is that it takes into account the impact of all probabilistic estimates of
potential outcomes. In‘other words, every possible outcome is weighted
in probabilities terms and then evaluated. The DT approach is especially
useful for situations in which decisions at one point of time also affect
the decisions of the firm at some later date. Another useful application
of the DT approach is for projects, which require decisions to be made in

sequential parts.

A decision tree is a pictorial representation in tree from which
indicates the magnitude, probability and inter-relationship of all possible
outcomes. The format of the exercise of the investment decisions
has an appearance of a tree with branches and, therefore, this method
is referred to as the decision-tree method. A decision tree shows the
sequential cash flows and the NPV of the proposed project under different

circumstances.
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To illustrate, suppose that a firm has a two-year project that requires
an initial investment of ¥ 100,000. The cash flows expected in each of the
years along with their probabilities are given in following figure. It may
be noted that in this example both the cash flows and the probabilities are
conditional (a case where the cash flows are not independent) on what

happen in the first year.

It is evident from this figure that the decision tree shows nine
different combinations of outcomes as possible. One possibility is that the
tirst year will have an inflow of ¥ 40,000 which shall be followed by a X
60,000 cash flow in the second year. As shown in the figure, the net present
value associated with this set of cash flows, discounted using a rate of 8%,
is 40000 X (1.08)" + 60000 X (1.08)*- 100,000 = -11,526. In a similar
manner, the net present value of each of the other eight combinations is

given.

The (joint) probability of each combination is obtained by
multiplying the probabilities of occurrences. For example, for the first
combination, the probability is 0.08 (=0.2 X 0.4)

By multiplying the joint probability for ;each of the nine
combinations times their associated NPVs and summing, we obtain the
project’s expected net present value, E(NPV).| The standard deviation of
the project equals X 18,684 approximately,obtained as follows:

NPV, = NPV of the j" combination
P, = Probability of the j" combination
= ((-11526-20177)2.X-0.08 + (2953 — 20177)2 X 0.08 +...)?
=3 18,684

Although useful for setting out all possible combinations of a
proposed project, the decision-tree approach suffers from a shortcoming
that in situations involving a large number of possible outcomes, it may be

too complex to handle.

Notes
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NPVxProb Year 1 Year 2 NPV Prob.=
60,000

11526 x 0.08 = 922.08
3 40,000
2953x0.08 = 236.24
0.2 5620x0.04 = 224.80
% 60,000
Year 0 03 6992x0.09 = 629.28
3 100,000 360,000 /70,000
O 0305 (O 15565x0.15 = 2334.75
80,080,000
: 24138x0.06 = 1448.28
0.2
% 50,000
7678x0.05 = 383.90

% 70,000
24824x0.25 = 6206.00

0.5
1005000
0.4

50543 x 0.20 = 10108.60

Expected NPV = 20177.29

Total Risk for Multiple Investments

We have been measuring risk for a single investment project. When
multiple investment projects are involved, the measurement may differ
from that for a single project, owning to the properties of diversification. It
is noteworthy that investment in capital assets differs from investment in
securities. For one thing, capital assets typically are not divisible, whereas
securities are. Moreover, it usually is much more costly, and sometimes
impossible, to divest oneself of a capital asset, whereas selling a marketable

security is relatively easy.

Finally, there is the problem of mutual exclusion and contingency
that does not occur with securities. All of these factors make diversification

with respect to capital assets more “lumpy” than diversification with
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securities. Whether diversification of capital assets is a thing of value for
the firms is a subject of considerable controversy. Our purpose here is only
to show how to measure risk for combinations of risky investments, not to

ponder whether such measurements is worthwhile, that comes later.

Standard Deviation

As was true earlier, the two pieces of information we seek are the
mean and standard deviation of the probability distribution of possible
net present values for the combination of projects being analyzed. The
mean usually is simply a weighted average for the projects making up
the combination. From the above observations, we know that the total
variance, or risk, of a combination of risky investments depends to a large
extent on the degree of correlation between the investments. The standard
deviation of the probability distribution of possible net present values for

a portfolio of capital investments can be expressed as

m m
0 =
> > I, S8,

j=1 k=1

Where m is the total number of assets in the portfolio, r, is the
expected correlation between the net present values for investments j
and k, s, is the standard deviation for investment j, and s, is the standard

deviation for investment k.

The above equation indicates that the standard deviation, or risk,

of a portfolio of projects depends on

(1) The degree of correlation between various projects and

(2) The standard deviation of possible net present values for each
project. We note that the higher the degree of positive correlation,
the greater the standard deviation of the portfolio of projects, all
other things remaining constant. Moreover, the standard deviation
of the projects is greater; the standard deviation of the portfolio is

higher when the correlation is positive.

Notes
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Correlation between Projects

The correlation between expected net present values of two
projects may be positive, negative, or zero depending on the nature of the
association. A correlation coefficient of 1.00 indicates that the net present
values of two investment proposals vary directly in the same proportional
manner; a correlation coefficient of —1.00 indicates that they vary inversely
in the same proportional manner; and a zero correlation coefficient usually

indicates that they are independent.
Range of Correlation

For most pairs of investment projects, the correlation coefficient
lies between 0 and 1.00. The lack of negatively correlated projects is due
to most investments being correlated positively with the economy. Still it
is possible to find projects having low or moderate degrees of correlation.
Projects in the same general line of business tend to be highly correlated
with each other, whereas projects in essentially unrelated lines of business

tend to have low degrees of correlation.
Illustration 5
Suppose a firm has asingle exiting investment project, 1 and it

is considering an additional project, 2. The projects have the following

expected net present. values, standard deviations, and correlation

coefficients:
Expected Net Standard .

) L Correlation

Project Present Value Deviation .
Coefficient

) )

1 12,000 14,000 1.00

2 8,000 6,000 1.00

1 and 2 0.40

The expected net present value of the combination of projects is

simply the sum of the two separate values:

NPV =% 12,000 + X 8,000 =X 20,000
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The standard deviation for the combination,

o= \/rucl2 +2r,00,+ rzchz2
= V(1.00) (14,000)+ (2) (0.40) (14,000) (6,000) + (1.00) (6,000)?

=317,297

Thus, the expected net present value of the firm increases from
% 12,000 to X 20,000, and the standard deviation of possible net present
values from < 14,000 to X 17,297 with the acceptance of project 2. As the
number of projects increases, the calculations become more cumbersome.
Fortunately, computer programs exist that can readily solve for the standard

deviation.
Feasible Combinations and Dominance

With the foregoing procedures, you can determine the mean and the
standard deviation of the probability distribution of possible net present
values for acombination of investments. A combination includes all existing
investment projects and one or more proposals under consideration. We
assume that a firm has existing investment projects generating expected
future cash flows and that disinvestments with respect to these projects
is not possible. Existing projects comprise a subset that is included in all
combinations. Proposals under considerationare assumed to represent all

future proposals on the investment horizon:
Summary

Risk arises in the_investment evaluation because the forecasts of
cash flows can go wrong. Risk can be defined as variability of returns
(NPV or IRR) of an investment project. Standard deviation is a commonly

used measure of variability.

Decision makers in practice may handle risk in conventional ways.
For example, they may use a shorter payback period, or use conservative
forecasts of cash flows, or discount net cash flows at the risk-adjusted
discount rates. A more useful technique is the sensitivity analysis. It is a
method of analyzing change in the project’s NPV for a given change in one
of the variables. It helps in asking “what if” questions and calculates NPV

under different assumptions.

Notes
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Risk may be incorporated into capital budgeting decisions mainly
by certainty equivalent approach, risk adjusted discount rates or through
statistical distribution approach, which considers mean and standard
deviation of the NPV distribtion.

Key Terms and Concepts

Average Rate of Return - Also known as the accounting rate of
return (ARR), return on investment (ROI) or return on assets (ROA),
is obtained by dividing average annual post-tax profit by the average

investment.

Break-even-Analysis - It indicates the level of output/sales at

which cost and revenue are in equilibrium.

Break-even-Point - It is a point of zero profit, i.e., the sales volume

where total revenue = total expenses.

Business Risk - It is the potential variability in firm’s earnings
before interest and taxes resulting from the nature of the firm’s business

endeavours.

Capital Budgeting - It is’decision-making process concerned with

“whether or not

(i) the firm should invest funds in an attempt to make profit?” and

(ii) how to choose among competing projects.

Capital Rationing - When availability of capital to a firm is
limited, the firm is constrained in its choice of projects. Capital rationing
is restricting capital expenditure to certain amount, even when projects
with positive NPV need be rejected (which would be accepted in unlimited

funds case).

Capital Structure - The mix of long-term sources of funds used by

the firm.

Capital Structure Proportions - The mix of financing sources that

the firm plans to maintain through time.
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Certainty Equivalent - It is a ratio of certain cash flow and the
expected value of a risky cash flow between which the decision-maker is

indifferent.

Contribution Margin - Difference between receipts and variable

expenses.

Discount Rate - It is the rate at which cash flows are discounted.
This rate may be taken as the required rate of return on capital, or the cost

of capital.

Financial Risk - It is the risk of defaulting on payment of interest

on debt due to variations in EBIT.

Mutually Exclusive Projects — A situation in which the acceptance

of one investment proposal leaves out the acceptance of another proposal.

Margin of Safety — The excess of budgeted or actual sales over the

break-even sales.

Net Present Value - A method of evaluation consisting of
comparing the present value of all net cash flows (discounted by cost of

capital as the interest rate) to the initial investment cost.

Payback Period - A method .of evaluating investment proposal
which determines the time a project’s-cash inflows will take to repay the

original investment of the project:

Profit Contribution - Difference between P/V income and specific

programmed costs’

Profit Standard - A profit yardstick to measure firm’s performance,

like competitor’s profits, historical rate of profit, etc.
Risk - Variability from what is expected
Risk-adjusted Discount Rate - It is the sum of risk-free interest

rate and a risk premium. The former is often taken as the interest rate

on government securities. The risk premium is what the decision-maker

Notes
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subjectively considers as the additional return necessary to compensate

for additional risk.

Standard Deviation - The degree of dispersion of possible outcomes
around the expected value. It is the square root of the weighted average of

the squared deviations of all possible outcomes from the expected value.

Uncertainty - Refers to situations in which there are several
possible outcomes of an action whose probabilities are either not known

or are not meaningful.
Self-Assessment Questions & Test Problems
1. What do you mean by risk in investment proposals? How can it be

measured?

2. Discuss the certainty equivalent and risk-adjusted discount rate

methods of incorporating risk into capital budgeting process.

3. Explain the statistical distribution approach to evaluate risky
proposals. How would the variance be obtained when the cash

tflows of the successive time periods are

(a) perfectly correlated,

(b) independent in nature?

4. What is the sensitivity analysis in the context of investment

decisions? Explain.

5. Norohna'and Co. is considering two mutually exclusive projects.

The expected values for each project’s cash flows are as follows:

Year Project Project B
AR) ®)
0 - 3,00,000 - 3,00,000
1 1,00,000 2,00,000
2 2,00,000 2,00,000
3 2,00,000 2,00,000
4 3,00,000 3,00,000
5 3,00,000 4,00,000
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The company has decided to evaluate these projects using the
certainty equivalent method. The certainty equivalent coefficients for

each project’s cash flows are as follows:

Year  Project A  Project B

0 1.00 1.00
1 0.95 0.90
2 0.90 0.80
3 0.85 0.70
4 0.80 0.60
5 0.75 0.50

Given that this company’s normal required rate of return is 15
percent and the after-tax risk-free rate is 8 percent, which project should

be selected?

6. (Risk-adjusted NPV) The Hokie Corporation is considering two
mutually exclusive projects. Both require an initial outlay of X
10,000 and will operate for 5 years. The probability distributions
associated with each project for years 1 through 5 are given as

follows:

Probability Distribution for Cash Flow Years 1-5 (the same cash

tflow each year)

Project A Project B

Probability | Cash Flow () | Probability | Cash Flow ()

0.15 4,000 0.15 2,000
0.70 5,000 0.70 6,000
0.15 6,000 0.15 10,000

Because project B is the riskier of the two projects, the management
of Hokie Corporation has decided to apply a required rate of return of
15 percent to its evaluation but only a 12 percent required rate of return

project A.
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a. Determine the expected value of each project’s annual cash flows.

b. Determine each project’s risk-adjusted net present value.

c. What other factors might be considered in deciding between these

two projects?

7. (Certainty Equivalents) The V.Coles Corporation is considering two
mutually exclusive projects. The expected values for each project’s

cash flows are as follows:

Year Project A Project B
®) ®)
0 - 1,00,000 - 1,00,000
1 5,00,000 5,00,000
2 7,00,000 6,00,000
3 6,00,000 7,00,000
4 5,00,000 8,00,000
5 3,00,000 4,00,000

Management has decided -to evaluate these projects using the
certainty equivalent method.-The certainty equivalent coefficients for

each project’s cash flows are'as follows:

Year Project A Project B

0 1.00 1.00
1 0.95 0.90
2 0.90 0.70
3 0.80 0.60
4 0.70 0.50

Given that this company’s normal required rate of return is 15
percent and the after-tax risk-free rate is 5 percent, which project should

be selected?
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8. (Risk-adjusted discount rates and risk classes) The G.Wolfe Cor-
poration is examining two capital budgeting projects with 5-years
lives. The first, project A, is a replacement project; the second, proj-
ect B, is a project unrelated to current operations. The G.Wolfe Cor-
poration uses the risk-adjusted discount rate method and groups
projects according to purpose and then uses a required rate of re-
turn or discount rate that has been pre-assigned to that purpose of

risk class. The expected cash flows for these projects are as follows:

Year Project A Project B
) )

Initial investment: 2,50,000 4,00,000

Cash inflows:

Year 1 30,000 1,35,000
Year 2 40,000 1,35,000
Year 3 50,000 1,35,000
Year 4 90,000 1,35,000
Year 5 1,30,000 1,35,000

The purpose of risk classes and pre-assigned required rates of

return are as follows:

Purpose Required Rate of Return
Replacement decision 12%
Modification or expansion of existing 15

product line
Project unrelated to current operations 18

Research and development operations 20

Determine the project’s risk-adjusted net present value.
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CASE STUDY

Amazon Ltd. is acquiring all the outstanding equity shares of Toys
Ltd. by exchanging one share for each share of Toys Ltd., Amazon Ltd.
Amazon Ltd., has a policy of keeping 50% of its capital structure in debt.

The capital structure of both these firms before the merger is as follows:

(X in lakhs)
Amazon Ltd. | Toys Ltd.
Equity Capital (of X 100 each) 20 5
Retained earnings 25 25
14% preference shares 5 _
13% debt 50 _

(a) What will the capital structure of the merged firm be determine

the percentage share of debt in the merged firm?

(b) Has the merged firm’s financial risk declined ?

X6
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UNIT -1l

Unit Structure

Lesson 3.1 - Corporate Restructuring
Lesson 3.2 - Mergers and Acquisitions

Lesson 3.3 - Business Alliances

Lesson 3.1 - Corporate Restructuring

Learning Objectives
After reading this lesson, you should be able to,

Give the meaning of corporate restructuring,
List out the reasons for corporate restructuring.
Discuss the different forms or types of corporate restructuring.

Understand the terms used in corporate restructuring.

vV Vv V V V

Understand the major categories of corporate restructuring.

Before knowing the meaning and forms of corporate restructuring
it is better to know the different forms of business organisation and how
an entrepreneur structures organisation. Entrepreneur who is planning
to start an organisation either for manufacturing products or providing
services need to select the right form of business organisation. This is
possible for those entrepreneurs who are having knowledge about the

advantages and disadvantages of different forms of business organisations.

There are four main forms of business organisations, viz., sole
proprietorship, partnership, cooperative society, and company (public and
private). Each of this form has its own advantages and disadvantages. At

the same time entrepreneur also determines the financial structure also.
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But the same form of business organisation and financial structure may
not be suitable for changing business environment. Therefore, there is a

need to restructure their corporation.
Introduction to Corporate Restructuring

It is very difficult for any firm to survive without restructuring the
firm in the growing stages. It may be possible to run a firm successfully
for a short period, but in the long run it may not be possible without
restructuring because business environment changes. Scanning of
business environment helps in identifying business opportunities and
threats. Corporate restructuring is necessary whenever there is change
in business environment. For example, with liberalization, privatization,
and globalisation (LPG) many firms felt that there are lots of profitable
investment opportunities, and it also means increasing competition.
A firm that feels globalisation is opportunity for the firm, and then it
needs to leverage the benefits, which require lot of funds and resources,
and also need to go for restructuring. On the other hand a firm that feels
globalisation or liberalization or privatization is as competition, it has to
compete with the new competitors, by. manufacturing products at high
quality and sell at reasonable prices, but it needs more technological

support and needs more funds. So firm needs to go for restructuring.

Today, restructuring. is the latest buzzword in corporate circles.
Companies are vying,with each other in search of excellence and competi-
tive edge, experimenting with various tools and ideas. Many firms try to
turn the business.around by cutting jobs, buying companies, selling off or
closing unprofitable divisions or even splitting the company up. And the
changingnational and international environment is radically changing the
way business is conducted. Moreover, with the pace of change so great, cor-
porate restructuring assumes paramount importance. It is because profit-
able growth is one of the objectives of any business firm. Maximization of
profit is possible either by internally, by change of manufacturing process,
development of new products, or by expanding the existing products. On
the other hand company would be able to maximize profit by externally
merging with other firm or acquiring another firm. The external strategy
of maximizing profit may be in the form of mergers, acquisitions, amalga-

mations, takeovers, absorption, consolidation, and so on.
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Putin simple words the concept of restructuring involves embracing
new ways of running an organization and abandoning the old ones. It
requires organisations to constantly reconsider their organisational design
and structure, organisational systems and procedures, formal statements
on organisational philosophy and may also include values, leader norms
and reaction to critical incidences, criteria for rewarding, recruitment,

selection, promotion and transfer.
Meaning of Corporate Restructuring

Restructuring is the corporate management term for the act of
partially dismantling and reorganizing a company for the purpose of
making it more efficient and therefore more profitable. It generally involves
selling off portions of the company and making severe staff reductions.
Restructuring is often done as part of a bankruptcy or of a takeover by
another firm, particularly a leveraged buyout by a private equity firm. It
may also be done by a new CEO hired specifically to make the difficult and

controversial decisions required to save or reposition the company.

It indicates to a broad array of activities that expand or contract a
firm’s operations or substantially modity its financial\structure or bring
about a significant change in its organisational structure and internal
functioning. It includes activities such as mergers; buyouts, and takeovers,
business alliances, slump sales, demergers, equity carve outs, going private,
leverage buyouts (LBOs), organisational restructuring, and performance

improvement initiatives.

Reasons for Corporate Restructuring

There are a good number of reasons behind corporate restructuring.

Corporate restructure their firms with a view to:

1 Induce higher earnings

Leverage core competencies

Divestiture and make business alliances
Ensure clarity in vision, strategy and structure
Provide proactive leadership

Empowerment of employees, and

N ks W N

Reengineering Process

Notes
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Induce Higher Earnings: The prime goal of financial management
is to maximize profit there by firm’s value. Firm may not be able to
generate constant profits throughout its life. When there is change
in business environment, and there is no change in firm’s strategies.
The two basic goals of corporate restructuring may include higher
earnings and the creation of corporate value. Creation of corporate
value largely depends on the firm’s ability to generate enough cash.

Thus corporate restructuring helps to firms to increase their profits.

Leverage Core Competence: Core competence was seen as a capa-
bility or skill running through a firm’s business that once identified,
nurtured, and developed throughout the firm became the basis for
lasting competitive advantage. For example Dell Computer built its
tirst 10-year of unprecedented growth by creating an organisation
capable of the speedy and in expensive manufacture and delivery
of custom-built PCs. With the concept of organisational learning
gaining momentum, companies are laying more emphasis on ex-
ploiting the rise on the learning curve. This can happen only when
companies focus on their core competencies. This is seen as the

best way to provide shareholders with increased profits.

Divestiture and Business Alliances: Some times companies may
not be able to run all the ¢ompanies, which are there in-group, and
companies which are net contributing may need to be divested and
concentrate on corecompetitive business. Companies, while keeping
in view their*“core competencies, should exit from peripherals.
This can be realised through entering into joint ventures, strategic

alliances and agreements.

Ensure Clarity in Vision, Strategy and Structure: Corporate
restructuring should focus on vision, strategy and structure.
Companies should be very clear about their goals and the heights
that they plan to scale. A major emphasis should also be made on
issues concerning the time frame and the means that influence their

sSuccess.

Provide Proactive Leadership: Management style greatly
influences the restructuring process. All successful companies have
clearly displayed leadership styles in which managers relate on a

one-to-one basis with their employees.
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6. Empowerment of Employees: Empowerment is a major constituent
of any restructuring process. Delegation and decentralized decision
making provides companies with effective management information

system.

7. Reengineering Process: Success in a restructuring process is
only possible through improving various processes and aligning
resources of the company. Redesigning a business process should

be the highest priority in a corporate restructuring exercise.

The above discussed are the prime reasons for corporate restructuring.

Types / Forms of Corporate Restructuring

Business firms engage in a wide range of restructuring activities
that include expansion, diversification, collaboration, spinning off, hiving
off, mergers and acquisitions. Privatisation also forms an important part
of the restructuring process. The different forms of restructuring may

include:

(1) Expansion,
(2) Mergers (Amalgamation),
(3) Purchasing of a Unit or Division or Plant,
(4) Takeover,
(5) Business Alliances,
(6) Sell-Off,
(7) Hive-Off,
(8) Demerger or Corporate Splits or Division,
(9) Equity Carve out,
(10) Going Private, and
(11) Leveraged Buyout (LBO)

Expansion

It is the most common and convenient form of restructuring,
which involves only increasing the existing level of capacity and it does not
involve any technical expertise. Expansion of business needs more funds

to be raised either in the form of equity or debt or both and the funds

Notes
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are used to finance the fixed assets required for manufacturing the
expanded level of production. This increase firm’s profitability, thereby

value of the firm
Merger

The term merger refers to a combination of two or more companies
into a single company where one survives and the others lose their corporate
existence. The acquired company (survivor) acquires the assets as well
as liabilities of the merged company or companies. For example A Ltd.,
acquires the business of B Ltd. and C Ltd. Generally, the company, which
survives, is the buyer, which retains its identity, and the seller company
is extinguished. Merger is also defined as amalgamation. Merger is the
fusion of two or more existing companies. All assets, liabilities and stock of
one company stand transferred to Transferee Company in consideration of
payment in the form of equity shares of Transferee Company or debentures
or cash or a mix of the two or three modes. Mergers per se, may either
be horizontal mergers, vertical mergers or conglomerate mergers. In a
tender offer, the acquiring firm seeks controlling interest in the firm to
be acquired and requests the shareholders of the firm to be acquired, to

tender their shares or stock to it.
Amalgamation

Ordinarily amalgamation means merger. Amalgamation refers
to a situation whete two or more existing companies are combined into
a new company-formed for the purpose. The old companies cease to
exist and their shareholders are paid by the new company in cash or in
its shares-or debentures or combination of cash, shares, and debentures.
Almost the same definition is give by Halsbury’s Laws of England describe
amalgamation as a blending of two or more existing undertakings into
one undertaking, the shareholders of each blending company becoming
substantially the shareholders in the company, which is to carry on the

blended undertaking.

But there is technical difference between merger and amalgamation.
In case of merger, one existing company takes over the business of another
existing company or companies, while in the case of amalgamation; a new

company takes over the business of two or more existing companies. The
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company or companies merging are called amalgamating company or
companies and the company with which the amalgamating merge or the
company, which is formed as a result of the merger, is called amalgamated
company. For example C Ltd., is formed to take over A Ltd. and B Ltd.
However, in practice, no such distinction is observed. As a matter of fact

the term amalgamation includes merger also.

In the case Andhra Pradesh High Court held in S.S Somayajulu v
Hope Prudhommee ¢ Co. Ltd., the word “amalgamation” has no definite
legal meaning. It contemplates a state of things under which two companies
are so joined as to form a third entity, or one company is absorbed into
and blended with another company. Amalgamation does not involve a

formation of a new company to carry on the business of the old company.

Purchasing of a Unit

Purchasing a unit or plant or division is becoming common
practice in corporate restructuring activity. This is because purchasing a
unit reduces the time involved in setting up of new unit, which is generally
a lengthy period and also brings some tax benefits. When.a firm purchases
one unit of the other firm then it becomes to divesturefor the selling firm.
For example when Hindustan Co. purchases a unit-of Bharath Co. from
Bharath company point of view it is divesture. Génerally firms sell a unit
or plant or division, due to no performanece; or low performance. At the
same time the low or no performance, reduces the profits of consolidated

results of the firm.

Takeover

A ‘takeover’ is acquisition and both the terms are used
interchangeably. Takeover differs from merger in approach to business
combinations i.e. the process of takeover, transaction involved in takeover,
determination of the share exchange or cash price and fulfillment of goals
of combination all are different in takeovers than in mergers. For example,
process of takeover is unilateral and the offeror company decides about
the maximum price. Time taken in completion of transaction is less in
takeover than in mergers, top management of the offered company being

more co-operative.
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Business Alliances
The following are more commonly used forms of business alliance:
Joint Ventures

Occasionally two or more capable firms lack a necessary component
for success in a particular competitive environment. For example, no single
petroleum firm controlled sufficient resources to construct the Alaskan
pipeline. Nor was any single firm capable of processing and marketing
all of the oil that would flow through the pipeline. The solution was joint
ventures. A joint venture is set up an independent legal entity in, which
two or more separate firms participate. The joint venture agreement clearly
indicates how the cooperating members will share ownership, operational
responsibilities, and financial risks and rewards example, of JV Fuji-Xerox,

JV to produce photocopiers, for the Japanese market.
Strategic Alliances

A strategic alliance is cooperatiye relationship like JV, but is does
not create a separate legal entity. In-other words companies involved do
not take an equity position in one-another. In many instances, strategic
alliances are partnerships thatéxist for a defined period during which
partners contribute their, skills (transfer technology, or provide R&D
service, or grant marketing rights etc.) and expertise to a cooperative
project. For exampley service and franchise based firms like Coca-Cola,
McDonald’s and‘Pepsi have long engaged in licensing arrangements with

foreign distributors as a way to enter new markets.
Franchising

A special form of licensing is franchising, which allows the
franchisee to sell a highly publicized product or service, using the parent’s
brand name or trademark, carefully developed procedures, and marketing
strategies. In exchange, a franchisee pays a fee to parent firm, typically
based on the volume of sales of the franchisor in its defined market area.
Most attractive franchisees are Coca-Cola, Kentucky Fried Chicken, and

Pepsi.
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Licensing / Contract Manufacturing

License is an agreement whereby a foreign licensee buys the right
to produce a company’s product in the licensee’s country for a negotiated
fee (normally, royalty payments on the sales volume). There are two
popular types of licensing. First type involves granting license for product,
or process, or specific technology, the second type of licensing involves
granting licensing for trademark or copyright. RCA for instance, once

licensed its color television technology to a number of Japanese companies.

1. Sell-Off: Sell-Off may be either through a spin-off or divestiture.
Spin-Off creates a new entity with shares being distributed on a pro
rata basis to existing shareholders of the parent company. Split-Off
is a variation of Sell-Off. Divestiture involves sale of a portion of a

firm/company to a third party.

2. Hive-Off: It refers to the sale of loss making division or product
or product line, by a company. Put it simple it is discontinuing
manufacture of a product or closing down a division. This is
beneficial for both the buyer and the seller. Saving the acquisition
cost of acquiring an established product benefits the buyer. On the
other hand concentrating more on profitable’segments or products
and consolidating its business benefit seller: The recent example is

hiving off Tata Chemicals share in Excel Industries.

3. Demerger or Corporate Splits or Division: Demerger or split
or division of a company.are.the synonymous terms signifying a
movement in the company just opposite to combination in any of
the forms defined above. Such types of demergers or ‘divisions’ have

been occurring in-developed nations particularly in UK and USA.

In UK, the above terms carry the meaning as a division of a company
takes place when part of its undertaking is transferred to a newly-formed
company or to an existing company, some or all of whose shares are allotted
to certain of the first company’s shareholders. The remainder of the first
company’s undertaking continues to be vested in it and its shareholders
are reduced to those who do not take shares in the other company; in other
words, the company’s undertaking and shareholders are divided between
the two companies. In USA, too, the corporate splits carry the similar

features excepting difference in accounting treatment in post-demerger

Notes
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practices. In India, too, demergers and corporate splits have started taking

place in old industrial conglomerates and big groups.

4.

Equity Carveout: Equity carveout is the sale of its equity by
parent company in a wholly owned subsidiary. The sale of equity
may be to the general public or strategic investors. Equity carve
out differs from spin off in two ways. First, in equity carveout the
equity shares are sold to the new investor, whereas in the spin off
the equity shares are sold to the existing shareholders. Secondly,
equity carveout brings cash to the firm (since the shares are sold to
the new investor), whereas in the spin off there is no cash infusion
to the company because the shares value is broken into small and
the same are distributed to the existing shareholders. For example,
a company has 10,000 equity shares each I 10 face value. The
company is planning to spin off the shares, by dividing the face
value into two equal values. In this case firm divides share into
two with face value of X 5 per share and the same is distributed to
the existing shareholders. Here the number of shares increases to
20,000, but face value of the share is X 5.

Going Private: Ownership of a company can be changed through an
exchange offer, share repurchase or going public. Therefore, going
private is one of the ways of ownership restructuring. Generally
public company stock‘is held with public. Going private means
converting public company into private company. Privatisation is
done through-buying shares from the public, which increases the
stake of<assmall group of investors, who have substantial stake.
The rationale behind privation is to the costs (cost of providing
investors with periodical reports, communicating with financial
analysts, holding shareholders meetings, fulfilling various statutory
obligations, etc.,) associated with public limited company form
of organisation and to bring long-term value into sharper focus.
Castrol India and Philips India are the recent examples of going

private.

Leveraged Buyout (LBO): Leveraged buyout means buying any
thing with borrowed funds. For example, Dream Well Co., interested
in divesting one of its division, for ¥ 50 crores (whose value is ¥ 80
crores). Five executives of the same division are keen on buying the

division but each executive is able to contribute ¥ 10 lakhs. Here
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they fall short of funds to buy the division, still they want to buy
the same with a borrowings X 30 lakhs from a bank. It is known as

leveraged buyout.

Other Terms Used in Corporate Restructuring: Apart from the
above discussed form of corporate restructuring the following are
other terms used: Acquisition, consolidation, absorption, combi-
nations, holding company, takeover, restructuring, reconstructing
and diversification. The terms are required to be understood in the
sense these are used. In different circumstances some of these terms
carry different meanings and might not be construed as mergers or
takeover in application of the sense underlying the term for a par-
ticular situation. In the following paragraphs, the meaning of these
terms has been explained in the light of the definitions and expla-

nations given by eminent scholars and practitioners in their works.

1. Acquisition: Acquisition in general sense is acquiring the
ownership in the property. In the context of business combinations,
an acquisition is the purchase of by one company of a controlling
interest in the share capital of another existing company. An

acquisition may be affected by

(a) agreement with the persons holding majority interest in
the company management like’members of the board
or major shareholders commanding majority of voting

power;
(b) purchase of shares in epen market;
(c) to make takeover offer to the general body of shareholders;
(d) purchase of new shares by private treaty;

(e) acquisition of share capital of one company may be by
either all or any one of the following form of considerations
viz. means of cash, issuance of loan capital, or insurance

of share capital.

2. Consolidation: Consolidation is known as the fusion of two existing

companies into a new company in which both the existing companies
extinguish. Thus, consolidation is mixing up of the two companies
to make them into a new one in which both the existing companies

lose their identity and cease to exist. The mix-up assets of the two

Notes
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companies are known by a new name and the shareholders of two
companies become the shareholders of the new company. None of the
consolidating firms legally survives. There is no designation of buyer
and seller. All consolidating companies are dissolved. In other words,
all the assets, liabilities and stocks of the consolidating companies stand
transferred to new company in consideration of payment in terms of
equity shares or bonds or cash or combination of the two or all modes

of payments in proper mix.

Absorption: Absorption is a combination of two or more firms into an
existing corporation. All firms except one lose their identity in merger
through absorption. For example this type of absorption is absorption
of Tata Fertilisers Ltd. (TFL) by Tata Chemicals Ltd. (TCL). TCL, an
acquiring firm. Survived after merger, while TFL an acquired company,

ceased to exist.

Combination: Combination refers to mergers and consolidations as
a common term used interchangeably but carrying legally distinct
interpretation. All mergers, acquisitions, and amalgamations are

business combinations.

Takeover: A ‘takeover’ or acquisition and both the terms are used
interchangeably. Takeover differs from merger in approach to business
combinations i.e. the process of takeover, transaction involved in
takeover, determination of the share exchange or cash price and
fulfillment of goals-of combination all are different in takeovers than in
mergers. Forrexample, process of takeover is unilateral and the offeror
company decides about the maximum price. Time taken in completion
of transaction is less in takeover than in mergers, top management of

the offeree company being more co-operative.

Reconstruction: The term ‘reconstruction’ has been used in section
394 along with the term ‘amalgamation’ The term has not been
defined therein but it has been used in the sense not synonymous with
amalgamation. In the Butter worth publication, the term has been

explained as under:

“By areconstruction, a company transfers its undertaking and assets

to a new company in consideration if the issue of the new company’s shares

to the first company’s members and, if the first company’s debentures are
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not paid off, in further consideration of the new company issuing shares
or debentures to the first company’s debentures holders in satisfaction of
their claims. The result of the transaction is that the new company has
the same assets and members and, if the new company issues debentures
to the first company’s debenture holders, the same debenture holders as
the first company, the first company has no undertaking to operate and is

usually wound up or dissolved”.

Reconstructions were far common at the end of the last century
and the beginning of this century than they are now. The purposes to be
achieved by them were usually one of the following: either to extend or
alter of a company by incorporating a new company with the wider or
different objects desired; or (ii) to alter the rights attached to the different
classes of a company’s shares or debentures by the new company issuing
shares or debentures with those different rights to the original company’s
share or debenture holders; or to compel the members of a company to
contribute further capital by taking shares in the new company on which a
larger amount was unpaid than on the shares of the original company. The
first two of these purposes can now be achieved without reconstruction
and the third is now regarded as a species of coercion, which is strongly
disapproved of by the courts and is not pursued in practice. Consequently,
reconstructions for these reasons do not now occur. In Indian context, the
term would cover various types of arrangements-or comprises which may

include merger as well as demerger.

i. Restructuring: Restructuring is the corporate management term
for the act of partially dismantling and reorganizing a company
for the purpose of making it more efficient and therefore more
profitable. It generally involves selling off portions of the company
and making severe staff reductions. Restructuring is often done as
part of a bankruptcy or of a takeover by another firm, particularly a
leveraged buyout by a private equity firm. It may also be done by a
new CEO hired specifically to make the difficult and controversial
decisions required to save or reposition the company. It indicates
to a broad array of activities that expand or contract a firm’s
operations or substantially modity its financial structure or bring
about a significant change in its organisational structure and
internal functioning. It includes activities such as mergers, buyouts,

and takeovers, business alliances, slump sales, demergers, equity
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carve outs, going private, leverage buyouts (LBOs), organisational

restructuring, and performance improvement initiatives.

Diversification: Diversification is the process of adding new
business to the company that is distinct its established operations.
A diversified or multi business company is thus one that is involved
in two or more distinct industries. Firms go for diversification
for reducing non-systematic risk. Diversification implies growth
through the combination of firms in unrelated business. Such

mergers are called conglomerate mergers.

Major Categories of Corporate Restructuring

As we read in the above that corporate restructuring entails any

fundamental change in a company’s business or financial structure,

designed to increase the company’s value to shareholders or creditor.

Corporate restructuring is often divided into two parts:

1. Operational restructuring, and

2. Financial restructuring.

1.

Operational Restructurings Operational restructuring is the
process of increasing, the economic viability of the underlying
business model. Examples include mergers, the sale of divisions
or abandonment of product lines, or cost-cutting measures such
as closing. down unprofitable facilities. In most turnarounds and
bankruptey situations, both financial and operational restructuring

must.occur simultaneously to save the business.

Financial Restructuring: It relates to improvements in the capital
structure of the firm. Corporate financial restructuring involves
restructuring the assets and liabilities of corporations, including
their debt-to-equity structures, in line with their cash flow needs
to promote efficiency, support growth, and maximize the value to
shareholders, creditors and other stakeholders. Otherwise viable
firms under stress it may mean debt rescheduling or equity-for-debt
swaps based on the strength of the firm. If the firm is in bankruptcy,

this financial restructuring is laid out in the plan of reorganization.
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These objectives make it sound like restructuring is done pro-
actively, that it is initiated by management or the board of directors. While
that is sometimes the case examples include share buybacks and leveraged
recapitalizations more often the existing structure remains in place until
a crisis emerges. Then the motives are defensive as in defenses against a
hostile takeover or distress-induced, where creditors threaten to enforce

their rights.

Financial restructuring may mean refinancing at every level of capital

structure, including:

a. Securing asset-based loans (accounts receivable, inventory, and
equipment)

b. Securing mezzanine and subordinated debt financing

c. Securing institutional private placements of equity

d. Achieving strategic partnering

e. Identifying potential merger candidates
Summary

Restructuring is the corporate management term for the act of
partially dismantling and reorganizing a company for the purpose of
making it more efficient and therefore more.profitable. It indicates to a
broad array of activities that expand or ¢ontract a firm’s operations or
substantially modify its financial structure or bring about a significant
change in its organisational structure and internal functioning. It includes
activities such as mergers, buyouts, takeovers, business alliances, slump
sales, demergers, equity carve outs, going private, leverage buyouts (LBOs),

organisational restructuring, and performance improvement initiatives.

There are a good number of reasons behind corporate restructuring.
The prime reasons are to: induce higher earnings, leverage core
competencies, divestiture and make business alliances, ensure clarity in
vision, strategy and structure, provide proactive leadership, empowerment

of employees, and reengineering Process.

Business firms engage in a wide range of restructuring activities

that include: expansion, mergers (Amalgamation), purchasing of a Unit or

Notes
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Division or Plant, takeover, business alliances, sell-off, hive-off, demerger
or corporate splits or division, equity carveout, going private, and
leveraged buyout. Apart form these there are few other also: acquisition,
consolidation, absorption, combination, takeover, reconstruction,

restructuring, and diversification.

Corporate restructuring entails any fundamental change in a
company’s business or financial structure, designed to increase the
company’s value to shareholders or creditor. Corporate restructuring is
often divided into two parts: operational restructuring, and financial

restructuring.

k%%
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Lesson 3.2 - Mergers and Acquisitions

Learning Objectives

After reading this lesson, you should be able to,

Define Mergers and Acquisition.

Trace out the evolution of Mergers and Acquisitions in India.
Explain the different types or Forms of Mergers.

Understand the impact of Mergers and Acquisitions on Society.

Compute the Costs Benefits and tax aspects of mergers.

vV VvV V V V V

Know evaluation of Merger as a Capital Budgeting Decision.

A business may grow over time as the utility of its products and
services is recognized. It may also grow through an inorganic process,
symbolized by an instantaneous expansion in work'force, customers,
infrastructure resources and thereby an overall increase in the revenues
and profits of the entity. Mergers and acquisitions are manifestations
of an inorganic growth process. While mergers can be defined to mean
unification of two players into a single entity, acquisitions are situations
where one player buys out the otherto combine the bought entity with
itself. It may be in form of a purchase, where one business buys another or
a management buys out, where the management buys the business from its

owners.

Mergers and acquisitions are used as instruments of momentous
growth and are increasingly getting accepted by Indian businesses as
critical tool of business strategy. They are widely used in a wide array of
tields such as information technology, telecommunications, and business
process outsourcing as well as in traditional business to gain strength,
expand the customer base, cut competition or enter into a new market
or product segment. Mergers and acquisitions may be undertaken to
access the market through an established brand, to get a market share, to

eliminate competition, to reduce tax liabilities or to acquire competence

Notes
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or to set off accumulated losses of one entity against the profits of other

entity.

Mergersand acquisitions have become asymbol of the neweconomic
world. Almost every day one reads of a new merger or acquisition doing
the rounds of the corporate circles. It also brings with it complex issues

relating to laws and regulations impacting such M & A decisions.

In today’s business scenario, all companies are possible targets for
acquisitions or mergers. As a result knowledge of the laws relating to them
is extremely useful. At the same time they are critical to the health of the

businesses and thereby the shareholders.
Meaning of Mergers and Acquisition

The term merger refers to a combination of two or more companies
into a single company where one survives and the others lose their corporate
existence. The acquired company (survivor) acquires the assets as well
as liabilities of the merged company or companies. For example A Ltd.
acquires the business of B Ltd. and C Ltd. Generally, the company, which
survives, is the buyer, which retains-its identity, and the seller company
is extinguished. Merger is also defined as amalgamation. Merger is the
fusion of two or more existing companies. All assets, liabilities and stock of
one company stand transferred to Transferee Company in consideration of
payment in the form of €quity shares of Transferee Company or debentures

or cash or a mix of'the two or three modes.

Acquisition in general sense is acquiring the ownership in the
property:-In the context of business combinations, an acquisition is the
purchase of by one company (called the acquiring firm) of a controlling
interest in the share capital of another existing company (called the target).

An acquisition may be affected by

(a) agreement with the persons holding majority interest in the
company management like members of the board or major

shareholders commanding majority of voting power;
(b) purchase of shares in open market;

(c) to make takeover offer to the general body of shareholders;
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(d) purchase of new shares by private treaty;

(e) acquisition of share capital of one company may be by either all or

any one of the following form of considerations viz. means of cash,
issuance of loan capital, or insurance of share capital. The effort to

control may be a prelude

To a subsequent merger or
To establish a parent-subsidiary relationship or

To break-up the target firm, and dispose off its assets or

vV V V V

To take the target firm private by a small group of investors.

Types of Takeovers

There are broadly two kinds of takeover bids or strategies that can

be employed in corporate acquisitions. These include:

(1) Friendly Takeover, and
(2) Hostile Takeover.

Friendly Takeover: Friendly takeovers are those. takeovers that
could be through negotiations, i.e., acquiring‘company negotiates
with the Executives or BoDs of target firm, and gets their consent
for takeover. The acquiring firm makes a financial proposal to the
target firm's management and board: This proposal might involve
the merger of the two firms, the consolidation of two firms, or the
creation of parent/subsidiary relationship. If both the parties do not
reach to an agreement during negotiation process the proposal of

acquisition stands terminated and dropped out.

Hostile Takeover: Hostile takeover is the takeover in which
acquiring company may not offer to target company the proposal
to acquire its undertaking but silently and unilaterally may pursue
efforts to gain controlling interest in it against the wishes of the
management. Put in simple, a hostile takeover may not follow a
preliminary attempt at a friendly takeover. For example, it is not
uncommon for an acquiring firm to embrace the target firm’s
management in what is colloquially called a bear hug. There are
various ways in which an acquirer company may pursue the matter

to acquire the controlling interest in a target firm. The various ways
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of acquirer are known as “raids” or “takeover raids” in the corporate
world. The raids when organized in systematic ways are called

“takeover bids”.
Evolution Mergers and Acquisitions in India

Compelled by the present economic scenario and market trends,
corporate restructuring through mergers, amalgamations, takeovers and
acquisitions, has emerged as the best form of survival and growth. The
opening up of the Indian economy and the government’s decision to

disinvest has made corporate restructuring more relevant today.

In the last few years, India has followed the worldwide trends in
consolidation amongst companies through mergers and acquisitions.
Companies are being taken over, units are being hived off, joint ventures
tantamount to acquisitions are being made and so on. It may be reasonably
be stated that the quantum of mergers and acquisitions in the last few
years must be more than the corresponding quantum in the four and a half

decades post independence.

Supreme Court of India in~the landmark judgment of HLL-
TOMCO merger has said, “in this era of hyper competitive capitalism and
technological change, industrialists have realized that mergers/acquisitions
are perhaps the best route.te reach a size comparable to global companies
so as to effectively compete with them. The harsh reality of globalisation
has dawned that companies which cannot compete globally must sell out

as an inevitable alternative”.

Economic reforms and deregulation of the Indian economy has
brought in more domestic as well as international players in Indian
industries. For India economic reforms and deregulations means increase
in competition, which demanded structural changes of Indian industries.
The main restructuring strategy in India is mergers & acquisition.
The first merger and acquisition wave took place in India towards the
end of 1990s. Table shows the number and percentage change in the
number of merger and takeover activities in India from 1988 to 2003.

These mergers and takeover include the realized as well as abortive bids.
Table exhibit
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Number of Merger and Takeover in India from 1988 to 2003

Years | Number | Changein %
1988 15 -
1989 18 20.00
1990 25 38.90
1991 71 184.00
1992 135 90.10
1993 288 113.30
1994 363 26.00
1995 430 18.50
1996 541 25.80
1997 636 17.60
1998 730 14.80
1999 765 04.79
2000 1,177 53.86
2001 1,045 -11.21
2002 838 - 19.81
2003 834 -0.48

Source: Collated from various.newspapers including business dailies, various issues

and also Monthly Review: of the Indian Economy, CMIE, and various issues.

A sharp rise in the overall merger and acquisition activity in the
Indian corporate sector while there were 58 mergers and takeover from
1988 to 1990, the number rose to 71 in 1991 and 730 in 1998. There was a
jump in the number of merger and takeover activities in India from 1988 to
1993, the average rate of increase being around 89 per cent for the five-year
period. Since then the rate of rise had maintained an average of 20.5 per
cent. After 2001 year the M&A trend has shown declining. But there was
substantial growth in the year 2000-01, with the total number of M&A’s
deals 1,177, which is 54 percent higher than the previous year total deals.
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Forms / Types of Mergers

Mergers or acquisition types depend upon the offeror company’s
objectives, profiles, combinations which it wants to achieve. What ever
may be the technical differences between mergers, acquisitions, and

amalgamations, mergers can usually distinguished into the following three

types:

(1) Horizontal Mergers,
(2) Vertical Mergers, and

(3) Conglomerate Mergers.
Horizontal Mergers

This type of merger involves when two or more competitive firms
that operate and compete in a similar kind of business and same stage
of industrial process. The merger is based on the assumption that it will
provide economies of scale from the larger combined unit; it eliminates
competition, thereby putting an end to price cutting wars, possibility of
starting R&D, effective marketing andmanagement. For example in the
Aerospace industry, Boeing merged. with McDonald Douglass to create
the World’s largest aerospace'company. Another Compaq acquired
Digital Equipment and then-itself was acquired by Hewlett Packard.
Glaxo Wellcome Plc. and)SmithKline Beecham Plc. Mega merger. The
two British pharmaceutical heavy weights Glaxo Wellcome PLC and
SmithKline Beecham PLC early this year announced plans to merge
resulting in the largest drug manufacturing company globally. The merger
created a company valued at X 182.4 billion and with a 7.3 per cent share
of the global pharmaceutical market. The merged company expected X 1
.6 billion in pretax cost savings after three years. The two companies have
complementary drug portfolios, and a merger would let them pool their
research and development funds and would give the merged company a

bigger sales and marketing force.
Vertical Mergers
Vertical mergers take place between firms in different stages

of production/operation, either as forward or backward integration. It

occurs when a firm acquires ‘upstream’ from it and or firms ‘downstream’
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from it. Upstream stream merger extends to the firms supplying raw
materials and to those firms that sell eventually to the customers in the
event of a downstream merger. The basic reason is to eliminate costs
of searching for prices, contracting, lower distribution cost, payment
collection and advertising and may also reduce the cost of communicating
and coordinating production and also has assured supplies and market,

increasing or creating barriers to entry for potential competitors.

Unlike horizontal mergers, which have no specific timing, vertical
mergers take place when both firms plan to integrate the production process
and capitalise on the demand for the product. Forward integration take
place when a raw material supplier finds a regular procurer of its products
while backward integration takes place when a manufacturer finds a cheap
source of raw material supplier. For example, Merger of Usha Martin and
Usha Beltron, Usha Martin and Usha Beltron merged their businesses to
enhance shareholder value, through business synergies. The merger will
also enable both the companies to pool resources and streamline business
and finance with operational efficiencies and cost reduction and also help

in development of new products that require synergies.

Conglomerate Mergers

Conglomerate mergers are affected. among firms that are in
different or unrelated business activity. In other words, firms engaged
in two different / unrelated business,activities combine together. Firms
opting for conglomerate merger control a range of activities in various
industries that require different skills in the specific managerial functions

of research, applied engineering, production, marketing and so on.

This type of diversification can be achieved mainly by external
acquisition and mergers and is not generally possible through internal
development. The basic purposes of such merger is to effective utilization
of unutilized financial resources and enlarge debt capacity through re-
organizing their financial structure so as to maximize shareholders
earnings per share (EPS), lowering the cost of capital and thereby raising
maximizing value of the firm and the share price. Mergers enhance
the overall stability of the acquirer company and create balance in the
company’s total portfolio of diverse products and production processes.

These types of mergers are also called concentric mergers. Firms operating

Notes
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in different geographic locations also proceed with these types of mergers.

Conglomerate mergers have been further sub-divided into:

(a) Financial Conglomerates,

(b)

Managerial Conglomerates

(c) Concentric Companies

a. Financial Conglomerates: These conglomerates provide a flow of

funds to every segment of their operations, exercise control and are
the ultimate financial risk takers. They not only assume financial
responsibility and control but also play a chief role in operating
decisions. They also improve risk-return ratio; reduce risk; improve
the quality of general and functional managerial performance;
provide effective competitive process; provide distinction between
performance based on underlying potentials in the product market

area and results related to managerial performance.

b. Managerial Conglomerates: Managerial conglomerates provide

managerial counsel and interaction on decisions thereby, increasing
potential for improving performance. When two firms of unequal
managerial competence combine, the performance of the combined
firm will be greater than the-sum of equal parts that provide large

economic benefits.

c. Concentric Conglomerates: The primary difference between

managerial conglomerate and concentric company is its distinction
between<respective general and specific management functions.
The merger is termed as concentric when there is a carry-over of
specific management functions or any complementarities in relative

strengths between management functions.

Other Types

Apart form the above-discussed three (Horizontal, vertical, and

conglomerate) types of mergers the following are the few others forms of

mergers:

a.

Within Stream Mergers: This type of mergers takes place when

subsidiary company merges with parent company or parent
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company merges with subsidiary company. The former type of
merger is known as ‘Down stream’ merger, whereas the latter is
known as ‘Up stream’ merger. For example, recently, ICICI Ltd.,
a parent company has merged with its subsidiary ICICI Bank
signifying down stream merger. Instance of up stream merger is the
merger of Bhadrachelam Paper Board, subsidiary company with the
parent ITC Ltd., and like.

b. Circular Combination: Companies producing distinct products
seek amalgamation to share common distribution and R&D
facilities to obtain economies by elimination of cost on duplication
and promoting market enlargement. The acquiring company
obtains benefits in the form of economies of resource sharing and

diversification.

c. Cross Boarder Merger: It takes place between or among companies
belonging to different countries of the world. In the globalized era
this type of merger or acquisitions becomes common. The business
houses from France Germany, Holland, and Japan have been very
active in acquisitions of companies in different parts of the world.
This Type of mergers takes place due to the benefitslike globalisation
of markets for many products, away from competition in the home

market, explosion of technology, and massive investments in R&D.

Reasons for Mergers

Why do mergers take place? It is believed that mergers and
acquisitions are strategic decisions or corporate level decisions that
are leading to maximization of a company’s growth by enhancing its
production capacity and-marketing operations. In other words, the basic
purpose of merger is to achieve faster growth of the corporate business.
Faster growth may be had through product improvement and competitive
position i.e. enhanced profitability through enhanced production and
efficient distribution of goods and services or by expanding the scope of
the enterprise through “empire building” through acquisition of other

corporate units.

They have become popular in the recent times because of increased
competition, breaking of trade barriers, free flow of capital across countries

and liberalization, globalisation, and privatization of business as a number

Notes
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of economies are being deregulated and integrated with other economies.
There are a good number of reasons attributed for the occurrence of
mergers and acquisitions. Corporate mergers and acquisitions take place

with a view to:

—

Leverage the benefit of synergetic operating economies,
Diversification of business risk and maintain stability in earnings,
Get the benefit of tax shield,

Have faster growth of business and income,

Have the benefits of effective managerial,

Acquire specific assets,

Limit or elimination of competition,

Effective utilization of under-utilised assets,

Y e NS U e w Db

Utilise surplus financial resources,

[—
e

Displace existing management,

—_
—_

Circumvent government regulations,

[a—
>

Reap speculative gains attendant upon new security issue or change
P/E Ratio,

13. Create an image of aggressiveness and strategic opportunity, empire

building and to amass vast economic powers of the economy.

The above listed are few of the reasons for a merger.

Benefits of Mergers

As we-have read in the above that there are three main types of
mergers:-Why do corporations merge? It is believed that mergers and
acquisitions are taking place with the objective of maximization of
company’s growth by enhancing its production and marketing operations.

The major benefits of a merger or acquisition are:

1. Synergy

Synergy means working together. Synergy results from
complementary activities. Increase in effective value is one of the prime
reasons for mergers or acquisitions. For example, one company may have

more profitable investment opportunities, while the other may have huge
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financial resources. Here synergy benefits are arrived only when these
two companies with more investment opportunities and huge financial
resources are merged. Other wise the two firms may be able earn low
profit, because of lack of investment opportunities or lack of financial
resources. When the two firms with different complementary skills they
can create more value which is higher than the sum of individual firms
profits without merger. Generally synergy value in positive and this is
the reason for mergers. For example, Merger of Hindustan Computers,
Hindustan Reprographics, Hindustan Telecommunications, and Indian
Computer Software Company into HCL Limited exhibited synergy in
transfer of technology and resources to enable the company to cut down

imports of components at a fabulous duty of 198 per cent.

Illustration

There are two firms Bharat Ltd and Hindustan Ltd are planning to
merge, whose per-merger values are I 420 lakhs, and X 200 lakhs. They
are merging with the objective of savings with present value of X 50 lakhs.
For acquiring Hindustan Ltd. Firm Bharat Ltd will be required to pay X
220 lakhs (consisting of ¥ 180 lakhs in the form of equity shares and X 40
lakhs in the form of cash). Besides the purchase consideration the Bharath
Ltd. need to incur acquisition cost of X 10 lakhs, Determine the value of

the gain, costs, and net gain from merger.

Solution: Gain is ¥ 40 lakhs

Cost = Purchase Value + Acquisition cost — Pre-merger value of
Hindustan Ltd.

Cost =X 220 lakhs +3 10 lakhs - X 200 lakhs.
=X 30 lakhs.
Net Gain = Expected savings — Cost;
=X 40 lakhs - X 30 lakhs; =X 10 lakhs.

2. Increase in Effective Value
The value of the firm increases when a firm acquires the assets

of another firm. For example, P Ltd and Q Ltd merge and form a new

company R Ltd, and then the effective value of the R Ltd is expected to be

Notes
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greater than the sum of the P Ltd. and Q Ltd. This is because of the synergy
benefits. Reliance Industries has highest value of assets, which is possible

after acquiring Larsen and Tubro.
3. Economies of Scale

Economies of scale are unit cost reductions associated with a
large scale of output. Manufacturing in large scale is possible when two
or more companies combine. The economies of scale is possible because
of intensive utilization of production capacities, distribution network,
engineering services, research & development facilities, etc. economies
of scale of generally possible in the case of horizontal mergers with the

objective of intensive utilization of resources.

There are no economies of scale in case of vertical mergers, but they
take place with the objective of improved coordination of activities, lower
inventory levels, and higher market power of the combined company. On
the other hand conglomerate mergers helps in reducing or elimination
of certain overhead expenses. But the benefits of economies of scale are
available up to a certain level of operations beyond which the per unit
average cost increases. Put in simple-the economies of scale are available
only at optimal level of operations;-at which the average cost per unit is

minimum.
4. Economies of Scope

When two or more business units in different industries share
resources .Stch as manufacturing facilities, distribution channels,
advertising campaigns, R&D cost, they may be able to realize economies
of scope: the cost reductions associated with sharing resources across
businesses. For example Procter & Gamble can enjoy economies of scope
if it acquire a consumer product company that benefits from its highly
regarded marketing skills and also helps in obtaining the benefits of

economies of scale.
5. Fast Growth

A merger often enables the amalgamating firm to grow at a faster

rate than is possible thorough internal expansion, because acquiring
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company enters into a new market quickly, avoids the time required to
build new plant, and establishing new product lines. In other words,
internal growth requires quite lengthy period it need to establish R&D,
develop new product, market penetration and setting up a totally new

administration.
6. Tax Benefits

Certain mergers take place just to get the benefit of tax shields. Tax
benefits are available for a firm, which acquires a firm that is running with
cumulative losses or unabsorbed depreciation. The firm with accumulated
losses or unabsorbed depreciation may not be able to get the benefit of tax
shield. Section 72A of Income Tax Act, 1961 provides tax shield incentive

for reverse mergers for the survival of sick units.

However, when it merges with a profit-making firm, its accumulated
losses can be set off against the profits of the profit-making firm and tax
benefits can be quickly realized. An example of a merger to reduce tax
liability is the absorption of Ahmedabad Cotton Mills Limited (ACML)
by Arbind Mills in 1979. ACML was closed in August 1977 due to labor
problem. At the time of merger in April 1979, saved about X 2 crore in tax
liability for the next two years after the merger because it could set-off

ACMLs accumulated loss against its profits.
Illustration

Dream well Company acquires Well Do Company. At the date of
acquisition the accumulated losses of Well Do Company are X 500 lakhs.
Dream Well Company is running with a profit record due to the well-
experienced management. The expected earnings before tax of Dream
Well Company over three year period are X 150 lakhs, ¥ 250 lakhs, and X
350 lakhs for the years 1,2, and 3 respectively. Determine the present value
of tax gains to accrue on account of merger to Dream Well Company, if the

company is in the tax bracket of 35 per cent and 12 per cent discount rate.

Notes
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Solution: Present Value of Tax Gain

Years (X In lakhs)
Particulars
1 2 3
Earnings Before Tax 150 250 350
Less: Recovery of Loss 150 250 100*
Tax Benefit (Recovery of Loss x Tax Rate) 52.5 87.5 35.0
Present Value Factor at 12 per cent 0.893 0.797 | 0.712
Present Value of Tax Shield 46.8825 | 69.7375 | 24.92
Total Present Value of Tax benefit to Dream Well Company | 144.54

*(X 500 lakhs accumulated loss of firm Well Do Company - X 150
lakhs, X 250 lakhs loss adjusted in the year 1 and 2 respectively).

7. Limiting or Elimination of Competition

Some times elimination or limiting of competition may be the prime
motive for merger or acquisition. Competition may lead to cut thought
competition, which will benefit the consumer. Any two or more firms
that are competing in the market'with similar product, by price-cutting
strategy can opt for merger, of; acquiring, there by making monopoly
or limiting competition they can be better off. For example, now there
is price war going on'among Arial, Excel and Tide detergent soap and
powers, and consumers are getting the benefits reducing prices. The firms
that are manufacturing these products can go for merger or acquisition, by
which they definitely avoid competition among them and they can limit

the competition in the industry.
8. Stabilisation through Diversification

Diversification is another major reason or advantage in the case
of conglomerate mergers. Merger between two companies, which are
unrelated businesses, would be able to reduce the risk, increase rate of
return on investment, and thereby increase market value of the firm.
In other words, conglomerate mergers helps in stabilizing or smoothen
overall corporate income, which would otherwise fluctuate due to seasonal

or economic cycles or product life cycle stages. In operational terms,
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the greater the combination of statistically independent, or negatively
correlated businesses or income streams of the merged companies, the
higher will be the reduction in the business risk and greater will be the

benefit of diversification or vice versa.

An example of diversification through mergers to reduce total risk
and improve profitability is that RPG Enterprises of Goenka Group. The
group started its takeover activity in 1979. It comprises of a large number
of companies, most of which have been takeover. The strategy has been to
look out for any foreign disinvestments, or any cases of sick companies,
which could prove right targets at low takeover prices. In 1988, RPG
took over ICIM and Harrison’s Malayalam Limited. Acquiring ICIM has

provided an easy access to the electronics industry.
9. Utilisation of Surplus Funds

There are four product lifecycles such as introduction, growth,
maturity, and decline. A firm may need more funds in the initial stage
for managing the cycle that is less profitable or not profitable, and growth
stage also need funds for acquiring resources assets for managing the
growth. But firm may have lot of funds in the maturity-stage, and may not
have profitable investment opportunities. Such a firm-generally distributes
dividends generously and even buys back .its<shares, if it is possible.
However, most management’s of corporate have the practice of investing
the surplus funds on investments, even though they are not profitable.
In such a case, a merger with anotherfirm involving cash compensation

often represents a more efficient utilization of surplus funds.
10. Managerial Effectiveness

There are cases where firms interested to merge with another
company with the idea of getting benefit through managerial effectiveness.
This is one of the potential gains of mergers is an increase in managerial
effectiveness. This may happen if a more effective management team
replaces the existing management team, which is performing poorly.
Often, a company, with managerial inadequacies, can gain immensely
from the superior management that is likely to emerge as a sequel to the
merger. Having greater congruence between the interests of managers and

the shareholders is another benefit of merger.

Notes
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11. Lowering the Finance Cost

Merger helps in larger size operations and greater earnings capacity.
This will help in reducing the cost of borrowing for merged firm. Because
creditors are merged with merged firm and they enjoy better protection
than the creditors of the merging firms independently. Generally when
there is high and additional protection reduces the cost of debt, and imposes
the cost of equity, by imposing additional burden on equity shareholders.
There is benefit in the form of finance cost only when the reduction in cost
of debt is higher than the increase in equity cost. Another aspect of the
financing costs is issue cost. A merged firm is able to realize the economies
of scale in flotation and transaction costs related to an issue of capital.

Issue costs are saved when the merged firm makes a larger security issue.
Motivators of Mergers and Acquisitions

Corporate restructuring in the form of merges or acquisitions are
generally motivated by equity shareholders, managers, and the promoters
of the combining companies. The following paragraphs make us clear
about the factors that motivate the shareholders, managers, and promoters

to lend support to these mergers and-acquisitions:
1. Equity Shareholders

As you might have observed that the share price of a company
goes up in the secondary market, when there is news about the company’s
future plans on ‘mergers or acquisitions. Generally investors invest their
surplus funds'on a company’s equity, with the expectation of increase in
share price thereby maximizing their value. Sometimes investors move
from one company to another company, which is planning to restructure
in the form of merger or acquisition. Shareholders may gain from mergers
in different ways viz. from the gains and achievement of the company
through maximization of profits by creating monopoly, economies of
scale, minimizing risk by diversification of product line, acquisition of
intellectual assets (human capital) which are not available otherwise, and

better investment opportunity in combinations.

These are the few factors that motivate shareholders to support

mergers or acquisitions, but they may not be completely generalised
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for all mergers or acquisitions. However, one or more factors would
generally available in each merger or acquisition, which will motivate the

shareholders to support mergers or acquisitions,
2. Managers

Managers here we mean all the people who are working at middle
level and at higher level. In other they include BoDs, managers’ at all
functional levels. BoDs have been elected by equity shareholders of the
company, and assigned the responsibility of managing the company, who
in turn appoint other employees whose support is need for managing
the company. Managers are concerned with improving of the operations
of the company, managing the affairs of the company effectively for all
round gains and growth of the company. Effective management of the
company’s operations and all round growth provides the managers better
deals through raising their status, raising their perks and fringe benefits,
placing their relatives in the organization, and by proving them as talented

managers.

Sometimes before getting support from managers to mergers or
acquisitions there is a need to assure guaranteed benefits to them. But
sometimes they may not support the restructuring activity when they
think that they are going to be displaced at the/hands of new management
in amalgamated company and resultant-depreciation from merger or

acquisition.
3. Promoters

Promoters are those people who have stated or promoted an
organization. Generally promoters of private companies are benefited with
the mergers of a public company. Managers do offer to company promoters
the advantage of increasing the size of their company as well as financial
structure and strength. Managers help the promoters in converting their
closely held and private limited company into a public company without
contributing much wealth and without losing control over the company.
Take a merger of Jaiprakash Industries, which was formed out of merger
of Jaiprakash Associates and Jay Pee Rawa Cement. Jayaprakash Associates
was a closely held company. The merger enabled the promoters of

Jaiprakash Associates to have a stake at 60 per cent worth X 39.85 crores,
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in Jaiprakash Industries Limited against an investment of just ¥ 4.5 crore
in Jaiprakash Associates. Thus the merger invariably results into monetary

gains for the promoters and their associates in the surviving company.

Another example, take the Merger of Hindustan Computers,
Hindustan Reprographics, Hindustan Telecommunications, and Indian
Computer Software Company into HCL Limited exhibited synergy in
transfer of technology and resources to enable the company to cut down
imports of components at a fabulous duty of 198 per cent. In this merger
Hindustan Reprographics was the only one public company and the
remaining three merging organisations were private limited companies.
The promoters of Hindustan Computers were allotted equity shares worth
X 1.27 crores on merger in a new company called HCL Limited. This gave
the promoters of Hindustan Computers an 86 per cent stake in HCLs
equity worth of X 1.48 crores. This gain was against the original investment
of meager X 40 lakhs in Hindustan Computers and they did not invest any

extra money in getting shares worth Rs 1.48 crores.

Impact of Mergers on General Public

The word restructure particularly merger has been symbolic with
conflict, dislocation and economic and financial pain or gain. It is largely
perceived in terms of its external consequences for investors, employees,
competitors, suppliers, and -host communities. The impact of mergers on

general public could beviewed as aspects of benefits and costs to,

(1) Consumets
(2) Workers or Employees
(3) General Public.

1. Consumers

Mergers are beneficial to the consumers of products or services,
only when the merger realized economic (i.e., enhanced economies, and
diversification which lead to manufacture better quality products at lower
prices) gains. These economic benefits are transferred to the consumers in
the form of lowers prices, and better quality products or services, which
directly raise their standard of living and quality of life. While mergers are

going to be costly when they create monopoly or minimize competition
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among companies. Creating monopoly or limiting competition leads to
produce low quality products or provides low quality services like after

sales services at reasonably high prices.

2. Workers

Workers or employees community would be benefited from
merger or acquisition only when the restructuring helps in satisfying
their demands, in the form of employment, increased wages, improved
working environment, better living conditions and amenities. But the
merger or acquisition of a company by a conglomerate or other acquiring
company may have the effect on both sides of increasing welfare in the
form of enhanced quality of life or it also decrease the welfare in the form
of retrenchment of some employees, which would result purchasing power

and makes their life miserable one.

3. General Public

As we have read in the above that mergers or acquisitions create
monopoly or limit the competition. This will ultimately lead to centralized
concentration of power in small number of corporate leaders, which results
in the concentration of an economic aggregation of economic power in
their hands. Here economic power means, theability to control products’
prices and industries output as monopolists. Generally such monopoly
affects social and political environment to lean everything in their favor
with objective of maintaining poweér-and expand their business empire.

This advances lead to economic exploitation.

But in a free economy a monopolist does not stay for a long period
as other corporate enter into this field to reap the benefits of high prices
set in by the monopolist. Entry of new companies in this business enforces
competition in the market, which will help to consumers to substitute the
alternative products. Therefore, mergers or acquisitions is costly to the
public only when creation of monopoly and possibility of entry of new

companies in that business area.

Put in simple mergers are dangerous, when they elimination of
healthy competition; concentration of economic power; and adverse

effects on national economy. However, mergers are essential for the fast
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growth of the organisations. At the same time the dangers of mergers are
more than off-set by advantages of mergers. This is possible only when
every merger or acquisition proposal must be examined keeping in view
the advantages and dangers, there by allowing mergers or acquisitions that

help to a group of stakeholders.
Costs and Benefits of a Merger

When a company ‘A’ acquires another company say ‘B) then it is a
capital investment decision for company ‘A’ and it is a capital disinvestment
decision for company ‘B”. Thus, both the companies need to calculate the
Net Present Value (NPV) of their decisions.

To calculate the NPV to company A’ there is a need to calculate the
benefit and cost of the merger. The benefit of the merger is equal to the
difference between the value of the combined identity (PV,,) and the sum
of the value of both firms as a separate entity. It can be expressed as Benefit
= (PV,,) - (PV,+ PV,)

Basis for Computation of NPV of Acquirer and Acquire
(A) Cash compensation, or (B) Compensation in Stock.

But there is important difference between cash and stock
compensation. If the compensation is pain in the form of cash, the cost
of the acquisition is independent of the gains of the acquisition. On the
other hand, if the compensation paid in the form of stock, the cost of the
acquisition is'dependent on the gains of the acquisition. This can be seen

in the following illustrations.
(A) NPV of A and B in case the Compensation is in Cash:

Assuming that compensation to firm B is paid in cash, the cost of
the merger from the point of view of firm A can be calculated as: Cost =

Cash - PV,

The net present value of the merger for the firm A is the difference

between the benefit and the cost as defined above. So
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Notes
NPV for A Company = Benefit — Cost

= [(PV,, - (PV, + PV,)] - [(Cash - PV )]
=PV,, - PV, - Cash

The net present value of the merger from the point of view of firm
B is the same as the cost of the merger for ‘A’ Hence,

NPV to B = (Cash - PV )

Illustration

Firm A has a value of ¥ 1,00,00,000 and Firm B has a value of
% 25, 00,000. If the two firms merge, cost savings with a present value
of X 25, 00,000 would occur. Firm A proposes to offer ¥ 30,00,000 cash
compensation to acquire Firm B. Calculate the net present value (NPV) of

the merger to the two firms.

Solution: Given Values are: PV,: % 1, 00,00,000; PV, % 25, 00,000

PV, : X 1, 50,00,000 (i.e., PV,+ PV, + PV of cost savings);
Cash: T 30, 00,000.

i. Cost of Acquiring Firm B = Cash - PV,
=< 30, 00,000 - X 25, 00,000 =X-5,00,000

ii. Benefit of Acquiring Firm. B =PV, - (PV, + PV )]
=% 1, 50,00,000 - (X 1, 00;00,000 + X 25, 00,000) =X 25, 00,000

iii. NPV for A Firm = Benefit — Cost
=3 25, 00,000 - X 5, 00,000 =X 20, 00,000

iv. NPV for B Firm = Cash - PV,
=3 30, 00,000 - X 25, 00,000 =X 5, 00,000

(B) NPV of A and B in case the Compensation is in Stock:

In the above scenario we assumed that compensation is paid in
cash, however in real life compensation is usually paid in terms of stock. In
that case, cost of the merger needs to be calculated carefully. It is explained

with the help of an illustration
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Ilustration

Firm A plans to acquire firm B. Following are the statistics of firms

before the merger -

Particulars A B
Market price per share () 50 20
Number of Shares 2,50,000 1,25,000

Market value of the firm () | 1, 25,00,000 | 25, 00,000

The merger is expected to bring gains, which have a PV of X 25,
00,000. Firm A offers 62,500 shares in exchange for 1,25,000 shares to
the shareholders of firm B. Calculate the net present value (NPV) of the

merger to the two firms.

Solution: i. Cost of acquiring Firm B in this case is defined as

Cost = Offered Shares x Market Price of Firm A’s Share x Market
Value of Firm B

= 62,500 Shares X ¥ 50 per Shares - X 25,00,000
=% 6,25,000

The true cost, however, is higher than X 6,25,000. While calculating
the true cost evaluator must recognize that Firm B’s shareholders end up
owning a fraction of the share capital of the combined Firm. The cost in

this case isidefined as -

Cost = aPV, . - PV

B

Where:
a Represents the fraction of the combined entity received by
shareholders of B. In the above example, the share of B in the combined

entity is -

a=62,500/(2,50,000 + 62,500) = 0.2
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Notes
Assuming that the market value of the combined entity will be
equal to the sum of present value of the separate entities and the benefit of

merger. Then,

PV, = PV, +PV, +Benefit =1,25,00,000+ 25,00,000 + 25,00,000 =
% 1, 75,00,000

Cost=aPV, - PV,
=0.2x% 1, 75,00,000 - 25,00,000 =X 10, 00,000
Thus NPV to A = Benefit - Cost
= 25,00,000 - ¥ 10,00,000 =X 15, 00,000
NPV to B = Cost to A =X 10, 00,000.

Determination of Form of Compensation (Cash vs Stock)

When a firm is planning to acquire another firm it is very important
to determine the form of compensation. The compensation may be paid
in the form of cash or stock. Determination of the form of compensation

depends on the following four factors.

(1) Overvaluation,

(2) Taxes,

(3) Sharing of Risks and Rewards, and
(4) Discipline.

1. Overvaluation: Cash form of compensation is less costly and it is
preferable when thé acquiring firm’s stock is overvalued relative to
the target or acquired firm’s stock. On the other hand stock form of
compensation is less costly and it is preferable when the acquiring
firm’s stock is under valued relative to the target or acquired firm’s

stock.

2. Taxes: Acquired firm’s shareholders are required to pay tax if they
receive compensation in the form of cash. On the other hand payment
of tax is not necessary if the acquired firm’s pays compensation in
the form of stock. Here generally acquiring firm need to find the
acquired or target firm’s majority shareholders’ preferred form of

compensation.
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3. Sharing of Risks and Rewards: Payment of compensation in the

form of cash does not allow the target firm’s shareholders to share
risk and return of the merger, because they are not the owners of
the combined firm. On the other hand, payment of compensation
in the form of cash allows the target firm’s shareholders to share the
risk and return of the merger, since they are becoming the owners

in the combined firm.

4. Discipline: Empirical evidence suggests that acquiring another firm

Steps

by paying compensation in the form of cash tend to succeed more
compared to the acquiring another firm by paying compensation
in the form of stock. This is because acquiring firm perceives
that acquiring firm by paying cash compensation is more risky
compared to stock compensation. In the corporate language this
is called discipline, in such case the buyers are more disciplined,

circumspect, and rigorous in their evaluation.

in Merger and Amalgamation

Once the merger partner has been identified and terms of merger

are settled the following procedure can be followed.

1. Scheme of Merger / Amalgamation

Once two/more firms agree to merge with each other, and then

they have to prepare-ascheme of amalgamation. Generally the acquiring

company prepates scheme of amalgamation after consulting its merchant

banker or financial consultants. There is no specific form prescribed

for scheme: of amalgamation but scheme should generally contain the

following information:

Particulars about transferee (amalgamated) and transferor

(amalgamating) firms and the business of transferor.
Appointed date.

Main terms of transfer of assets from transferor to transferee with
power to execute on behalf or for transferee the deed/documents

being given to transferee.

Main terms of transfer of liabilities from transferor to transferee
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covering any conditions attached to loans / debentures / bonds /
other liabilities from bank/financial institution/trustees and listing

conditions attached thereto.
Effective date when the scheme will come into effect.

Conditions as to carrying on the business activities by transferor

between “appointed date” and “effective date”.

Description of happenings and consequences of the scheme coming

into effect on effective date.

Share capital of Transferor Company and Transferee Company
specifying authorized capital, issued capital and subscribed and

paid up capital.

Description of proposed share exchange ratio, any conditions
attached thereto, any fractional share certificates to be issued,
Transferee Company’s responsibility to obtain consent of concerned

authorities for issue and allotments of shares and listing.

Surrender of shares by shareholder of Transferor Company for

exchange into new share certificates.

Conditions about payment of dividend, ranking of equity shares,

pro rata dividend declaration and distribution.

Status of employees of the transferor companies from effective date
and the status of the provident fund, gratuity fund, super annuity
fund or any special scheme_ or funds created or existing for the

benefit of the employees.

Treatment on effective date of any debit balance of transferor

company balancesheet.

Miscellaneous provisions covering income tax dues, contingencies

and other accounting entries deserving attention or treatment.

Commitment of transferor and transferee companies towards
making applications/petitions under sections 391 and 394 and
other applicable provisions of the Companies Act, 1956 to their
respective High Courts.

Enhancement of borrowing limits of the transferee company upon

the scheme coming into effect.

Notes
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» Transferor and transferee companies give assent to change in the
scheme by the court or other authorities under law and exercising

the powers on behalf of the companies by their respective Boards.

» Description of powers of delegates of transferee to give effect to the

scheme.

» Qualification attached to the scheme, which requires approval of

different agencies, etc.

» Description of revocation/cancellation of the scheme in the absence
of approvals qualified in clause 20 above not granted by concerned

authorities.

» The transferor company will be dissolved without winding up after

amalgamation is affected.

» Statement to bear costs, etc. in connection with the scheme by the

transferee company.

» The acquiring company should be ensured that the scheme
of amalgamation is just and equitable to the shareholders and

employees of each of the amalgamating company and to the public.

2. Approval of Board of Directors.for the Scheme

In India the scheme of amalgamation / merger is governed by the
provisions of Companies Act, 1956, under sections 391-394. Therefore,
the scheme of amalgamation requires approval from respective bodies.
Respective Board of Directors for transferor and transferee companies is

required to approve the scheme of amalgamation.

3. Approval from other Boards

According sec.391, of the Company’s Act, 1956, the scheme of
amalgamation should get it approved by shareholders of the acquiring
firm and target firm. Generally shareholders of amalgamating companies
should hold their respective meetings under the directions of respective

High Courts, and consider the scheme of amalgamation.

Approval of the scheme by specialized financial institutions / banks /

trustees for debenture holders
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The Board of Directors should in fact approve the scheme only
after it has been cleared by the financial institutions / banks, which have
granted loans to these companies or the debentures trustees to avoid any
major change in the meeting of the creditors to be convened at the instance

of the Company Court’s under section 391 of the Companies Act, 1956.

Approval of Reserve Bank of India is also needed where the scheme
of amalgamation contemplates issue of share / payment of cash to Non-
Resident Indians/Foreign nationals under the provisions of Foreign
Exchange Management (Transfer or Issue of Security by a Person Resident
outside India) Regulation, 2000.

Approval is from respective high courts, confirming the amalga-
mation. The court(s) issues orders for dissolving the amalgamating com-
pany, without winding up, on receipt of reports from the official liquidator

and the regional director.
4. Examination of Object Clause

Examination of object clauses of memorandum of association
(MoA) of the transferor and transferee companies is to ascertain whether
the power of amalgamation / merger exists or not. Further, the object
clause of MoA of Transferee (amalgamated). Company should allow for
carrying on the business of the transferor (amalgamating) company. If it is
not so, it is necessary to amend the object clause, which require approvals

from shareholders, board of directots,-and Company Law Board.

5. Intimation to Stock Exchange

The stock exchanges where transferor and transferee companies are
listed or quoted their shares should be informed about the amalgamation
proposal. At the same time, from time to time, all copies of notices,

resolutions, and any orders should be send to the stock exchanges.
6. Application to Court for Directions

The next step is to make an application under section 391(1) to
the High Court having jurisdiction over the Registered Office of the
company, for an order calling a meeting of its members. The transferor

company and the transferee company should make separate applications

Notes
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to the High Court. The application shall be made by a Judge’s summons in
Form No.33 supported by an Affidavit in Form No. 34 (see rule 82 of the
Companies (Court) Rules. Ensure that the Affidavit is signed and sworn
in the prescribed manner by the deponent prescribed in the Code of Civil
Procedure, 1908 (Rule 67 of the Companies (Court) Rules, 1959). The

following documents should be submitted with the Judge’s summons:

(a) A true copy of the Company’s Memorandum and Articles;
(b) A true copy of the Company’s latest audited balance sheet; and

(c) A copy of the Board resolution, which authorizes the Director to

make the application to the High Court.

7. High Court directions for Members’ Meeting

Upon the hearing of the summons, the High Court shall give
directions fixing the date, time and venue and quorum for the members’
meeting and appointing an Advocate Chairman to preside over the meeting
and submit a report to the Court. The court for calling the meeting of
creditors in case such request has been made in the application issues

similar directions.

8. Approval of Registrar of High Court to notice for calling the meeting
of Members / Creditors

Pursuant to the/directions of the Court, the transferor as well as
the transferee companies shall submit for the approval to the Registrar
of the respective.High Courts the drafts notice/s calling the meetings of
the members-in Form No.36 together with a scheme of arrangements and
explanations, statement under section 393 of the Companies Act and form
of proxy in Form No. 37 of the Companies (Court) Rules to be sent to the
members along with the said notice. Once Registrar has accorded approval
to the notice, then the Chairman appointed for the meeting by the High
Court who shall preside over the proposed meeting of members should be

signed it.
9. Dispatch of Notices to Members / Shareholders

Once the notice has been signed by the chairman of the forthcoming
meeting as aforesaid it could be dispatched to the members under certificate

of posting at least 21 days before the date of meeting.
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10. Advertisement of the Notice of Members’ Meetings

The Court may direct the issuance of notice of the meeting of these
shareholders by advertisement. In such case rule 74 of the Companies
(Court) Rules provides that the notice of the meeting should be advertised
in such newspaper and in such a manner as the Court may direct not less
than 21 clear days before the date fixed for the meeting. The advertisement
shall be in Form No. 38 appended to the Companies (Court) Rules. The
companies should submit the draft for the notice to be published in
Form No. 38 in an English Daily together with a translation thereof in
the regional language to the National Company Law Tribunal (NCLT).
The advertisement shall be released in the newspapers after the Registrar

approves the draft.
11. Confirmation about the Service of the Notice

Ensure that at least one week before the date of the meeting, the
Chairman appointed for the meeting files an Affidavit to the Court about
the service of the notices to the shareholders that the directions regarding

the issue of notices and advertisement have been duly complied with.

12. Holding the Shareholders’ General meeting and passing the

resolutions

The general meeting should becheld on the appointed by each
company for passing the scheme of-amalgamation. The amalgamation
scheme should be approved by the shareholders, by a majority in number
of shareholders present in person or on proxy and voting on the resolution
and this majority must represent at least 3/4™ in value of the shares
held by the members who vote in the poll. Getting approval of scheme
amalgamation from shareholders in just enough it should also get approval
(at least 3/4™ in value of creditors, in each class, who have vote in either
person or by proxy) from creditors of the company, for which company

need hold separate meeting for creditors.
13.Filing of Resolutions of General Meeting with NCLT for Confirmation

Once the shareholders’ and creditors general meeting approves

the amalgamation scheme by a majority in number of members holding
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not less than 3/4ths in value of the equity shares, the scheme is binding
on all the members of the company. The companies involved in the
amalgamation / merger should present a copy of the resolution passed by
the shareholders approving the scheme of amalgamation should be filed
with the NCLT. Then the NCLT will fix a date of hearing. A notice about
the hearing and the date of hearing has to be published in two newspapers.
At the date of hearing NCLT here the parties concerned and ascertaining
that the amalgamation / merger scheme is fair and reasonable, and then

the NCLT will pass an order sanctioning the same.
14. Filing the NCLT Order with the Registrar of Companies (RoCs)

Once the approval of amalgamation order received from NCLT,
then the same in true copies must be filed with the registrar of companies
with in the time limit specified by the NCLT.

15. Transfer of Assets and Liabilities

Section 394(2) vests powers in the High Court is to transfer of
any property or liabilities from the transferor company to the transferee
Company with effect from the appointed date. In pursuance of and by
virtue of such order such properties and liabilities of the transferor shall
automatically stand transferred’to the transferee company without any
further act or deed from the date the Court’s order is filed with ROC.

16. Allotment of Shares to Shareholders of Transferor Company

Pursuant to the sanctioned scheme of amalgamation, the
shareholders of the transferor company are entitled to get shares in the
transferee company in the exchange ratio provided under the said scheme.
If there is any cash payment to be made and the same have to be arranged.
There are three different situations in which allotment could be given
effect to:

i. Where transferor company is not a listed company, the formalities
prescribed under listing agreement do not exist and the allotment
could take place without setting record date or giving any advanced
notice to shareholders except asking them to surrender their old

share certificates for exchange by new ones.
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ii. The second situation will emerge different where Transferor
Company is listed company. In this case, the stock exchange is to be
intimated of the record date by giving at least 42 days notice or such

notice as provided in the listing agreement.

iii. The third situation is where allotment to Non-Resident Indians is
involved and permission of Reserve Bank of India is necessary. The
allotment will take place only on receipt of RBI permission. In this
connection refer to regulations 7, 9 and 10B of Foreign Exchange
Management (Transfer or Issue of Security by a Person Resident

outside India) Regulations, 2000 as and where applicable.

Having made the allotment, the transferee company is required
to file with ROC the return of allotment in Form No. 2 appended to the
Companies (Central Government’s) General Rules and Forms within 30

days from the date of allotment in terms of section 75 of the Act.

Transferee company shall having issued the new share certificates
in lieu of and in exchange of old ones, surrendered by transferor’s
shareholders should make necessary entries in the register of members
and index of members for the shares so allotted in terms of sections 150

and 151 respectively of the Companies Act, 1956.

17. Listing of Shares at Stock Exchange

After the amalgamation is effected, the company, which takes over
the assets and liabilities of the transferor company, should apply to the
Stock Exchanges where its securities are listed, for listing the new shares

allotted to the shareholders-of the transferor company.

18. Court order to be Annexed to Memorandum of Transferee Company

It is the mandatory requirement vide section 391(4) of the
Companies Act, 1956 that after the certified company of the Court’s order
sanctioning scheme of amalgamation is filed with the Registrar, it should
be annexed to every copy of the Memorandum issued by the transferee
company. Failure to comply with requirement renders the company and its

officers liable to punishment.

Notes
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19. Preservation of Books and Papers of Amalgamated Company

Section 396A of the Act requires that the books and papers of
the amalgamated company should be preserved and not be disposed of

without prior permission of the Central Government.
20. Post Merger Secretarial Obligations

Therearevarious formalities to be compiled with after amalgamation
of the companies is given effect to and allotment of shares to the
shareholders of the transferor company is over. These formalities include
filing of returns with Registrar of Companies, transfer of investments
of Transferor Company in the name of the transferee, intimating banks
and financial institutions, creditors and debtors about the transfer of the
transferor company’s assets and liabilities in the name of the transferee
company etc. All these aspects along with restructuring of organisation
and management and capital are discussed in chapter relating to post-

merger reorganization of Transferee Company.
21. Withdrawal of the scheme not permissible

Once the requisite majority’ of Shareholders and creditors have
approved the Scheme for mergér, the Scheme cannot be withdrawn by
subsequent meeting of shareholders by passing Resolution for withdrawal
of the Petition submifted to the Court under section 391 for sanctioning

the scheme.
22. Cancellation of Scheme and order of Winding-up

It was held by the Supreme Court in J.K (Bombay) (P) Ltd. v New
Kaiser-i-Hind that the effect of winding-up order is that except for certain
preferential payments provided in the Act, the property of the company is
applied in satisfaction of its liabilities, as they exist at the commencement

of the winding-up.

So long as the scheme is in operation and is binding on the
company and its creditors, its provisions undoubtedly govern the rights
and obligations of those on whom it is binding. But once the scheme is

cancelled under section 392(2) on the ground that it cannot be satisfactorily

www.FirstRankerld8m



» FirstRanker.com

Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

worked and winding-up order passed such an order is deemed to be for
all purposes to be one made under section 433. It is not because as if the
scheme has been sanctioned under section 391 that a winding-up orders

under section 392(2) cannot be made.
Tax Aspects of Mergers / Amalgamations

Amalgamation for the purpose of Income Tax, 1961, is recognized
only when the conditions given under section 2 (1B) of the said Act, are
fulfilled. Section 2 (1B) defines amalgamation, in relation to companies,
means the merger of one or more companies with another company or the
merger of two or more companies to form one company. The companies
merging are called amalgamating company or companies and the company
with which the amalgamating merge or the company, which is formed as
a result of the merger, is called amalgamated company. The amalgamated
company is eligible to enjoy tax benefits if the following conditioned are
fulfilled:

i. All properties and liabilities of the amalgamating company
immediately before the amalgamation become the properties and

liabilities of the amalgamated company by virtue of the amalgamation;

ii. Shareholders holding not less than 3/4™ in-value of the shares in the
amalgamating company become shareholders of the amalgamated
company by virtue of the amalgamation.

Tax Concessions

Tax concessions care available for amalgamated company,

amalgamating company, and Shareholders of the amalgamating company.
I. Tax Concessions to Amalgamated Company

The tax concessions are available to amalgamated company, that

too if the amalgamating company is Indian company.

Notes
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1. Carry forward and Set off of Business Losses and Unabsorbed

Depreciation

Section 72 A, of the Income Tax Act, 1961, allows the amalgamated
company to carry forward accumulated business losses as well as
unabsorbed depreciation of the amalgamating company, provided the

following conditions are fulfilled:

a. Amalgamated company continues the business of amalgamating
company for the minimum period of 5 years from the date of

amalgamation order,

b. Amalgamated company should hold at least 3/4™ of the value of
the assets of the amalgamating company, acquired in the scheme of

amalgamation, for a minimum period of 5 years.

c. The amalgamated company ensure that the amalgamation is for
genuine business purpose, by fulfilling the conditions that are

prescribed for revival of amalgamating company,

d. Amalgamation should be of a company owning an industrial
undertaking (the manufacturer “or processing of goods, or
manufacture of computer software, or generation and distribution of
electricity, or business of providing telecommunication services like
— cellular, domestic satellite, broad brand network, etc., or mining, or

construction of ships,aircrafts or rail systems)
2. Expenditure.on.Acquisition of Patent Right or Copy Rights

Generally acquisition of patents rights or copyrights involves
expenditure that may be recovered over a period of time. If there were any
un-recovered amount in the books of amalgamating company the same
would be allowed to be written off by the amalgamated company in the
same number of balance installments. After payment of the last installment
the rights may be sold by the amalgamated company for a profit or loss if
they are no more required, and the profit or loss on sale of the rights is the
profit or loss of the amalgamated company. The expenditure on acquisition

of rights is eligible for depreciation if it is spent after 31* March, 1998.
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3. Capital Expenditure on Scientific Research

Capital expenditure of research is must for any company that wants
to stay back in the industry. The amount spent on scientific research is
generally a huge amount, which is supposed to be recovered over the future
period. If amalgamated company accepts an assets represented by capital
expenditure on scientific research, on such asset any unabsorbed capital
expenditure in the books of amalgamating company would be eligible to

be carried forward and set off in the hands on amalgamated company.
4. Amortization of Preliminary Expenses

Preliminary expense is the amount spent in formation of a company.
If there is any not written off amount in the books of amalgamating
company the same would be allowed to be deducted in the same manner

as would have been allowed to the amalgamating company.

5. Expenditure for Obtaining License to Operate Telecommunication

Services

When the amalgamating company transfers- license to the
amalgamated company and the expenditure spent.on-obtaining the license
are yet to be recovered, the same is allowed to the amalgamated company
in the same number of balance installments. After payment of the last
installment the license may be sold by«the amalgamated company for a
profit or loss if they are no more required, and the profit or loss on sale of

the rights is the profit or loss of the amalgamated company.
6. Bad Debts

When the amalgamated takes over the debts of amalgamating
company the same would be allowed as a deduction to the amalgamated
company in the same manner as would have been allowed to the

amalgamating company.

From the above it can be understood that income tax act, is not
providing any favor to the amalgamated company. In other words, whatever
concessions or deductions would have been available to the amalgamating

company are provided to the amalgamated company. Put in simple, the

Notes
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idea of providing tax concessions or deductions is not put any disadvantage

to the amalgamated company due to the amalgamation.
I1. Tax Concessions to Amalgamating Company

According to section 47 (vi), where there is transfer of any capital
asset from amalgamating company to any Indian amalgamated company,
such transfer will not be considered as transfer of capital assets for the

purpose of capital gains.
II1. Tax Concessions to the Shareholders of an Amalgamating Company

According to section 47 (vii), where a shareholder of an Indian
amalgamating company transfers its shares, such transaction is not treated
as transaction and there is no attraction of capital gains tax, provided the
transfer of shares is made in consideration of the allotment of any share to

him/her or shares in the amalgamated company.

Summary

A business may grow over time.as the utility of its products and
services is recognized. It may also grow through an inorganic process.
Mergers and acquisitions are manifestations of an inorganic growth process.
The term merger refers to.a.combination of two or more companies into
a single company where one survives and the others lose their corporate
existence. MergersCor acquisition types depend upon the offering
company’s objectives, profiles, combinations which it wants to achieve.
Mergers can usually distinguish into horizontal mergers, vertical mergers,
and conglomerate mergers. Conglomerate mergers have been further sub-

divided into: financial conglomerates, and managerial conglomerates

The basic purpose of merger is to achieve faster growth of the
corporate business. There are a good number of reasons attributed for the
occurrence of mergers and acquisitions, the main reasons are: leverage the
benefit of synergetic operating economies, diversification of business risk,
get the benefit of tax shield, acquire specific assets, limit or elimination of
competition, effective utilization of under-utilised assets, utilise surplus
financial resources, circumvent government regulations, and create an
image of aggressiveness and strategic opportunity, empire building and to

amass vast economic powers of the economy.
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Corporate restructuring in the form of merges or acquisitions are
generally motivated by equity shareholders, managers, and the promoters
of the combining companies. Restructure particularly merger has been
symbolic with conflict, dislocation and economic and financial pain
or gain. It is largely perceived in terms of its external consequences for

investors, employees, competitors, suppliers, and host communities.

Amalgamating and amalgamated firms need to calculate the net
present value of their decisions. Basis for computation of NPV of ‘acquirer
and acquiree’ is cash compensation, or compensation in stock. The
compensation may be paid in the form of cash or stock. Determination
of the form of compensation depends on overvaluation, taxes, sharing
of risks and rewards, and discipline. If the firm decides to give stock as
compensation then the bases for exchange ratio is: earnings per share, or

market price per share, or book value per share, or discounted cash flow.

Merger or amalgamation proposal should be evaluated based on
the legal procedure, tax benefits, cost and benefits, and merger as capital
budging decision. Merger evaluation starts with search for a merger

partner, and ends with post merger secretarial obligations.

Amalgamation for the purpose of income tax; 1961, is recognized
only when the conditions given under section/2 (1b) of the said act,
are fulfilled. Tax concessions are available.for amalgamated company,
amalgamating company, and shareholders of the amalgamating company.
The tax concessions are available to-amalgamated company, that too if the
amalgamating company is Indian‘company. Carry forward and set off of
business losses and unabsorbed depreciation, expenditure on acquisition
of patent right or copy rights, capital expenditure on scientific research,
amortization of preliminary expenses, expenditure for obtaining license to

operate telecommunication services.
Tax Concessions to Amalgamating Company

According to section 47 (vi), where there is transfer of any capital
asset from amalgamating company to any Indian amalgamated company,
such transfer will not be considered as transfer of capital assets for the

purpose of capital gains.

Notes
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Notes
According to the accounting standard (as) 14, ‘accounting for
amalgamations, issued by the council of the institute of chartered
accountants of India. Tere are two main methods of accounting for

amalgamations: the pooling of interests method; and the purchase method.

k¢

www.FirstRankerldém



» FirstRanker.com

Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

Lesson 3.3 - Business Alliance

Learning Objectives

Understand different types of restructuring
Privatization- modalities

Understand buy back of shares

vV V V V

Understand leveraged buy outs

A business alliance is an agreement between businesses, usually
motivated by cost reduction and improved service for the customer.
Alliances are often bounded by a single agreement with equitable risk and
opportunity share for all parties involved and are typically managed by
an integrated project team. An example of this is code sharing in airline

alliances.
There are five basic categories or types of alliances.

Sales alliance
Solution-specific alliance
Geographic-specific alliance

Investment alliance

vV V V V V

Joint venture alliance

In many cases, alliances between companies can involve two or
more categories or types of alliances. A sales alliance occurs when two
companies agree to go to market together to sell complementary products
and services. A solution-specific alliance occurs when two companies agree
to jointly develop and sell a specific marketplace solution. A geographic-
specific alliance is developed when two companies agree to jointly market
or co-brand their products and services in a specific geographic region. An
investment alliance occurs when two companies agree to join their funds
for mutual investment. A joint venture is an alliance that occurs when two

or more companies agree to undertake economic activity together.

Notes
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Examples of Business Alliances

Apple

According to “An Overview of Strategic Alliances,” Apple has
partnered with Sony, Motorola, Phillips, and AT&T in the past. Apple has
also partnered more recently with Clearwell in order to jointly develop
Clearwell’s E-Discovery platform for the Apple iPad. E-Discovery is used
by enterprises and legal entities to obtain documents and information in a

“legally defensible” manner, according to a 2010 press release.

Hewlett Packard and Disney

Hewlett-Packard and Disney have a long-standing alliance, start-
ing back in 1938, when Disney purchased eight oscillators to use in the
sound design of Fantasia from HP founders Bill Hewlett and Dave Pack-
ard. When Disney wanted to develop a virtual attraction called Mission:
SPACE, Disney Imagineers and HP engineers relied on HP’s IT architec-
ture, servers and workstations to create Disney’s most technologically ad-

vanced attraction.

Eli Lilly

Pharmaceutical giant Eli Lilly has been forming alliances for nearly
a century, according to-its)brochure, Power in Partnerships, and was the
first in their industryto establish an office devoted to alliance management.
Lilly currently hasover one hundred partnerships around the world devoted
to discovery, development, and marketing. For example, Lilly partners
with the Belgium-based company Galapagos to develop treatments for
osteoporosis. Lilly also partners with Canada’s BioMS medical group in a
licensing and development agreement for a novel treatment for multiple
sclerosis. In Japan, Lilly is partnering with Kyowa Hakko Kogyo Co., Ltd.,
to bring a targeted cancer treatment to market. Lilly will have the exclusive
license to develop and sell the product worldwide except in Japan, and the

two companies will share rights in certain Asian countries.

Divestures

While mergers and acquisitions lead to expansion of business in

some way or the other, divestiture move involves some sort of contraction
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of business. Divestiture as form of corporate restructuring signifies the
transfer of ownership of a unit, division or a plant to someone else. Sale of
its cement division by Coromandel Fertilizers Ltd. to India Cements Ltd.

is an example of divestiture.

Divestiture strategy is pursued generally by highly diversified
tirms who have had difficulty in managing broad diversification and have
elected to divest certain of their businesses to focus their total attention and
resources on a lesser number of core businesses. Divesting such businesses
frees resources that can be used to reduce debt, to support expansion of
the remaining business, or to make acquisitions that materially strengthen
the company’s competitive position in one or more of the remaining core

business.

For instance, A V Birla group divested a publicly announced paper
and chemicals project and a sea water magnesia unit in Visakapatnam and
MRPL a petrochemicals Joint Venture with HPCL, so as to strengthen its

core business.

Privatization

Privatization may have several meanings.-Primarily, it is the
process of transferring ownership of a business, enterprise, agency, public
service or public property from the publie sector (a government) to the
private sector, either to a business thatOperate for a profit or to a non-
profit organization. It may also mean government outsourcing of services
or functions to private firms, e.g. revenue collection, law enforcement, and

prison management.

Potential Benefits of Privatisation

1. Improved Efficiency

The main argument for privatisation is that private companies have
a profit incentive to cut costs and be more efficient. If you work for a
government run industry, managers do not usually share in any profits.
However, a private firm is interested in making profit and so it is more

likely to cut costs and be efficient.

Notes
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2. Lack of Political Interference

It is argued governments make poor economic managers. They
are motivated by political pressures rather than sound economic and
business sense. For example a state enterprise may employ surplus workers
which are inefficient. The government may be reluctant to get rid of the
workers because of the negative publicity involved in job losses. Therefore,
state owned enterprises often employ too many workers increasing

inefficiency.

3. Short Term View.

A government many think only in terms of next election. Therefore,
they may be unwilling to invest in infrastructure improvements which will
benefit the firm in the long term because they are more concerned about

projects that give a benefit before the election.

4, Shareholders

It is argued that a private firm has pressure from shareholders to
perform efficiently. If the firm is inefficient then the firm could be subject
to a takeover. A state owned firm doesn’t have this pressure and so it is

easier for them to be inefficient.

5. Increased Competition

Often privatisation of state owned monopolies occurs alongside
deregulation = i.e. policies to allow more firms to enter the industry and
increase'the competitiveness of the market. It is this increase in competition
that can be the greatest spur to improvements in efficiency. For example,
there is now more competition in telecoms and distribution of gas and

electricity.

However, privatisation doesn’t necessarily increase competition; it
depends on the nature of the market. E.g. there is no competition in tap

water. There is very little competition within the rail industry.
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6. Government will Raise Revenue from the Sale

Selling state owned assets to the private sector raised significant
sums for them. It also means we lose out on future dividends from the

profits of public companies.
Disadvantages of Privatisation
1. Natural Monopoly

Natural monopoly occurs when the most efficient number of firms
in an industry is one. For example tap water has very significant fixed costs;
therefore there is no scope for having competition amongst several firms.
Therefore, in this case, privatization would just create a private monopoly
which might seek to set higher prices which exploit consumers. Therefore
it is better to have a public monopoly rather than a private monopoly

which can exploit the consumer.
2. Public Interest

There are many industries which perform an important public
service, e.g health care, education and public transport. In these industries,
the profit motive shouldn't be the primary. objective of firms and the
industry. For example, in the case of health.care, it is feared privatizing
health care would mean a greater priority is given to profit rather than
patient care. Also, in an industry like health care, arguably we don’t need
a profit motive to improve standards. When doctors treat patients they are

unlikely to try harder if they get a bonus.
3. Government Loses out on Potential Dividends

Many of the privatized companies are quite profitable. This means
the government misses out on their dividends, instead going to wealthy
shareholders.

4. Problem of Regulating Private Monopolies

Privatisation creates private monopolies, such as the water

companies and rail companies. These need regulating to prevent abuse of
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monopoly power. Therefore, there is still need for government regulation,

similar to under state ownership.

6. Short-Termism of Firms

As well as the government being motivated by short term pressures,
this is something private firms may do as well. To please shareholders they
may seek to increase short term profits and avoid investing in long term

projects.

Buy Back of Shares

Share capital is a very essential part of a company, listed or unlisted.
Share capital can be of two types i.e. equity share capital or preferential
share capital. The share capital of a company has to be subscribed by one
or more persons. After the share of a company has been allotted to the
subscribing members, the subscribers have no right over the money gone
as proceeds of the shares subscribed. All that the shareholder has is the
right to vote at the general meetings of the company or the right to receive
dividends or right to such other benefits which may have been prescribed.
The only option left with the shareholder in order to realise the price of

the share is to transfer the share to some other person.

But there are certain. provisions in the companies act which allow
the shareholders to sell their shares directly to the company and such
provisions are termed as buy back of shares. Buy back of shares can be
understood as the process by which a company buys its share back from
its shareholder or a resort a shareholder can take in order to sell the share

back to.the company.

Reasons for Buy Back

To return surplus cash to shareholders

(ii) To increase the underlying share value
(iii) To support the share prices during temporary weakness.
(iv) To achieve or maintain a target capital structure.

(v) To prevent or inhibit unwelcome take-over bids.
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Conditions for a Buy Back

It should be authorised by the articles of association of the company.

b) A special resolution has been passed at the general meeting of the

c)

company authorising the buy back. If the buy back is or less than
10 percent of the total paid up equity share capital, a resolution
at the general meeting is not needed to be passed rather a simple
board resolution is enough. Provided that no offer of buy back shall
be made within three sixty five days reckoned from the date of

proceeding offer of buy back.

The buy back is or less than 25 percent of the total paid up equity

share\ capital and free reserves

d) The ratio of debt owned by the company is not more than twice the

capital and its free reserves after such buy back.

e) All the shares or other specified securities for buy back are fully

paid up.

) The buy back of shares or other specified securities listed on any

g)

recognised stock exchange is in accordance with the regulations

made by the securities and exchange board of India in this behalf:

The buy back in respect of shares and ‘other specified securities
other than those specified in the aferesaid clause is in accordance

with the guidelines specified.

Modes of Buy Back

a) From the existing.security holders on a proportionate basis or

b)

From the open market, through;

i) stock market

ii) book building process

c) From odd lots, that is to say where the lot of securities of a public

d)

company, whose shares are listed on a recognised stock exchange, is
smaller than such marketable lot, as may be specified by the stock

exchange; or

by purchasing the securities issued to employees of the company

under a scheme of stock option or sweat equity.

Notes
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Procedure for Buy Back

a)

b)

f)

g

h)

Where a company proposes to buy back its shares, it shall, after
passing of the special/Board resolution make a publicannouncement
at least one English National Daily, one Hindi National daily and
Regional Language Daily at the place where the registered office of

the company is situated.

The public announcement shall specify a date, which shall be
“specified date” for the purpose of determining the names of

shareholders to whom the letter of offer has to be sent.

A public notice shall be given containing disclosures as specified in
Schedule I of the SEBI regulations.

A draft letter of offer shall be filed with SEBI through a merchant
Banker. The letter of offer shall then be dispatched to the members

of the company.

A copy of the Board resolution authorising the buyback shall be
tiled with the SEBI and stock exchanges.

The date of opening of the offer shall not be earlier than seven days

or later than 30 days after the specified date.

The buy back offer shall remain open for a period of not less than

15 days and not more than 30 days.

A company opting for buy back through the public offer or tender

offer shall open‘an escrow Account.

Leveraged Buyout (LBO)

A leveraged buyout (LBO) is an acquisition of a company or a

segment of a company funded mostly with debt. A financial buyer (e.g.

private equity fund) invests a small amount of equity (relative to the total

purchase price) and uses leverage (debt or other non-equity sources of

financing) to fund the remainder of the consideration paid to the seller.

Transaction Structure

Below is a simple diagram of an LBO structure. The new investors

(e.g. and LBO firm or management of the target) form a new corporation

for the purpose of acquiring the target. The target becomes a subsidiary of

new company, or new company and the target can merge.
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Cash Assets
Lenders > New ) Target
< Company >
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Applications of the LBO Analysis

a)

b)

c)

Determine the maximum purchase price for a business that can
be paid based on certain leverage (debt) levels and equity return

parameters.

Develop a view of the leverage and equity characteristics of a

leveraged transaction at a given price.

Calculate the minimum valuation for a company since; in the
absence of strategic buyers, an LBO firm should/be a willing buyer
at a price that delivers an expected equity feturn that meets the

firm’s hurdle rate.

Steps in the LBO Analysis

a)

b)

c)

d)

e)

Develop operating assumptions’and projections for the standalone
company to arrive at EBITDA and cash flow available for debt

repayment over the investment horizon (typically 3 to 7 years).

Determine key leverage levels and capital structure (senior and
subordinated debt, mezzanine financing, etc.) that result in realistic

financial coverage and credit statistics.

Estimate the multiple at which the sponsor is expected to exit the

investment (should generally be similar to the entry multiple).

Calculate equity returns (IRRs) to the financial sponsor and
sensitize the results to a range of leverage and exit multiples, as

well as investment horizons.

Solve for the price that can be paid to meet the above parameters

(alternatively, if the price is fixed, solve for achievable returns).
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Characteristics of a Good Leveraged Buyout (LBO)

The purpose of a leveraged buyout is to use the target firm’s cash to

pay back the debt used to buy the firm as quickly as possible. Based on this

overall purpose, several characteristics of a good leveraged buyout (LBO)

can be identified.

Steady and predictable cash flow - A steady and predictable cash
flow will ensure that the LBO target firm will be able to meet its
interest payments for the debt it will take on. Steady and predictable
makes it easier to get a loan since there is less risk that the firm will

not be able to meet interest payments.

Low Enterprise Value/EBITDA multiple - The Enterprise Value
(EV)/EBITDA (Earnings before interest, tax, depreciation, and
amortization) multiple is an indicator of how easily the cash flows
will be able to cover the purchase price. Enterprise Value refers to
the total value of the firm--market capitalization (equity) plus long

term debt (don’t forget the current portion of LTD).

Large amount of tangible assets for loan collateral - Tangible assets
will help to obtain more low-interest financing. The more low-
interest financing the acquiring firm can get, the less cash will be
necessary to repay the loans. Loan collateral includes current assets
such as cash and inventory, as well as long term assets like factories,

property, and equipment.

Potential for-expense reduction - If the acquiring firm has good
managers on hand (which is often the case in a leveraged buyout),
then they hope to be able to reduce expenses when they acquire
the target. Reducing expenses will free up cash and allow for faster
repayment of the debt. Private firms that are targets for LBO’s
often have room for expense reduction since management is often

entrenched and has little experience outside the firm.

Minimal future capital requirements - The acquirer doesn’t want to
have to make large cash outlays to keep the company running and

growing. The acquirers want to use all the cash possible to pay of
the debt.

Limited working capital requirements - This is pretty much the

same as the point above. Any year-over-year increases in working
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capital result in less free cash flow (less money to pay down the
debt). LBO’s need money!

» Clean balance sheet with little debt - Little debt will mean few
obligations to pay off other loans. This makes the deal less risky
(lower leverage = less risk) and allows excess cash to go to the debt

necessary for the leveraged buyout.

> Strong market position - A strong market position can ensure that
the target company won't be squashed after the leveraged buyout

goes through. Such a position makes cash flows less risky.

» Divestible assets - Divestible assets provide the acquirers with extra
means to raise cash, particularly if the cash flows are jeopardized,
but also simply to pay off the debt more quickly. Such assets can

include equipment, land, brands, etc.

> Viable exit strategy - The point of a leveraged buyout is to get a
return on the equity investment, this involves selling the company
a few years after the LBO goes through. Without a good exit in site,
the LBO probably won't (and shouldn’t) happen.

Demergers

Demerger is a form of corporate restructuring in which the entity’s
business operations are segregated into one or more components. It is the

converse of a merger or acquisition.

A demerger can take place through a spin out by distributed or
transferring the shares in a subsidiary holding the business to company
shareholders carrying out-the demerger. The demerger can also occur by
transferring the relevant business to a new company or business to which

then that company’s shareholders are issued shares of.

Demergers can be undertaken for various business and non-
business reasons, such as government intervention, by way of anti-trust

law, or through decartelization.

Reasons for Demergers

Demerger is undertaken basically for two reasons. The first one

as an exercise in corporate restructuring and the second one is to give

Notes
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effect to a kind of family partitions in the case of family owned/controlled

companies essentially to give effect to informal family partitions.

Where demerger is an exercise of corporate restructuring the

undertaking sought to be demerged is transferred from a transferor

company to an existing transferee company. But where demerger is an

exercise in family partition the different ‘undertakings’ of a company is

transferred to a newly incorporated transferee companies to facilitate

family partitions.

Modes of Demerger

(i) Demerger by agreement between promoters

(ii) Demerger under the scheme of arrangement with approval by the

court

(iii) Demerger under voluntary winding up and the power of liquidator.

Self Assessment Questions

10.

11.

. Whatis corporate restructuring? List the characteristics of corporate

restructuring?
Discuss in detail the diffetent forms of corporate restructuring.

In how many categories do you divide the forms of corporate

restructuring? And'discuss the categories of corporate restructuring.
What do you mean by takeover? Discuss the types of takeovers.
What are the different forms of mergers? Explain in detail.

Explain the purposes or reasons for mergers and Discuss the

benefits of mergers.
Explain the benefits and dangers of mergers.

What is scheme of amalgamation? List out the contents of scheme

of evaluation.

“Mergers or amalgamations are eligible for some tax shields”.

Discuss.

What is Corporate Restructuring? Explain different forms of

corporate restructuring.

What is privatization? Give its positives and negatives.
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12. Explain the process of LBO analysis? What are the characteristics
of a good LBO.

13. What is demerger? Give the scenario of demergers in India.

14. What is Buy Back of shares. Give the reasons and conditions for buy

of shares and also explain the procedure for Buy Back.
CASE STUDY -1
Acquisition of Patni by iGate

On January 10, 2011, US-based iGate Corporation (iGate)
(NASDAQ:IGTE) announced the acquisition of Patni Computers Limited
(Patni) (BSE: 532517) (NSE: PATNI) (NYSE:PTI), the IT services and BPO
company based in Mumbai, India. On this occasion, Phaneesh Murthy
(Phaneesh), Chief Executive Officer (CEO) of iGATE, said, “The objective
is to synergize the leadership team of both iGATE and Patni to create,
over time, a worldclass integrated leadership team which will drive the
combined company to newer horizons.” Commenting on the deal, Arup
Roy (Roy), Senior Research Analyst, Gartner Inc. (Gartner), said. “It is
a better deal for iGate, since the combined entity will.be worth almost a

billion dollars, which can help swing large deals in its favor.”

Patni’s Promoters and General Atlantic had made several efforts
to sell their equity in the company. Aceording to experts, a number of IT
players including Larsen & Toubro, IBM, NTT Data Corporation (NTT),
and Fujitsu Limited (Fujitsu) as well'as private equity players such as Apax
Partners LLP (Apax), Texas Pacific Group (TPG), and Blackstone Group

L.P. had shown an interest‘in Patni at different points of time.
Try to Understand

The various issues and challenges in Merger and Acquisition (M&A)
The synergies and challenges of the acquisition
The various financing methods of any acquisitions

The rationale behind the acquisition

vV Vv V V V

The human resource issues involved in any acquisition of an IT

company

» The role of various parties involved in M&A activities
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The Great Divide: A Case Study on the Demerger of Reliance
Group (Subhadip Roy and Neha Mor)

Reliance Industries is one of the largest private sector companies
in India. From rags to riches, its founder Dhirubhai Ambani built it
single-handedly with a vision to own the entire chain of production-
from raw materials to finished goods. The Group’s current activities span
Exploration and Production (E&P) of oil and gas, refining and marketing,
petrochemicals, textiles, financial services and insurance, power and

telecom initiatives.

The Group exports its products to more than 100 countries all over
the world. After the death of the great business icon, Dhirubhai Ambani
in July 2002, differences began to crop up between the two brothers,
Anil and Mukesh. Anil Ambani accused Mukesh Ambani and his aides
for lack of corporate governance, unfair transfer of funds from RIL to
Reliance Infocomm, illegal re-routing of international calls and quietly
appropriating all powers in RIL. Mukesh Ambani, with the help of his
aides, denied all allegations and sidelined his brother. Feuds continued
publicly till November 2004, when Mukesh Ambani declared ownership
issues and the battle took a new turn with both the brothers deciding to
split the empire. The finale came on June 19, 2005, when an amicable
settlement was reached with the’help of their mother Kokilaben Ambani,
wife of Dhirubhai Ambani.

According to-the settlement, Mukesh Ambani will retain the
ownership of RIE.and IPCL, which together account for 90% of the Group’s
revenues; while Anil Ambani has to manage Reliance Infocomm, Reliance
Capital.and Reliance Energy. It’s a wait for the future to see which Ambani
surpasses the other. This case traces the history of one of the biggest
companies India has ever had and the origin of the feud after the death of
Dhirubhai Ambani.

This case also ends with an overview of what may be the impact of
the division of Reliance Industries on the Indian industrial sector. “Our
dreams have to be bigger, our ambitions higher our commitment deeper
and our efforts greater. This is my dream for Reliance and for India. The
organizational architecture is really that a centipede walks on hundred legs

and one or two don’t count. So if I lose one or two legs, the process will
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go on, the organization will go on, the growth will go on. For us-for me
especially-this is a new beginning,” he said. “This is a car without a reverse

gear; we are only going forward.

June 19, 2005: The early dawn brought with it rays of hope, peace
and tranquility. There came a new agreement, a new power structure ending
India’s messiest and shortest family feud in a truly dramatic style. Life will
never be the same again for India’s largest private sector business family, the
Reliance group of industries. The two warring brothers, Mukesh Ambani
(Mukesh) and Anil Ambani (Anil), settled the ownership issues when a
final agreement was signed after 4 AM on June 19, 2005 at Seawind, the
famous residence of the Ambani family. The settlement was reached with
the help of a high powered team of negotiations and their great mother
Kokilaben D Ambani, who was assisted by the CEO of ICICI, K V Kamath
and ] M Morgan Stanley’s Chairman Nimesh Kampani. According to the
settlement, Mukesh will have responsibility for REL Industries and IPCL
while Anil will have responsibility for Reliance Infocomm (RIC), Reliance
Energy (REL) and Reliance Capital. Anil then triumphantly announced
the creation of a new mega business group, The Anil Dhriubhai Ambani
Enterprise (ADAE). Mukesh gets charge of companies which account
for 95% revenues of the empire while Anil will have-to manage the fast

growing but cash guzzling businesses.

CASE STUDY - 2

In June 06, there was the announcement of the Merger between two
giant telecom vendors N and S. The following are the perceived benefits/

synergies might arise from this proposed deal.

The back ground, proposed set up/shareholding, key rationale and

perceived benefits/synergies:

a) Both are from Europe - One Finnish and the other German.

Therefore lesser Possibility of cultural barriers.

b) They are big communications giants and both share the intention
to join together their respective network/communications
equipment and service provider businesses to create the sectors

third-biggest company and close the gap on market leader E.

Notes
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A new 50-50 joint venture company will be formed.

This new company will instantly become the third largest
communications equipment provider in the world with annual

revenues of over 15 billion euros.

Proposed Set up of the new entity in relation to shareholding:

The new entity is 50-50 joint venture, called N-S Networks and will
encompass both fixed-line and mobile networking products as well

as managed services offered to carriers.

N would still have an enterprise business unit, and S would own
business unit that sells PBXs and networking equipment; and N and
S will remain separate companies with distinct enterprise offers and

channels for other divisions.

The companies said the new joint venture will be immediately
profitable. Approximately 78 percent of its revenue will come from
wireless products, with the remainder coming from the fixed-line

business.
Rationales and Perceived Benefits/Synergies:

The union is aimed at making both companies bigger players in the
fixed-mobile convergence (FMC) market, where consumers use a

single device to make calls over both mobile and landline networks.

Based on _current market share data, N-S Networks will be the

second largest global company in mobile industry.

The deal addresses the need for both companies to achieve global

scale and geographical diversity.

The proposed deal is viewed as a defensive move where both N and

S are buying market share and dealing with industry consolidation.

The move is risky due to N’s lack of a fixed line presence but added

the benefits of scale will help both companies.

N’s management will be tasked with turning around a business that

S’s management had been trying to turn around for five years.
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Questions:
(i)  What are the challenges the new merged company would face in
such a merger?
(ii)  What is the synergic effect N and S could enjoy after the deal ?

(iii) Bring out the effect the companies would face individually in

their management.

(iv) According to you what do you think would have been the motive

of both the companies agreeing for such a deal ?

%%
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UNIT- IV

Unit Structure

Lesson 4.1 - Lease Financing

Lesson 4.2 - Venture Capital

Lesson 4.1 - Lease Financing

Learning Objectives
After reading this lesson you can able to :

» Understand the concept of lease agreement and types of leasing
» Evaluate lease transaction

» Know merits and demerits of lease financing

Leasing is used in many developed countries as a method of
financing investments. Leasing has grown as a big industry in the USA
and UK and spread to other countries during the present century. In the
modern days with the expansion of world trade, leasing is not confined
to domestic trade or production but has gone beyond the frontiers of a
country because of which we have cross border leasing. The prospects of
leasing in India are good due to growing investment needs and scarcity
of funds with public financial institutions. This type of lease finance is
particularly suitable in India where a large number of small companies

have emerged.
Meaning

Leasing is a method of acquiring the right to use equipment for a

consideration. Leasing is a contract between the owner (lessor) and the

www.FirstRanker.com www.FirstRanker.com
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user (lessee) for a fixed term for the use on hire of a specific asset selected
by the lessee; the lessor retain ownership of the asset and the lessees has
possession and use of the asset on payment of a specified rental over a
period. It is a sort of contractual arrangement between the lessor and
lessee and is regulated by the terms, conditions and covenants of such a
contract. In other words, leasing arrangements provide an enterprise with

the use of and control over assets without receiving title to them.

In general, a lease is a contractual arrangement under which the
owner of an asset (lessor) agrees to allow the use of his asset by another
party (lessee) in exchange of periodic payments (lease rents) for a specified
period. The lessee pays the lease rent as a regular fixed payment over a
period of time at the beginning or at the end of a month, quarter, half year
or year. Although generally fixed, lease rents can be tailored both in terms
of amount and timing to the profits and cash flow position of the lease. At
the end of the lease contract the asset reverts back to the real owner i.e. the
lessor. However, in long term lease contracts, the lessee is generally given

the option to buy or renew the lease.

Normally, lease agreement contains certain conditions and warran-
ties to govern its future operations. For'instance, these may relate to main-
tenance of leased assets, payment of property, insurance and other taxes
pertaining to leased asset, option of buying the asset at a specified price
after the expiry of lease period, etc. The terms, conditions and options in-

corporated in lease arrangements vary widely from one contract to another.

Terms in the Lease Agreement

In-a lease contract, the lessor agrees to lease to the lessee and the
lessee agrees to take on lease from the lessor subject to terms of the lease
contract. The various terms involved in the formation of a lease contract
are as follows: Lessor: The party who is the owner of the equipment and

who gives it for lease to the other party for payment of a periodical amount.

Lessee: The party who obtains the equipment for use for which he

pays periodical rentals.

Lease Property: The subject of the lease, the asset, article or

equipment that is on lease.
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Term of lease: The lease period for which the agreement will be in

operation.

Lease rentals: This refers to the consideration for lease. This may
be connected with interest on lessor investment, maintenance cost of the
equipment by the lessor, depreciation of the asset, and servicing charges or

packaging charges for providing the above services.

Warranties: The lessee makes the selection of equipment based
upon its own judgement. The lessor makes no express or implied
warranties including those or merchant ability or fitness for particular
use of the equipment and hereby disclaims the same. The lessor shall not
be responsible for any repairs, service or defects in the equipment or the

operation thereof.

Manufacturer Warranties: The lessor agrees that the Lessee shall
be entitled to the benefits of the warranties provided the manufacturers/
suppliers of the equipment. Any performance guarantee provided by the
supplier shall be in the joint names of the lessor and the lessee and shall be

enforceable by the lessor or the lessee or both of them.

Title, identification, ownership of equipment: Lease contract
provides that the equipment shall at all time remain the property of the
lessor. The lessee also agrees and undertake not to sell, assign, sublet,
pledge, hypothecate or otherwise suffer.a lien upon, or against the equip-
ment or remove the equipment from-the factory or office or site where
originally put to use or located, without the prior consent of the lessor in
writing which consent the lessor agrees will not be unreasonably with-
held. Conditioned upon the lessee’s compliance with and fulfillment of the
terms and conditions of this agreement, the lessee shall have the right to
have exclusive peaceful possession, operation and use of the equipment for

the full terms of the lease and any renewals thereof.

Equipment in transit: The equipment leased, will be delivered by
the manufacturers/suppliers to the location specified by the lessee. The
lessor shall not be responsible for any damage incurred to the equipment
prior to or during deliver. Prior to the dispatch of the equipment, the lessee
shall ensure that transit insurance on the equipment being dispatched is

provided by the supplier naming the lessor as loss payee.

Notes
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Indemnity: The lessee agrees to comply with all laws and regula-
tions relating to the transportation, possession, operating and use of the
equipment and assumes all liabilities including injuries to or of persons
arising from or pertaining to the transportation, possession, operation or
use of the equipment. The Lessee agrees to and keep indemnified and hold
safe and harmless the lessor against all such liabilities and also against loss
of equipment by seizure by any person. Any fees, taxes or other charges
legally payable by the lessee in relation to the possession and use of the
equipment and which is paid by the lessor in the event of the lessee’s fail-
ure to pay shall at the lessor’s option become immediately due from the

lessee to the lessor.

Inspection: The lessor or a representative shall have the right from
time to time during the normal hours on any working day with prior notice
in writing to the lessee to enter upon the lessee’s premises for the purpose

of the existence, condition and proper maintenance of the equipment.

Repairs, loss and damage: The lessor shall not be called upon to
keep the equipment in good repair, condition and working order and the
lessee at its own cost and expense will keep the in good repair, condition
and working order. All parts, mechanismsand devices or any replacements
made by the lessee to the equipment shall immediately be deemed part of
the equipment for all purpose thereof and shall become the property of
the lessor, any payment for'such parts, mechanisms and devices from the
lessor. In the event, anylitem of equipment is lost, stolen or destroyed or
damaged beyond repair for any reason, the lessee shall pay to the lessor
the amount of lease rentals then remaining unpaid, including any renewal

options entered into pursuant to this agreement.

Insurance: The lessee for the benefit of and on behalf of the lessor
obtain and maintain for the entire term of this agreement at its own
expense insurance against normal risks and such other risks of loss as are
customarily insured against on the type of equipment leased hereunder
and by businesses in which the lessee is engaged in for such amount,
provided however, that the amount of insurance against loss or damage
to the equipment shall not be less than the original cost of the equipment.
Alternatively the lessor may insure the equipment as aforesaid and the
lessee shall reimburse the insurance premium and other costs and expenses

to the lessor.
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Steps in Leasing Transactions

The important steps involved in a leasing transaction can be

summarized as follows:

» Firstly, the lessee has to take a decision about the asset required and

determine the manufacturer or the supplier. He also decides about
his other requirements, viz., the design specification, the price,

warranties, terms of delivery, installation and servicing.

The lessee then enters into a lease agreement with the lessor. He
specifies to him his requirements as determined above. The lease

agreement contains the obligations of the lessor and the lessee as:

(i)  The basic lease period during which the lease is irrevocable;

(ii) The timing and amount of periodical rental payments during

the basic lease period;

(iii) Details of any option to renew the lease or to purchase the
asset at the end of the basic lease period. In the case of absence
of any such option to the lessee, the lessor takes possession of
the asset and is entitled to any residual valtte associated with
it; and

(iv) Details regarding the responsibility for payment of cost of
maintenance and repairs, taxes, insurance and other expenses.
In case of a “Net lease agreement”, the lessee pays all these
costs. However, in case of a “Maintenance lease agreement’,

the lessor maintains the asset and also pays for the insurance.

After the lease agreement is signed, the lessor contacts, the
manufacturer or supplier to supply the asset to the lessee. The lessor
makes payment to the manufacturer or the supplier after the asset

has been delivered, tested and accepted by the lessee.

Legal Aspects of Leasing

The provisions relating to bailment in the Indian Contract Act

govern equipment leasing agreements. There are basically two parties
involved in a leasing contract, lessor and lessee. Lessor is a person who is
leasing the equipment to the lessee, whereby the lessee becomes the bailee,

as he is in possession of the equipment and is using it in production. In the

Notes
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case of financial lease, the lessee will become the owner after paying the
full value of the lease equipment. For this purpose, an agreement will be
entered into under the Indian Contract Act between the lessor and lessee.

Such a contract contains the following:

» Details of contracting parties i.e. lessor and lessee
» Details of the asset or equipment or property which is leased,

» Nature of the lease: The clause specifies whether the lease is an

operating lease, a financial lease or a leverage lease.
» Amount, time and place of lease rental payments.
» Time and place of equipment delivery.

> Lessee’s responsibility for taking delivery and possession of leased
equipment, maintenance, repairs, registration, etc. and the lessor’s

right in case of default by the lessee.

> Lessee’s right to enjoy the benefits of the warranties provided by the
equipment manufacturer/supplier.

» Period Lease, Indemnity, Prohibition on sub-leasing etc.

» Insurance to be taken by the lessee on behalf of the lessor.

» Variation in leases rentals if there is a change in certain external
factors like bank interest rates, depreciation rates, and fiscal

incentives.
» Option of lease renewal-for the lessee.
» Return of equipment on expiry of the lease period,

» Details on termination of the lease, about various conditions and
also how'the ownership of the asset or equipment will be treated at

the point of termination of the contract

» Asbitration procedure in the event of dispute.

Types of Leasing

A lease financing transaction can be differently classified on the
basis of differences in the terms and conditions such as, number of parties
to the transaction; extent to which risks and rewards of ownership are
transferred; and domiciles of the equipment manufacturer, the lessor
and the lessee. Considering the differences in the above criteria the lease

agreements can broadly be put into following categories.
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Financial Lease

A financial lease is a long-term arrangement which is irrevocable
during its primary lease period. The financial lease is one which satisfies

one or more of the following conditions:

» The lessor transfer title to the lessee at the end of the lease period.
» Thelease contains an option to purchase the asset at a bargain price.

» The lease period is equal to or greater than 75% of the estimated

economic life of the asset.

»> At the beginning of the lease, the present value of the minimum
lease payments equals or exceeds 90% of the fair value of the leased
property to the lessor (less any investment, tax credits, realized by

the lessor).

In case of a financial lease, practically all the risks incidental to the
ownership of the asset and the benefits arising there from are transferred
to the lessee, except the legal title which may or may not be eventually
transferred. The lessee has also to bear costs of insurance, repairs and
maintenance of the asset and other related expenses. The financial lease is
also termed as ‘Close-end lease” since the lease agreement, more or less is
irrevocable and the rental payments are so fixed that they ensure return of

the total investment at a pre-determined rate.of return.

Operating Lease

The International Accounting Standard committee defines an
operating lease as any lease other than a finance lease. An operating lease

has the following characteristics

» The lease term is significantly less than the economic life of the

equipment.

» The lessee enjoys the right to terminate the lease at short notice

without any significant penalty.

» The lessor usually provides the operating know-how, supplies the
related services and undertakes the responsibility of insuring and
maintaining the equipment, in which case the operating lease is

called a “Wet lease’

Notes
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An operating lease where the lessee bears the cost of insuring and
maintaining the leased equipment is called a ‘Dry lease’. The operating
lease does not shift the equipment-related, business and technological

risks from the lessor to lessee.

The lessor structuring an operating lease transaction has to depend
upon multiple leases or on the realization of substantial resale value (on
the expiry of first lease), to recover the investment cost plus reasonable
rate of return thereon. Hence, to deal in operating leasing one requires
an in-depth knowledge of the equipment and the resale market for such
equipment. In our country, as the resale market for most of the used
capital equipments is not active, operating leases are not very popular.
Nevertheless, this form of lease is ideal for firms engaged in industries

with a high degree of technological risk.
Sale and Lease Back

In case of a sale and lease back arrangement, a firm sells an asset to
another person who in turn leases it back to the firm. The asset is generally
sold at its market value. The firm receives the sale price in cash and gets
the right to use the asset during thebasic lease period. The firm makes
periodic rental payments to the lessor. The title to the asset now vests with
the lessor who is naturally.also’ entitled to any residual value the asset

might have at the end of the lease period.

The sale and-lease backs arrangement is beneficial both for the
lessor and the lessee. The lessee gets immediate cash which results in
improvementin his cash flow position. The lessor gets the benefits in terms
of tax credit due to depreciation. The sale and lease back arrangements are

popular with the companies which are facing short-term crisis.
Leveraged Leasing

This form of leasing has become very popular in recent years. This
type of lease agreement is used for financing those assets which require
large capital outlays. Such a type of lease arrangement involves three par-
ties - the lessee, the lessor, and the lender. Under this arrangement, the
lessor borrows funds from the lender and himself acts as an equity par-

ticipant. Normally, the amount borrowed is substantial Vis-a-vis the funds
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provided by the lessor himself. The lessor services the debt out of lease rents
received. The position of the lessee under a leveraged leasing agreement is
the same as on case of any other type of lease. The position of the lessor,
however, undergoes a change. The loan is generally secured by a mortgage

on the asset besides assignment of the leased asset’s rental payments.
Primary and Secondary Lease

The lease contract is sometimes divided into two parts, namely,
primary lease and secondary lease. The primary lease provides for the
recovery of the cost of the asset and profit through lease rentals during the
initial years (say 4 to 5 years) of lease contract followed by the secondary/
perpetual lease at nominal lease rents. In other words, more lease rents are
charged in the primary and less in the secondary period of the contract.
These forms of lease contracts are also referred to as front-ended lease and

back ended lease respectively

Domestic Lease

If all parties to the lease transaction - the equipment supplier,

lessor and lessee — are domiciled in the same country, it is.a:domestic lease.
International Lease

If the parties to the lease agreement are living in different countries,
the lease is an international lease: The term ‘International leasing’
covers three separate types of activities: Cross border leasing, overseas

subsidiaries, and Import leasing.
Cross Border Leasing

Leasing across national frontiers is cross border leasing. The cross
border leasing exists where the lessee and lessor are domiciled in different
countries. It includes export leasing.
Overseas Subsidiaries

When a financial institution sets up leasing subsidiaries overseas,

each conducting purely domestic business involving lessees in the same

country they are called overseas subsidiaries.

Notes
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Import Leasing

It is an arrangement by which a leasing company, a manufacturing
company or the government enters into an agreement with a foreign
company to acquire sophisticated equipments on lease basis. In fact, this
activity requires a lot of government support and suitable changes in the

import regulations.

In-House Leasing

When an industrial house promotes a leasing company for the
benefit of companies in the same group, that company is known as ‘In-
house Company’. These companies are normally floated to take advantage
of tax benefits and creating an additional source of finance through public
issues by them. The in-house leasing companies enable the industrial
house to claim greater amount of expenses as tax deductible charge than
what it can claim otherwise. If the industrial house floats leasing company,
it can charge depreciation on the leased assets in the books of the leasing
company and lease rentals in the books of lessee as tax deductible charges.
As such from the point of view of the industrial house as a whole the
lease rentals as well as depreciation on the leased assets are claimed as tax

deductible charges reducing the amount of taxable income.

Hire Purchase vs Lease Financing

In case of 4 hire purchase transaction, the goods are delivered
by the owner to‘another person on the agreement that such person pays
the agreed amount in periodical installments. The property in the goods
passes tosuch person only on the payment of the last installment. In a hire
purchase transaction, therefore, theoretically the seller continues to retain
the title to the asset. The ownership has, however, to ultimately pass to the
buyer unless the buyer exercises the option not to buy the asset by stopping
payments of future installments. The buyer can claim depreciation on the
cost of the asset and interest as expense for tax purposes. On the other
hand, in case of lease financing, the lease rent is deducted as an expense

for tax purposes. Depreciation on the leased asset is claimed by the lessor.

In case of a hire purchase on completion of the contract, the

residual value of the asset goes to the buyer. While in case of a lease
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financing, the residual value goes to the lessor, in case where the lessee
has a right to cancel the arrangement as in the case of vehicles or air craft
leases. However, in case of a finance lease where the financing is made
for purchase of equipment useful only to the lessee, there is no provision
for cancellation of the lease agreement. In such a case, the residual value
devolves on the lessee. The residual value in such a case is zero or if positive

it will be treated as miscellaneous income and be subject to taxation.
Lease Evaluation

A leasing transaction has to beneficial both for the lessor and the
lessee. Each one evaluates the transaction from his angle. In the following
pages, we are explaining the techniques adopted by the concerned parties

for evaluating a lease transaction.
Evaluation by Lessor

The Internal Rate of Return (IRR) is the most commonly adopted
technique by the lessor evaluating lease transaction. Internal Rate of
Return is that rate of return at which the sum of the.discounted cash
inflows equals the sum of discounted cash outflows. In-other words, it is

the rate which discounts the cash flows to ‘zero.

In case of a leasing transaction, the-cash inflows are in the form of
rentals received from the lessee, while the cash outflows are in the from of
payments made by the lessor to the manufacturer or supplier of the leased
asset. The internal rate of return‘is computed on the basis of these cash
flows. It is then compared with the weighted average cost of capital of the
lessor. In case the IRR is‘more than the weighted average cost of capital,

the investment should be made.

The sources of long-term funds are mainly debt and equity. Dept
capital consists of loans from banks/financial institutions, issue of de-
bentures, etc. The equity capital represents the amount brought in by the
shareholders and the earnings retained in the business. It may also be men-
tioned here that interest on debt is allowed as expenditure for tax purpose,
while dividend on shares is not allowed as expenditure for tax purposes.
The computation of cost of shareholders’ funds is most cumbersome. Gen-

erally, it is calculated according to “Dividend plus growth approach”

Notes
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While estimating his cash inflows, the lessor takes into account the
rental payments made by the lessee, depreciation on the asset leased out,

investment allowance (if available) and the receipt of residual value, etc.

Besides considering the cash inflows arising from leasing out the
assets, as explained above, the lessor also makes an assessment of risk
involved in the leasing transaction. A lease, as a matter of fact, is a term
loan in the form of an equipment or asset. Hence, while appraising a
lessee, a lessor will apply the same principles which a banker applies while
granting loans. The lessor, like a banker, is also mainly concerned with the
six ‘Cs), viz. character, capacity, credit (past experience of the creditors),

conditions (within the economy), competition and collateral.

In case, as a result of his appraisal, the lessor finds that the lease
transaction is more risky, he may demand higher rentals, increased security
deposit, personal guarantees, shorter lease term, additional collateral

security, etc.

The following illustration will considerably help the students in
understanding how to evaluate a lease transaction from the point of view

of the lessor.
Example - 1

The following are'the details regarding an equipment to be given
on lease by A Ltd.

(i) Cost of equipment of the lessor X 1,00,000 financed 80% through
debtiand balance through equity. Cost of the debt amounts to 18%
and equity 15% before tax.

(i1)) The lessor is in 55% tax bracket. The equipment is used for three
shifts. The rate of depreciation is normal 15% and 7.5% for each
shift. The rate of depreciation is normal 15% and 7.5 for each
additional shift. Depreciation is charged according to diminishing

balance method.
(iii) The salvage value of the equipment is ¥ 16,000.
(iv) The direct cost to the lessor is ¥ 500 in the Ist year.

(v) Estimated cost for maintenance and general administration in

respect of the equipment to the lessor is ¥ 1,500 per annum.
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(vi) The lessee agrees to pay the following:

(a) Annual rent-3 36,000 for 5 years. The payment is to be made

at the end of each year.

(b) The security deposit of X 3,000 which is refundable at the end

of the lease term.

(c) A sum of X 1,350 non-returnable management fees payable at

the time of inception of the lease.

Suggest whether it is beneficial for the lessor to lease the equipment

using IRR technique.
Answer

(1) Cost of Capital For Lessor

Source Amount | After tax cost | Total cost

Equity 20,000 15 % 3,000

Long-term Debt 80,000 8.1 % 6,480
9,480

*18 x 45/100 =8.1%

9,480
Tax Adjusted Average Cost of Capital= ¢-=-------------- x 100 = 9.5%
1,00,000
(2) Computation of Annual Tax Liability
Years
1% 23 3% 43 5%

Lease Revenue 36,000 36,000 36,000 36,000 36,000
Direct Cost -500 - - - -
Maintenance & -1,500 -15,00 -1,500 -1,500 -1,500
Administration Cost
Depreciation -30,000 | -21,000 | -14,700 | -10,290 -7,203

Notes
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EBT 4,000 13,500 | 19,800 | 24,210 | 27,297
Income Tax @ -2,000 -7,425 | -10,890 | -13,315 | -15,013
0,
>5% 1,800 6,075 8,890 | 10,895 12,894
Income after Tax
(3) Computation of Annual Net Cash Inflows
Years
1% 2% 3% 4% 5%
Lease Revenue 36,000 | 36,000 36,000 | 36,000 | 36,000
Sale of Equipment - - - - | +16,000
Direct Cost -500 - - - -
Administration -1,500 -1,500 -1,500 -1,500 -1,500
cost
Refundof deposit - - - - -3000
Tax paid -2,200 | -7,425 | -10,890 | -13,315| -15,013
31,800 | 27,075 23,610 | 21,185 | 32,487
(4) Cash Outflows at Year.‘O’
3
Cost of Equipment 1,00,000
Less: Management Fees 1,350
Security Deposit 3,000 4,350
95,650
(5) Computation of Internal Rate of Return
Discout Discount
Cash Cash Present Present
Year . factor at factor at
outflow | inflow value value
15% 12%
4 3 4 3 3 3
0 -95,650
1 31,800 0.870 | 27,666 0.893 28,397
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2 27,075 0.756 | 20,469 0.797 21,579
3 23,610 0.658 | 15,535 0.712 16,786
4 21,185 0.572 | 12,118 0.636 13,535
5 32,487 0.497 | 16,146 0.567 18,420
91,934 98,717
NPV -3,716 +3,067
3,067
15502 I S —— x 3}
3,067 +3,716
=12+ 1.36
=13.36 %

The weighted average cost of capital is only 9.5% while the IRR
from leasing out the asset is 13.36%. Hence, it is beneficial for ‘A’ Ltd. to

lease out the equipment.
Evaluation by Lessee - Lease or Buy Decision

The ‘lessee’ of the asset while deciding whether_to buy the asset
or take it on lease will consider the benefits available under each of the
alternatives. He will select the alternative which is most beneficial to him.
It will be useful here to compare the distinctive features of ‘buying’ and

‘leasing’” which have to be kept in mind by theintending user.
Particulars Purchasing Leasing

[i]  Initial cost Incurred<Not incurred

[ii] Investment allowance & depreciation charges Available Not
available

[iii) Salvage Value Available Not available
[iv] Management fees and Not Payable Payable

Lease Rentals
A comparison of the benefits available under ’buying’ and ‘leasing

can be made according to discounted cash flow techniques, using either
Net Present Value (NPV) or Internal Rate of Return (IRR) method.
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NPV Method

According to this method, the following steps will have to be taken

for evaluating a lease proposal:

a. The present value of cash flows associated with the ‘buying’

alternative will be ascertained.

b. The present value of cash flows under the ‘leasing’ alternative will

be ascertained

c. The decision between ‘buying’ and ‘leasing’ will be made by
comparing the NPV under each of the alternatives. The alternative
having higher NPV will be preferred. This will be clear from the

following illustration.
Example - 2:

A bulldozer, which has a service life of 10 years, can be purchased
for ¥ 1,80,000. It can also be hired at the rate of I 45,000 per annum
payable at the beginning of each year. Operating costs are to be borne by

the user.

A contractor requiring the use of the bulldozer only for a period of
two years seeks your advice. If purchased, he expects to use it for 2 years
and then sell it at 80 per cent of the purchase price. He can finance its
purchase by his own resources to the extent of ¥ 80,000 and the balance
by borrowing at‘an.interest rate of 18 per cent annum. The interest on the
loan is payable annually at the end of each year and the loan can be repaid

out of the-sale proceeds of the bulldozer.

For income-tax purposes, depreciation is an admissible deduction
at 25 per cent on diminishing balance method. Excess realization, If any,
over the written down value is subject to tax. The effective tax rate for
contractor is 50 per cent. Tax liabilities can be assumed to arise at the close

of each year.

The contractor expects a minimum internal rate of 10 per cent net
of taxes on his own funds. Prepare a suitable statement and advise the

contractor, indicating clearly the basis for your recommendation.
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Answer

The gross revenue from the use of the bulldozer will be the same
whether it is purchased or taken on hire. Similarly, the operating costs will
also be the same. It will, therefore, be proper to work out only the cash

inflows and outflows that will be different under the two alternatives.

A. Purchase
[i] Outflows
P.V. Factor Discounted
Amount
@ 10% p.a value
Cash outflow on purchase [see
note ) 80,000 1,000 80,000
*interest on borrowing for first
year 9,000 0.909 8,181
*interest on borrowing for 9,000 0.826 7,434
second year
Income-tax payable on profit On
sale of the bulldozer 21,375 0.826 17,657
1,19,375 1,13,272

*The rate of income-tax being 50% the real incidence of interest on
the firm will be only % of X 18,000

[ii] Inflows
P.V. Factor Discounted

Amount

@ 10% p.a value

Cash received on sale of

the bulldozer after repaying
borrowing [see note 3] 44,000 0.825 36,344

Saving in tax because of
depreciation First Year 22,500 0.909 20,453
Second Year [see note 4] 16,875 0.826 13,939
83,375 70,736
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Thus, the purchase of the bulldozer will result in a net discounted
cash outflow of ¥ 42,536 [i.e., X 1,13,272 - 70,736]

(B) Hiring (or leasing)

[i] Outflows
P.V. Factor Discounted
Amount
@ 10% p.a value X
Hire charges for the first year 22,500 1.000 45,000
Hire charges for the second year 45,000 0.999 40,905
90,000 85,905
[ii] Outflows
P.V. Factor Discounted
Amount
@ 10% p.a valueX
Tax savings in the first year on
Hire charges [see note 5] 22,500 0.909 20,453
Tax savings on hire charges for
the Second year 22,500 0.826 18,585
45,000 39,038

The net outflows in case the bulldozer is hired will be ¥ 46,867 [i.e.,
85,905 -39,038].

It is, thus; clear that the net discounted outflows in case the
bulldozer is purchased are lower than the net discounted outflows in
case it is taken on hire. Hence, the first proposition (purchase) should be

accepted, if there are no uncertainties involved.

In case, the amount realizable on the sale of the bulldozer at the
end of two years [1,44,000] is rather uncertain and, on the face of it, 80% of
the original cost appears to be high, the conclusion may well be in favour
of hiring. Moreover, the rate of return mentioned is the minimum of 10%.
In case it is possible to utilize the sum of X 80,000 in some more profitable

venture, it may be better to take the bulldozer on hire.
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Working Notes

The net cash outflow on purchase is only X 80,000, sine X 1,00,000
is borrowed and repaid at the end of the two years. The interest on

such borrowings is however, an outflow.

The written down value of the bulldozer after two years of the is X
1,01,250 [depreciation is X 45,000 in the first year and X 33,750 in
the second]. Hence, there is a profit of ¥ 42,750. It is presumed that

the tax on this profit is payable immediately at the end of two years.

Cash realized on sale is ¥ 1,44,000. However. X 1,00,00 [loan] has to
be paid back. Hence, net cash inflow is ¥ 44,000.

Depreciation is ¥ 45,000 and X 33,750 for the first and the second

years respectively. Savings in tax would be 50% of these amounts.

The hire charges will be paid in the beginning of the year, but the

tax saving on the same will accrue only at the end of the year.

Tax Provisions Relating to Leasing

The principal income tax provisions relating to leasing are

The lessee can claim lease rentals as tax-deductible expenses.

The lease rentals received by the lessor are taxable under the head

of business or profession.

The lessor can claim depreciation on the investment made in leased

assets.

The major sales tax provisions relevant for leasing are

» The lessor is not entitled for the concessional rate of central sales

tax because the asset purchased for leasing is meant neither for
resale nor for use in manufacture. ( It may be noted that if a firm
buyes an asset for resale or for use in manufacture it is entitled for

the concessional rate of sales tax.)

The 46™ Amendment Act has brought lease transactions under
the purview of ‘sale’ and has empowered the central and state

government to levy sales tax on lease transactions. While the

Notes
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Central Sales Tax Act has yet to be amended in this respect, several
state governments have amended their sales tax laws to impose

sales tax on lease transactions.

Accounting Considerations

For Lessor

Assets under financial leases should be disclosed as ‘assets given
on lease’ as a separate section under the head ‘fixed assets’ in the balance
sheet of the lessor. The classification of the assets should correspond to

that adopted for other fixed assets.

Lease rentals should be shown separately under gross income in
the income statement of the relevant period. It is appropriate that against
the lease rental a matching lease annual charge is made to the income
statement, which represents recovery of the net investment over the lease
period. This charge is calculated by deducting the finance income for the
period from the lease rental for the period. The annual lease charge would

comprise minimum statutory depreciation.

There would be a lease equalization charge where the annual lease

charge is more than the minimum statutory depreciation.

There would becalease equalization credit where the annual lease
charge is less thah the minimum statutory depreciation. This would
require a separate lease equalization account (LEA). The LEA should be
transferred ‘every year to the income statement. Statutory depreciation
must be shown separately in the income statement. Accumulated statutory
depreciation should be deducted from the original cost of the leased asset

on the balance sheet of the lessor to arrive at the net book value.

Balance standing in the LAA should be adjusted in the net book
value of the leased assets. The amount of adjustment in respect of each class

of fixed asset could be shown in the main balance sheet or in a schedule.

The finance income should be calculated by applying the interest
rate implicitin thelease to the netinvestmentin thelease during the relevant

period. Some lessors use a simpler method of calculating by apportioning
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the total finance income from the lease in the ratio of minimum lease
payments outstanding during each of the respective periods comprising

the lease term.

Leased asset for an operating lease should be depreciated on a basis

consistent with the lessor’s normal depreciation policy.

In the case of a sale and lease back transaction, if the rentals and
sale price are established at fair value, profit or loss is normally recognized
immediately. If the sale price is below fair value, profit or loss is recognized
except that if loss is compensated by future rentals at below market price,
it is deferred and amortized in proportion to the rental payments over the

useful life and vice versa.

For Lessee

A lessee discloses assets taken under a finance lease by way of a
note to the accounts, disclosing the future obligations of the lessee as per

the agreement.

Lease rentals should be accounted for on amaccrual basis over
the lease period t recognize an appropriate charge in this respect in the
income statement, with a separate disclosure ‘thereof. The appropriate
charge should be worked out with reference to the terms of the lease
agreement, type of asset, proportion of lease period to the life of the asset

as per technical or commercial evaluation and other such considerations.

The excess of lease rentals paid over the amount accrued in respect

thereof should be treated‘as pre-paid lease rental and vice versa.

In the case of operating lease, the aggregate lease rental payable
over the lease term should be spread over the term on straight-line basis
irrespective of the payment schedule as per the terms and conditions of

the lease.

Advantages of Leasing

Acquisition of capital assets generally needs substantial cash

outlay. This is sometimes quite beyond the financial capacity of the actual

Notes
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user. Leasing serves as a source of long-term funds that can be used for

acquisition of capital assets.

The basic advantages from leasing can be summarized as follows:

Protects against obsolescence: In case of ownership the firm
bears the risk of the obsolescent of the asset. This dimension of
potential risk is too important to be ignored and particularly in
the present era of rapidly changing technologies. Leasing provides a
cushion against all such hazards by shifting the risk of obsolescence
of equipment of the lessor. This is particularly true of operating
leases which are of short duration and cancelable at the option of

the lessee.

Faster and cheaper credit: It has generally been found that
acquisition of assets under a leasing arrangement is cheaper and
faster as compared to acquisition of assets through any other source.
Leasing companies are more accommodating than banks and
financial institutions in respect of terms of financing. The rental
payments are fixed keeping in view the expected profits and cash
generation of individual lessees, which is generally not possible in

the case of lending by banks and other similar institutions.

Enhance liquidity: Leasing arrangements enable the lessee to
utilize more of his funds for working capital purposes in place of
low yielding fixed assets. Moreover, acquisition of assets under
lease arrangements does not alter the debt-equity ratio of the lessee.
Hence, the lessee can resort to further borrowings in case the need

arises.

Boon for small firms: Acquisition of assets by means of a leasing
arrangement is particularly beneficial to small firms which cannot
afford to raise their capacity on account of paucity of financial
resources. It serves as a boon for technocrats who are unable to
arrange funds even for promoters contribution or margin money as

required by financial institutions.

Absence of restrictive covenants: The financial institutions while
lending money usually attach several restrictions on the borrower as

regards management, debt-equity norms, declaration of dividend,
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etc. Such restrictions are absolutely absent in the case of financing

through a lease agreement.

Convenience and flexibility: If an asset is needed for a short period
only, it does not seem to make much sense on the part of the firm
first to spend time in selecting an asset, negotiating its purchase,
arranging insurance, registration, etc. and then to repeat all these
steps to resell the asset. Leasing obviates the need of this exercise
and thus emerges out to be a very convenient and an inexpensive

form of acquiring the use of services of the equipment.

Whole financing: Lease financing enables a firm to acquire the
use of an asset without having to make a down payment for initial

equity investment.

Tax benefits: Leasing finance provides enough opportunity for
both lessor and lessee to gain in both income tax and sale tax. A
lease payment is tax deductible. If an asset is purchased, it must
be capitalized, and the annual depreciation charge is deducted as
a tax-deductible item. Sales tax will be paid by the lessor as the
equipment is bought by him. But later on, under financial lease he
can claim a part of the sales tax from the lessee, when the equipment
is transferred to the lessee. The lessee will be paying the sales tax
on lesser amount. This is so because by the time the property or

equipment is sold to him, its value gets reduced.

Disadvantages of Leasing

Acquisition of assets through leasing arrangements also results in

certain disadvantages, as listed below.

Deprived of ownership: The lessee has only the right to use the
asset as the ownership lies with the lessor. If the lessor’s financial
condition deteriorates or if the leasing company is wound up, the
lessee may be deprived of the use of equipment interrupting its

normal manufacturing operations.

No scope for modernization: Under the lease, the lessee is
generally prohibited from making alterations/improvements on
the leased asset without the prior approval of the lessor. It may

cause problems to the lessee if the lessor disapproves of his plan

Notes
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of alteration. Moreover, the lessor may impose certain restrictive
conditions, sometimes, regarding the use of the asset, say, number

of hours the equipment may be put to use and so on.

» In case of default: In case the lessee makes a default in rental
payments, the lessor is entitled, at his will, to take over the asset
and the lessee has no right to prevent him from doing so. In case of
a financial lease arrangement, the lessor may also file a suit against

the lessee for damages.

» Costly: Compared to term loans by banks, lease finance is costlier.
If there is no investment allowance, the lease transactions bring tax
loss. At the termination of the lease agreement, the asset is taken by

the lessor and the lessee will lose the residual value.

Leasing in India

In rural areas we come across leasing when agricultural lands are
given on lease for a specified period. In Tamilnadu, temple lands were on
lease for a long time and that used to be a source of income for the temples.
However leasing of capital equipments is'recent origin. Leasing has proved
to be an effective system for financing)capital equipment in Europe, Japan
and USA.

The modern concept of financial leasing was pioneered in India
during the year 1973'by setting up of “First Leasing Company of India
Limited” in Madras.by SPIC group as an exclusive leasing company. This
company enjoyed a virtual monopoly for a period of six years. Then, a
number of other leasing companies have come into existence. They are
Mazda “Leasing, Twentieth Century Leasing Company, Ross Morarka
Leasing Co., Pioneer Leasing, Express Leasing Co., etc. As a matter on
fact, in the last decade, the pace at which the numbers of companies are
entering into the leasing business, it can be said that there is a mushroom
growth of leasing business, it can be said that there is a mushroom growth
of leasing companies. It is estimated that there are about more than 600
leasing companies in India providing a package of financial services and
more are expected to enter the capital market in the coming years. As a
result of amendment in the Banking Regulation Act, a large number of
nationalized banks are also expected to participate directly in the leasing

business.
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During the last decade, there was a big spurt in the setting up of
leasing companies in the country by most entrepreneurs of all sorts and has
resulted in keen competition. Most of the new companies floated leasing
business at the crest of leasing boom without any grip over the economies
of leasing. They became more interested in seeking short-term gains at the
expense of long-term results so that they could pay promised dividends to

investors. But they could not do so.

Experience with leasing companies, however, has been somewhat
mixed. Several of them are under-capitalized and not particularly well-
managed. The last few years have seen a shake out in the business leaving
the more efficient and better geared companies in business today. The
euphoria of Indian leasing industry which took firm roots in the country
more due to circumstance in the capital market during the 1984-86
boom periods has however ended. Now the game is being played by such
companies that follow a prudent policy both in terms of finalizing lease

agreements as well as growth.

Leasing companies, like hire-purchase companies, are governed by
the stipulation of their borrowing being restricted to ten times of their
net worth and maintenance of minimum liquidity ratio of 15 per cent.
The Narasimham Committee is of the view that having regard to the
important and growing role of leasing and hire parchase institutions in the
financial intermediation process, minimum. capital requirements should
be stipulated in addition to the existing requirements relating to gearing

and liquidity.

%>

Notes

wwW FirstRanker.com



» FirstRanker.com

A Firstranker's choice

Notes

www.FirstRanker.com www.FirstRanker.com

Lesson 4.2 - Venture Capital

Learning Objectives

After reading this lesson you can able to :

» Understand the concept of Venture Capital and its characteristics

» Know the Venture Capital investment process

Capital is one of the most important factors of production. No
entity can start functioning without required capital as this helps the
entrepreneurs in acquiring machinery, equipment and other productive
facilities. The companies engaged in traditional line of business can easily
procure necessary financial capital from the conventional capital market.
But the entrepreneurs face great difficulty while venturing out to procure
financial capital for newly floated enterprises as at the initial stages of
business the risk is very high and the return, quite uncertain. Common
investors hesitate to invest their'savings in such companies even though
they leas to high industrial grewth and economic development, because
it is difficult to trade-off between risk and returns. Lack of finance deters
the new entrepreneurs and technocrats from starting new ventures even
though they mayvery well have innovative ideas and requisite technological
knowledge. Hence the question arises that how these types of firms shall
then be financed? Under the circumstance, the concept of venture capital
fund was born with fundamental objective to provide initial capital and
support in building capital base to the entrepreneurs, having a sound
background of professional education, expertise and initiative to launch

the business based on fast changing technology.

Venture capital is a form of equity financing specially designed
for funding high risk and high reward projects. It plays an important
role in financing hi-technology projects and helps to turn research and
development into commercial production. Besides financing technology,
venture capital is also involved in fostering growth and development of

enterprises. Both the U.S.A. which is the birth place of venture capital,
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and the U.K. have already seen considerable activity in the area of venture

capital.

When companies want to raise finance but are not in a strong
position to borrow money, they can negotiate a sale of the part of the
equity stake in a new business. This share capital for new or expanding
business is often referred to as ‘risk capital, emphasizing the risk involved
in any investment in shares or suggesting the idea that it would lead to
growth. Where normal lending seems appropriate instead, venture capital
will not be provided and for some business, the offer of venture capital is
linked to other loans such as convertible loans in a fixed time limit as part

of a complete financing package.
Concepts

Venture Economics had defined Venture Capital as ‘providing
seed, start-up and first stage financing’ and also funding ‘the expansion
of companies that have already demonstrated their business potential
but do not yet have already demonstrated their business potential but do
not yet have access to the public securities market or to credit oriented
institutional funding sources, venture capital also provides management

in leveraged buy out financing.

The European Venture Capital Association has described it as risk
finance for entrepreneurial growth oriented companies, and investment
for medium or long-term to maximizereturns. It is a partnership with the
entrepreneur in which the investor'can add value to the company because

of his knowledge and experience.

Steven James Leethad defined it as actual or potential equity
investments in companies through the purchase of stocks, warrants,
options or convertible securities. Venture capital is a long-term investment
discipline that often requires the venture capitalists to wait five or more

years before realizing a significant return on the capital resources.

International Finance Corporation, Washington defines venture
capital as equity or equity featured capital seeking investment in new ideas,
new companies, new products, new processes or new services that offer the
potential of high returns on investment. If may also include investment in

turn around situations.

Notes
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Thus the capital provided to start a venture is known as venture
capital. Venture capital refers to organized private or institutional
financing that provide substantial amounts of capital mostly through
equity purchases and occasionally through debt offerings to help growth
oriented companies develop and succeed. The term venture capital denotes
institutional investors that provide equity financing to young business
and play an active role advising their managements. Venture capital is an

important source of funds for technology based industries.

Venture capital is equity support to fund new concepts that involve
a higher risk and at the same time, have growth and profit potential.
Venture capital is a temporary start-up financing in the form of equity
capital or loans, with returns linked to profits and with some measure of
managerial control. Venture capitalists except losses on some ventures to
be greater than with traditional financing, but they invest because they
think that greater than normal returns on others will more than make up

for those losses.

Venture capital is ideally suited to projects involving uncertainty,
poor information and lack of collateral. However, venture capital finance
is different from conventional finance, i.e. money lending and bank
finance, because venture capital financier takes keen interest in business
performance of the investee’s firm. The concept of venture capital has
been evolved as a method-of seed capital or start up financing. In practice
venture capital provides finance to budding entrepreneurs, having skills
and business acumen, to attain their cherished goals. These new breed
entrepreneurs, often come forward with a new technology or idea or
products or processes and approach a venture capital company for financial

assistance.

These entrepreneurs being new cannot meet the rigid requirements
of the traditional financial institutions. In such cases venture capitalists
come with all kinds of resources needed, e.g. financial and managerial
assistance for proper implementation of these projects. Once these
projects reach the stage of profitability, the venture capitalists sell their
equity holding at a higher price to yield maximum capital gain as a reward

for taking higher risks entailed in supplying seed capital.
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Characteristics of the Venture capital

The main characteristics of the venture capital are long time

horizon, lack of liquidity, high risk, equity participation and participation

in management.

Long Time Horizon: Venture financing is a long-term illiquid
investment; it is not repayable on demand. It requires a long-term
investment attitude that necessitates the venture capital firms to

wait for a long-period, say 5 to 10 years, to make substantial profits.

Lack of Liquidity: Because venture capital investment are made in
private companies, the investments are illiquid until the company
goes public or is sold and the proceeds are distributed to the limited
partners. This illiquidity is inherent in the nature of the securities
that venture capitalists’ purchase and in the stages of development

that a typical partnership must go through.

High Risk: Within a given portfolio of venture capital investments
the returns will vary widely. A few will return many times the initial
investments, others will fail completely, and many will simply

struggle and become part of what is commonly known as ‘the living
dead’

High Returns: Venture capital has historically achieved high rates of
return. But venture capital performance has also varied greatly. This
wide variation in returns overfime emphasizes the importance of

diversifying across time as'well as industry and stage of investment.

Equity Participation: Actual or potential equity participation
through direct purchase of shares, options or convertible securities.
The objectives are to make capital gains by selling off the investment

once the enterprise becomes profitable.

Participation in Management: Continuing participation of the
venture capitalist in the management of the entrepreneur’s business.
This hands-on management approach helps him to protect and
enhance the investment by actually involving and supporting the
entrepreneur. More than finance, a venture capitalist provides his
marketing technology, planning and management skills to the new

firms.

Notes
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Methods of Venture capital

For all entrepreneurs except a chosen few, “Raising money” is the

hardest part of starting a business - and the most rewarding when one is

succes

sful at it. There are various methods of financing entrepreneurial

ventures. They are seed money financing, development financing, later

stage financing, turn around.

1.

Seed money financing: The venture capital institution provides seed
capital at the early stage of the borrowing concern. In seed capital,
the funds are provided for testing the product and examining the
commercial viability of the product. It enables the venture capital
institution to find out the technical skill of the borrowing concern
and its market potentiality. So, we can say seed capital is more of
a product development and all the finance required at this stage is

provided by the venture capital institution.

Once the product is tested in the market and after being satisfied

with its acceptability by the market, financing will be provided for further

development of the product and marketing of the product.

The start up may be classified into four categories.

A new high technology, introduced by the entrepreneur.

A new business- started by an entrepreneur who has a thorough
working knowledge and experience-normally started by persons
who were working in an established firm and having gained

sufficient experience.
New projects started by existing companies

A new company promoted by existing company. Here, the venture
capital institution is keen to have a first-rated management which
may have a second rated product. But not vice versa i.e., venture
capital will not be provided for a concern having a second-rated

management but a first-quality product

Development financing: The borrowing concern has successfully
launched the product in the market which is evident from its

acceptability. However, the business has not become commercially
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successful for want of some more finance. It is at this stage, the

venture capital institution provides more funds than at the initial

stage. It is also known as expansion financing and financing can be

for working capital or for expansion.

3. Later stage financing: The business concern which has borrowed

venture capitals has now become a well established business. But

still, it is not able to go in for public issue of shares. At this stage,

the venture capital institution will provide finance.

>

Messanine capital: This is a stage where the borrowing company
is not only well established but has overcome the risks and has
started earning profits. But they have to go for some more
years before reaching the stage of self sustenance. This finance
is used by the borrowing company for purchase of plant and

machinery, repayment of past debts, and entering new areas.

Bridge capital: This is a medium term finance ranging from

one to three years and used for growth of the business.

Management buy-outs: Here, we deal about the nature of
management that is likely to exist in the borrowing concern.
In the case of management buy-outs, venture capital is used
for removing the external control on ‘the management, by

acquiring all the shares and the voting rights.

Management Buy-in: In the case of buy-in, funds are provided
for an outside group to buy.an on going company. But this is
not popular as it requirés a ready management, an investor and

a company to take over the existing one.

4. Turn around: A sick company may be taken over by providing two

important inputs of capital and management.

>

Financial turn around: When the company is able to improve its
conditions financially, it is called financial turn around, which

is due to the financial assistance by venture capital institution.

Management turn around: Similarly, when the management of
the company makes a turn around by becoming self dependent
and is able face the challenges of business, it is called

management turn around.

Notes
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Modes of Venture Financing

The financing pattern of the deal is the most important element.

Venture capitalists carry out substantial financial engineering to provide

enough flexibility to meet the requirements of the company. The venture

capitalist typically makes an investment in equity and quasi-equity.

Equity: The venture capital company invests in the equity of the
company either at par or premium. Investment in the form of equity
is the most desirable form of venture financing, as it does not put
any pressure on the cash flow of the company in the initial period.
Ideally the venture capital assistance should be provided entirely
through equity, reflecting an approach of sharing risks and rewards.
However in order to retain the day-to-day management and control
with the promoter, the normal limit of assistance by way of equity is

to be at a level slightly lower than of the promoter’s equity.

Quasi-equity: The quasi-equity instruments are converted into
equity at a later date. The convertible instruments are used by the
venture capitalist due to necessity of leverage, and need to provide
incentive to the promoters.. These instruments are normally
converted into equity at the book value or at a premium in a
later date. The premium automatically rewards the promoter for
their initiative and hard work. Since it is performance related, it
motivates the promoter to work harder so as to minimize dilution of
their control ‘on the company. The convertible instruments include

convertible debentures and convertible preference shares.

Venture Capital Investment Process

The venture capital investment activity is a sequential process involving

following steps.

Deal origination: A continuous flow of deals is essential for the
venture capital business. Deals may originate in various ways.
Referred system is an important source of deals. Deals may be
referred to VCFs by their parent organizations, trade partners,
industry associations, friends, etc. Yet another important source

of deal flows is the active search through networks, trade fairs,
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conferences, seminars, etc. A third source used by venture capitalists
is certain intermediaries who match VCFs and the potential

entrepreneurs.

Screening: As venture capital is a service industry and operates on
small staff, before going in for the in-depth analysis, the VCFs screen
out projects on certain broad criteria. For example, the screening
process may limit project to areas on which venture capitalists are

familiar in terms of technology, or product or market scope, etc.

Evaluation: During this process, the venture capitalists ask the
firm for a business plan, wherein detailed information about the
proposed venture is given and then an assessment of the possible
risk and return on the venture is done. The venture capitalists
evaluate project’s risk in isolation and thus effects of risk on total
portfolio investment are rarely assessed. As a result a little effort has
been made to eliminate the risk factors in order to enhance profit as
well to hedge the risk.

Deal structuring: This involves negotiating the terms of the
deal, i.e. a return commensurate with the risk, minimizing taxes,
and assuring investment liquidity, board membership and right
to replace management in case of consistent poor managerial

performance.

Post investment activities and-exit: The most crucial stage in
any venture capital investment is the exit. The goal of the venture
capitalist is to sell the inveStment in a period at a considerable gain.
The different possible routes for exit from venture investments are:
Initial public offer, Trade sale, Promoters buy back, Company buy

back, and Management buy out.

Factors Determining Venture Capital Investments

Venture capital finance is a risky business. The factors which are

taken into consideration in providing investment rather than loans are
growth prospects, possible future dividends and likelihood that the shares
acquired would eventually become marketable. The venture capital schemes
are carefully drawn up to allow the original owners to retain control of the

company through a majority shareholding although the agreement usually

Notes

WWW.FirstRanker.com



» FirstRanker.com

A Firstranker's choice
Notes

allows

www.FirstRanker.com www.FirstRanker.com

the lender to appoint a director on the board of the company. A

venture capitalist studies and critically examines the under mentioned

variables to analysis the ventures before it takes financing decision.

Management and organization pattern: Venture capitalists judge
a business proposition by assessing the entrepreneur, the man
behind the project, the men who manage it. Experience shows
that a successful entrepreneur possesses mental attributes and
behavioral attributes. A venture capitalist would, before taking
a decision to invest, carry out analysis of how the enterprise is
organized with reference to the organizational chart, management
team, equity holders, employee satisfaction, trade union activities
and industrial peace, maintenance of personal records and strength

and weaknesses.

Production process: This is an important aspect, especially for
venture capitalists following policy directions to finance concerns
engaged in import or use of new technology in production process.
The important factors to be considered are 1. Equipment and
machinery used, cost of such equipments and capital expenditure
proposed to be incurred in acquiring the plant and equipment; 2.
Skilled and trained production personnel and their availability; 3.
Subcontracting work in‘production process involved; 4. Inventory
levels in the production department, delivery period involved
in supply of inventory items, source of supply and reliability of
suppliers, purchasing process and other related aspects; 5. Quality

control and consumers’ satisfaction.

Marketing and sales: Marketing is a critical area and the success of
a-company depends largely upon its marketing endeavours, policies
and strategies. A venture capitalist would study a company’s
marketing strength with reference to strength of the product being
marketed, with regard to its seasonality, customers’ profile, credit
terms customers, consumer-awareness literature disseminated by
the company, advertising programme and allocated budget, and the
firm handling advertising for the product; size of market, presence
and strength of competitors, market growth and information
system, etc; pricing system followed by the firm; periodic marketing
reports; sales projections and probability of success based on realistic

assumptions; salesmen’s ability and capacity. The role of business
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associations in influencing market conditions, pricing of products,

consumer motivations, etc., is also an important indicator.

Profitability: Venture capitalists favour those firms for investment
that can project a high degree of profitability. Cash-generation
capacity of the ventures is also examined before arriving at a
decision for investment. If a company were unable to generate
sufficient cash, it would definitely suffer from shortage of working
capital. Time is another critical factor. The firms that can deal in
their products in the market with a reasonably good rate of growth
potential within reasonable a time span are financed by the venture

capital funds.

Reference information: An entrepreneur provides reference for

personal as well as corporate identification in the business plan.

The venture capitalist analyse the following information provided

entrepreneurs:

Corporate structure includes subsidiaries, divisions, departments,
branches, regional offices, etc. The full details.of their location,
documents of incorporation, bye-laws, regulations, etc., should be

verified to assess their main role in corporate matters.

Legal matters: Agreements and .deeds entered into by the
entrepreneur with various parties-and related documents should
be verified to ascertain the”existing encumbrances upon the
corporate title, properties or ownership. Any lawsuit relating to the
entrepreneur pending:in any court of law company’s patent right,
trade marks, copyrights and licenses, etc., should be verified and

ascertained.

Professional reference: Banks, Auditors, Lawyers, Insurance
agents, landlords or lessors, Customers, Suppliers, Competitors,
Subcontractors, etc., who may be able to provide strategic
information about the entrepreneur to the venture capitalist, which

can help him, decide whether or not to invest in the venture.

Notes
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Valuation Methods

A Venture capitalist would find it worthwhile to value current
outside investments made in an enterprise so as to take a decision about
his share in the equity capital of the company. The venture capitalist use
different valuation methods, some of them are Conventional valuation

method, Present-value method and Revenue multiplier method.

1. Conventional valuation method: This is based on the expected
increase in the initial investment that could be sold out to a third
party or through public offering via the exit route. Price-Earning
ratio is calculated on the maturing date, multiplying the earning
level post-tax effect by P/E ratio on the future maturity date arrives
at valuation of investment at a future date. This method does not
take into account the stream of cash flows beginning from the date

of investment till the date of liquidity of investment.

2. Present-value method: This method takes into account the stream
of earnings generated during the entire period of the investment
from the date of initial investment till date of maturity at a presumed
discounted rate. This method is popularly known as ‘First chicago
method’ Three alternative(scenarios styled as ‘success, ‘survival’
and ‘failure’ are assumed"for the entire maturing period of the
project that are discounted by a uniform discount rate to arrive at

the present value of investment.

Each scenario is assigned a probability figure. Probability figures
are based onmany factors, which affect the earning stream: price of
raw material; price of finished good; marketing factors. The product is
multiplied by respective probability figures to arrive at expected value in

each scenario.

The total of these scenarios gives the expected present value of the
company. Based on such value the venture capitalist makes his investment.
The problem with this method is that it is based more on a value judgment

by the venture capitalist than empirical consideration.

3. Revenue multiplier method: Revenue multiplier is an assumed

factor used to estimate the value of an enterprise. By multiplying
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the annual estimated sales by such factor, the valuation figure is
derived. This method is based on sales income and not on earning.
Assuming the absence of profit in the early stage of a project, the

method is useful for valuation at the early stages.

The Multiplier (M) is obtained by using the following equation.

(I+g)"(e)(PE)

Where,
M = Multiplier.
g = growth rate.
n = Number of years between initial investment and exit date.
e = Expected profit margin (post tax) percentage at the exit date.
PE = Expected price earning ratio at the exit date.

d = Appropriate discount rate for venture capital investment and

undertaking risk.

Valuation, (V) is obtained by using the following equation:

R+ g)"(a)(PE)
V=

(I)y+d

Utilization of earlier investment is an important part of investigation
that would reveal the ability of management to economically and efficiently

utilize funds.

4. Exit mechanism: Exit mechanism is the most important aspects
of venture capital industry. The success of venture capital
activity largely depends on envisaging efficient exit mechanism

from investments and successful implementation of disinvestments.
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An efficient exit plan enables venture investors to get appropriate
returns on investments. Venture capitalists are supposed to
plan exit from venture at the time of investment. The proposed
exit plan should have least problems and conform to statutory
provisions. The exit from investment can be envisaged through

various routes.

Sale of share on stock exchange after listing: Venture capitalists
generally invest in ventures at the start-up stage and propose to
disinvest their holding after company brings out initial public
offering (IPO) for raising funds to finance expansion. Consequent

listing on stock exchange provides an exit route from investment.

IPO/Offer for sale: Venture capitalists may also disinvest their
holding through offer for sale to public. This route is often
preferred where venture is successful and its internal generations
are adequate to meet immediate fund for expansion. Therefore, no
IPO is envisaged and instead part of existing equity is offered for
sale. In such cases, however, Investee Company should have equity
not less than minimum threshold limit for listing and at least 25

per cent of equity is offered for sale.

Strategic sales: At times, venture capitalists disinvest their holding
in ventures to strategic investors who may have some kind of
synergy of their own business with companies they propose to
invest. Arrangement is generally worked out where by promoters
disinvest their. substantial holdings and remain associated with

ventures professions.

Buy -back of equity by company: Recently, Companies
(Amendment) Act, 1999 has allowed companies to buy its own
equity shares. Even though venture capitalists may not intend to
exit through this route, they may consider it as when the venture has
failed to achieve high growth and the return from the investment is

likely to be low/average.

Promotersbuyback. Promotersbuybackisnot generallyapreferred
route for exit from investment. Venture capitalists consider it is an
exit option where promoters are in a position to mobilize funds
for buy back of equity held by venture investors. This option is
normally exercised where growth of venture is low/average and

returns from investment are also likely to be low/average.
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Advantages of Venture Capital

Venture capital has made significant contribution to technological
innovations and promotion of entrepreneurism. Many of the path breaking
technologies computers have emerged from small business set up by people
with ideas (but no financial resources) and supported by venture capital.
There are abundant benefits to economy, investors and entrepreneurs

provided by venture capital.

Economy oriented

Helps in the industrialization of the country.
Helps in the technological development of the country.

Generates employment.

vV V V V

Helps in developing entrepreneurial skills.

Investor oriented

> Benefit to the investor is that they are invited to invest only after the
company starts earning profit, so the risk is less and-healthy growth

of capital market is entrusted.

» Profit to venture capital companies.

Entrepreneur oriented

» Helps small and medium first generation entrepreneurs to translate

their ideas into a reality:

» Promotes entrepreneurship and foster entrepreneurism in the

country.

Venture Capital in India

Prior to independence, we had one example of formal venture
capital type of financing in our country. The Tata Groups Investment
Corporation of India successfully promoted a number of enterprises like
Associated Bearings, National Rayons and Ceat Tyres in that area. These
enterprises were undoubtedly hi-tech areas at that time. However, in the
post-independence period, the government term-lending institutions

eclipsed such ventures.

Notes
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Under public sector auspices, venture capital fund was first started
by Industrial Finance Corporation of India (IFCI). It started the Risk
Capital Foundation (RCF) way back in 1975. This has been converted into
a company known as Risk capital and Technology Finance Corporation
Ltd., (RCTFC) as a subsidiary of the IFCI with effect from 12" January
1988 for providing technology development finance. It is funded by the
Unit Trust of India, the IFCI and the World Bank. In 1976 the seed capital
scheme was introduced by IDBI. Till 1984 venture capital took the form
of risk capital and seed capital. In 1986 ICICI launched a venture capital
scheme to encourage new technocrats in the private sector in emerging

fields of high-risk technology.

Consequently, Government of India felt the need of venture capital
funds in India in the context of structural development and growth of
small-scale business enterprises. In 1986-87 a 5 per cent cess was levied
on all know-how payments to create a venture capital fund by IDBI.
The ICICI also became a partner of the venture capital industry in the
same year. During 1988-89 the new and young entrepreneurs were facing
difficulties to raise equity capital from the conventional market. Under the

circumstance, the scheme to launch venture capital funds was formulated.

Initially, a fund under the nomenclature of ‘venture capital fund’
was required to be established‘with certain corpus for being invested in
the new and young firms with high potential of returns. Government
decided to allow then'concessional treatment of capital gains arising out
of liquidation of equity holding in the assisted firms. At present, several

venture capital firms are incorporated in India.

The Indian venture capital industry is just about a decade old as
compared to that in Europe and US. In this short span it has nurtured
close to 1000 ventures, mostly in SME segment and has supported
budding technocrat/professionals all through. The VC industry, through
its investments in high growth companies as well as companies adopting
newer technologies backed by first generation entrepreneurs, has made a

substantial contribution to economy.

The Indian venture capital industry is dominated by public sector
financial institutions. A few private sector venture capital firms have been

set up recently. At present three are about fifteen venture capital funds in
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India that have provided venture finance of over X 4.6 billion to several
ventures. VCFs in India are not pure venture capitalists. They pursue both
commercial as well as developmental objectives. Venture finance is made
available to high-tech as well non-tech businesses. A large number of high-
tech ventures financed by VCFs are in thrust areas of national priority
such as energy conservation, quality upgradation, advanced materials,
biotechnology, reduced material consumption, environment protection,
improved international competitiveness, development of indigenous
technology, etc.The venture capital firms in India can be categorized into

the following four groups:

» Venture capital funds promoted by the all India development
financial institutions such as Technology Development and
Information Company of India Limited (TDICI) by ICICI, Risk
Capital Technology Finance Corporation Ltd.,(RCTCF) by IFCI
and Risk Capital Fund (RCF) by IDBI.

» Venture capital funds promoted by the state-level developmental
financial institutions such as Gujarat Venture Capital Limited
(GVCL) and Andhra Pradesh Industrial Development Corporation’s
Venture Capital Limited (APIDC-VCL).

» Venture capital funds promoted by public séctor banks such as

Canfinance and SBI Caps.

» Venture Capital funds promoted by the foreign banks/private
sector companies and financial institutions such as Indus Venture
Capital Funds, Credit Capital' Venture Fund and Grindlay’s India

Development fund.
Issues of Indian Venture Capital Industry
Following are the major issues faced by this industry in India.
Limitations on Structuring of Venture Capital Funds

VCFs in India are structured in the form of a company or trust
fund and are required to follow a three-tier mechanism-investors, trustee

company and AMC. A proper tax-efficient vehicle in the form of ‘Limited
Liability partnership Act’ that is popular in USA, is not made applicable

Notes
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for structuring of VCFs in India. In this form of structuring, investors
liability towards the fund is limited to the extent of his contribution in the

fund and also formalities in structuring of fund are simpler.
Problems in Raising of Funds

In USA primary sources of funds are insurance companies, pension
funds, corporate bodies, etc., while in India domestic financial institutions,
multilateral agencies; state government undertakings are the main sources
of funds for VCFs. Insurance companies and pension funds while allowing
themselves to invest in the VCFs would enlarge the possibility of setting up
of domestic VCF. Further, if mutual funds are allowed to invest upto 5 per
cent of their corpus in VCFs by SEBI, it may lead to increased availability
of fund for VCFs.

Lack of Incentive to Investors

Presently, high net worth individuals and corporates are not
provided with any incentives for investment in VCFs. The problem of raising
funds from these sources further gets aggravated with the differential tax
treatment applicable to VCFs and mutual funds. While the income of the
mutual funds is totally tax exempted'under section 10 (23D)of the Income
Tax Act, income of domestic VCFs, which provide assistance to small, and
medium enterprise is not totally exempted from tax. In absence of any
incentive, it is extremely-difficult for domestic VCFs to raise money from

this investor group:that has a good potential.
Domestic VCFs Vis-a-Vis Offshore Funds

The domestic VCFs operations in the country are governed by the
regulations as prescribed by SEBI and investment restrictions as place by
CBDT for availing of the tax benefits. They pay maximum marginal tax
of 35 per cent in respect of non-exempt income such as interest through
debentures, etc., while off-shore funds which are structured in tax havens
such as Mauritius are able to overcome the investment restriction of SEBI
and also get exemption from income tax under tax avoidance treaties. This
denies a level playing field for the domestic investors for carrying out the

similar activity in the country.
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Limitations on Industry Segments

In sharp contrast to other countries where telecom, services
and software corner the largest share of venture capital investments, in
India other conventional sectors dominate venture finance. Opening up
of restrictions in recent time, on investing in the services sectors such
as telecommunication and related services, project consultancy, design
and testing services, tourism etc, would increase the domain and growth

possibilities of venture capital.

Limitation on Exit Mechanism

The VCFs that have invested in various ventures have not been
able to exit from their investments due to limited exit routes and also due
to unsatisfactory performance of OTCEI. The threshold limit placed by
various stock exchanges acts as deterrent for listing of companies with
smaller equity base. SEBI can consider lowering of threshold limit for
public issue/listing for companies backed by VCFs. Buy-back of equity
shares by the company has been permitted for unlisted companies, which

would provide exit route to investment of venture capitalists.

Legal Framework

Lack of requisite legal framework resulting in inadequate penalties
in case of suppression of facts by the/promoters-results in low returns
even from performing companies. This has bearing on equity investments

particularly in unlisted companies:

Self Assessment Questions

1. Distinguish between financial lease and operating lease.
2. Distinguish between domestic lease and international lease.

3. How is accounting done for financial lease with respect to lessor

and lessee?
4. Why companies go for leasing rather than purchasing equipment?
5. Explain the concept of leasing. State its advantages and limitations.

6. What factors would you, as a lessee, keep in mind while selecting

the lessor.

Notes
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Explain the important provisions of guidance regarding accounting

treatment for leasing transactions.

. Discuss the methods for evaluating the leasing proposal.

What is financial lease? How is it different from other types of

leases?
What are the important steps in a leasing transaction?

What is venture capital? What are the characteristic features of

venture capital?

What are the stages involved in venture capital financing?
How a venture capital firm evaluates a borrowing company?
What are the different types of venture capital companies?

What is the significance of venture capital? How does it promote

new class of entrepreneurs?

Write a note on the development of venture capital funds of India.

CASE STUDY -1

Theleasing of an equipmenthaving a purchase price of Rs.35,00,000

isbeing considered by a firm. The equipment, havingan estimate economic

life of 5 years, is expected 15'generate annual lease rentals of the order of

% 12,00,000 to the leasing-company. Depreciation @ 25% is to be allowed as

specified by income-tax rules. Evaluate the desirability of the lease option

to the firm, assuming that the firm’s marginal corporate tax rate is 50% and

that the after-tax borrowing rate is 8%.

Note : PV table at 8% reveal the following.

Year : 1 2 3 4 5
PVF: 0.926 0.857 0.794 0.735 0.681
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CASE STUDY -2

ABC Machine Tools Co. Ltd. is considering the acquisition of a
large equipment to set up its factory in a backward region for ¥ 12,00,000.
The equipment is expected to have an economic useful life of 8 years. The
equipment can be Financial either with an 8 years term loan at 14% (before
tax) interest, repayable in equal instalments of ¥ 258676 per year or by an
equivalent amount of least rent per year. In both cases, payments are due
at the end of the year. The equipment is subject no the straight the method
for depreciation for the purposes. Assuming to Salvage value after the 8th

year of life. The company is in 50% tax bracket.
Which of the financing alternatives should it select?

(a) The present value annuity of one Rupee @ 7% for 8 years is 5.971.
(b) The P.V. of One Rupee @ 7% for 8 years is,

Year: 1 2 3 4 5 6 7 8
PV.:0.935 0.873 0.816 0.763 0.713 0.666 0.623 0.582

Notes
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A computer is available at a cash price of ¥ 4,40,000. If taken on

lease, the charges would be X 15,000 per month for a minimum period of

36 months, and thereafter the rate would be reduced to X 7,500 per month.

The rentals fall due for payment at the end of each month.

A company planning to acquire the above computer, wants advice

whether it would be more economical to purchase the machine on cash

or take it on lease. What would be your advice if the cost of capital is to

be taken at 10% per annum. The present values of X 1 and X 1/12 paid

monthly at the end of n years both at 10% are as follows:

After year (n) Present. Value of Prese.ntValue of
X 1/12 paid monthly | <1 paid monthly

1 0.950 0.909

2 0864 0.826

3 0.785 0.751

4 0.714 0.683

> 0:649 0.621

6 0.591 0.564

k%
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UNIT -V

Unit Structure

Lesson 5.1 - Financing strategy — Innovative and Hybrid Securities

Lesson 5.2 - Financing strategy - Option Financing and others

Lesson 5.1 - Financing Strategy - Innovative and Hybrid Securities

Learning Objectives

After reading this lesson, you should be able to

> Explain the features, advantages and limitations of preference share
capital
» Discuss the method for valuation of convertible debentures

» Differentiate between a warrant and convertible security and

explain the theoretical value of a warrant

» Define Secured Premium Note and the ascertainment of its rate of

return

» Explain an option and:its'role in fund raising activities of a firm.
Introduction

A broad classification for a group of securities used by companies
to raise money that combine both debt and equity characteristics is
known as hybrid securities. Hybrid securities pay a predictable (fixed or
floating) rate of return or dividend until a certain data. At that date the
holder has a number of options including converting the securities into
the underlying share. Therefore unlike a share the holder has a known
cash flow and, unlike a fixed interest security, there is an option to convert

to the underlying equity. It is important to note that hybrid security is
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structured differently and while the price of some securities behave more
like fixed interest securities, others behave more like the underlying shares

into which they convert.

The importance hybrid instruments/sources of financing are
preference share capital, convertible debentures, warrants, secured

premium notes, deep discount bonds and options.

Asset Backed Securities

Asset-backed securities, called ABS, are bonds or notes backed by
financial assets. Typically these assets consist of receivables other than
mortgage loans, such as credit card receivables, auto loans, manufactured-
housing contracts and home-equity loans. ABS differs from most other
kinds of bonds in that their creditworthiness derives from sources other

than the paying ability of the originator of the underlying assets.

Financial institutions that originate loans—including banks,
credit card providers, auto finance companies and consumer finance
companies—turn their loans into marketable securities through a process
known as securitization. The loan originators are commonly referred to as
the issuers of ABS, but in fact they are the sponsors, not the direct issuers,

of these securities.

These financial\institutions sell pools of loans to a special-purpose
vehicle (SPV), whose sole function is to buy such assets in order to
securitize them.“The SPV, which is usually a corporation, then sells them
to a trust. The'trust repackages the loans as interest-bearing securities and
actually issues them. The “true sale” of the loans by the sponsor to the SPV
provides “bankruptcy remoteness,” insulating the trust from the sponsor.
The securities, which are sold to investors by the investment banks that
underwrite them, are “credit-enhanced” with one or more forms of extra

protection—whether internal, external or both.
Preference Share Capital
Preference share is a type of security through which a company

obtains funds in exchange for certain type of preferential treatment to

its holders which are not usually accorded to holders of the company’s
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equity shares. Preference share occupies a position (relative to the residual
ownership claims issued by companies) similar to that of a limited partner
in a general preference in the distribution of assets, in the event of
liquidation of the business, and in income, with respect to distribution of

earnings.

Section 85 of the Companies Act, 1956 defines preference shares as

those which have the following two characteristics:

(i) these shares have a preferential right to be paid dividends at a fixed

rate, and

(ii) these shares have preferential right to the return of capital in case
of liquidation. Both these preferences are available to preference
shareholders as against the equity shareholders. As a source of
financing, the preference shares are given preference in income
distribution as well as in distribution of assets in case of liquidation

of the company.

Preference shares on one hand have a prior claim relative to equity
shareholders in the income and in the firm’ assets, but.on'the other hand,
are subordinate to all debts with respect to earningsand assets. Preference
share is a hybrid security, processing some characteristics of debt and

some of equity.

Legally, it is part of a company’s equity base and preference
dividends are not a tax-deductible. expense. Preference share carries a
fixed dividend rate, and this fixed rate plus the preferred’s prior claims to

income and assets, make it-resemble debt.

However, the preference share capital represents an ownership
interest and not a ground for liquidation. This commitment includes
that the preference shareholders have the right to receive dividends in
priority over the equity shareholders. Indeed it is this preference which
distinguishes preference shares from equity shares. A dividend need not
necessarily be paid on either type of shares. However, if the Directors want
to pay equity dividend, then the full dividend due on the preference shares
must be paid. It should be noted, that even if earnings are sufficient to

pay the preference dividend, and even if enough cash is available to make

Notes
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payment, the directors are not obligated to declare the dividend payable.
Nor can the preference shareholders take legal action to obtain their unpaid
dividends. The only commitment made by the company is that preference
dividends will be paid in the amounts agree upon before any dividends are

paid on equity share.

This commitment in itself, however, is generally sufficient to
cause management to treat preference dividends as if they were a legal,
periodic obligation of the company. Theoretically, it is also possible that
the company may pay only preference dividend but no dividend to equity

shareholders.

The position of preference shareholders as the ownership holder
of the company is limited and restricted vis-a-vis the equity shareholders.
Section 87 of the Companies Act, 1956 provides that the preference
shareholders can exercise the right to vote only on resolutions placed before
the company which directly affect the rights attached to preference shares.
However, they can vote on every resolution placed before the company, if

the dividend on preference shares has remained unpaid

(i) in case of cumulative preference share, for an aggregate period of

not less than 2 years, and

(ii) in case of non-cumulative preference share for a period not less
than 2 years (immediately preceding) or not less than 3 years
comprised in_past 5 years. However, as against the equity shares,
which are not to be redeemed during the life time of the company,
the preference shares must be redeemed within a period of 20 years
from the date of issue (Section 80A of the Companies Act, 1956).

Features/Attributes of Preference Share Capital
The main attributes of preference shares capital are discussed below:
Prior Claim on Income/Assets

Preference capital has a prior claim/preference over equity capital

both on the income and assets of the company. In other words, preference

dividend must be paid in full before payment of any dividend on the equity
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capital and in the event of liquidation, the whole of preference capital must
be paid before anything is paid to the equity capital. Thus, preference
capital stands mid way between debentures and equity as regards claim on
income and assets of the company. It is also referred to as a senior security.
Stated in terms of risk perspective, preference capital is less risky than

ordinary shares but more risky than debentures.
Cumulative dividends

Preference capital is cumulative in the sense that all unpaid
dividends are carried forward and payable before any ordinary dividend is

paid.
Redeemability

Preference capital has a limited life/specified/fixed maturity after
which it must be retired. However, there are no serious penalties for breach

of redemption stipulation.

The preference shares have a stated call price which is above the
original issue price and decreases over time. Like the callfeature on bonds,
the call feature on preference shares provides flexibility to the issuer
company. Since the market price of straight preference shares tends to
fluctuate with changes in interest rate, the value of the preference share
call feature is determined by the same,considerations as is the call feature

for bonds. The refund of preferenceshare is illustrated in Example 5.1
Example 5.1

Amrit Manufacturing Company (AMC) is considering refunding
its preference shares. They have a par value of X 100 and a stated dividend
of 12 per cent. The call price is ¥ 104 per share and 5,00,000 shares are
outstanding. The AMC can issue new preference shares at 11 per cent. The
new issue can be sold at par, the total par value being X 5 crore. Flotation
costs would be ¥ 13,60,000. Marginal tax rate is 35 per cent. A 90-day
period of overlap is expected between the time the new preferences share
are issued and the time the existing preference shares are retired. Should

the AMC refund its preference shares.

Notes
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Solution

Analysis of Preference Shares Refund using Capital Budgeting Analysis

Net Cash Outflow

1  Cost of calling old preference shares (5,00,000 X
3 104) %5,20,00,000

2 Netproceeds of new issues (X 5 crore - X 13,60,000) 4,86,40,000

3 Difference (1 - 2) 33,60,000
4  Preference share dividend on old preference shares
during overlap (5,00,000 x X 104 x 3/12) 15,60,000
5 Net cash outlay (3 + 4) 49,20,000
6 Annual net cash outflow on old preference shares:
Preference share dividend 60,00,000
7  Annual net cash outflow on new preference share:
Preference share dividend 55,00,000
8 Differences (6 - 7) 5,00,000
9 Present value (¥ 5,00,000 =~ 0.11) 45,45,454
10 Net benefit (X 45,45,454 - X 49,20,000) 3,74,454

Decision: The preference share issue should not be refunded as the benefit

is negative.

Fixed Dividend

Preference dividend is fixed and is expressed as a percentage of
par value. Yet, it is not a legal obligation and failure to pay will not force

bankruptcy. Preference capital is also called a fixed income security.

Convertibility

Preference share capital may sometimes be convertible partly/fully
into equity shares/debentures at a certain ratio during a specified period.
A variant in India is cumulative convertible preference shares which
combine the cumulative and convertibility features. It has, however, been

a non-starter so far.
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Voting Rights

Preference capital ordinarily does not carry voting rights. It is,

however, entitled to vote on every resolution if

(i) the preference dividend is in arrears for two years in respect of

cumulative preference shares or

(ii) the preference dividend has not been paid for a period of two/

more consecutive preceding years or for an aggregate period of
three/more years in the preceding six years ending with the expiry

of the immediately preceding financial year.

Participation Features

Preference capital may be participating, entitling participation in

surplus profits, if any, that is, profits after payment of preference dividend

and equity dividend at a certain specified rate. Similarly, it may be entitled

to participate in the residual assets after the payment of their normal claim

according to a specific formula in the event of liquidation of the company.

Advantages of Preference Share Capital

Preference share capital as a source of long-term financing has the

following advantages:

1.

The preference shares carrylimited voting right though they are
a part of the capital. Thus, these do not present a major control or

ownership problem:aslong as the dividends are paid to them.

As an instrument of financing, the cost of capital of preference

shares is less than that of equity shares.

In case of the company is able to earn a rate of return more than
cost of capital of preference shares, the financial leverage generated
by the issue of preference shares produces magnified increase in
EPS for the equity shareholders.

The preference shares financing may also provide a hedge against
inflation because of the fixed financial commitment which is

unaffected by the inflation.

Notes
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5. As there is no legal compulsion to pay preference dividend, a
company does not face liquidation or other legal proceedings if it

fails to pay the preference dividends.

Limitations of Preference Share Capital

The following are the limitations of preference share capital:

1. The cost of capital of preference share is higher than cost of debt
as the preference dividend is not tax deductible and also because of

larger investment risk assumed by the preference shareholders.

2. Though there is no compulsion to pay preference dividend, yet
the non-payment may adversely affect the market position of the
company and may reduce the market price of the equity shares and

hence affect the value of the firm.

3. The compulsory redemption of preference shares after 20 years will

entail a substantial cash outflow from the company.

4. If the company is not able to earn a return at least equal to the cost
of preference share capital, then-it may result in decrease in EPS for

the equity shareholders.

Redemption of Preference Share Capital

Asalready stated; a company in India can issue only those preference
shares which are redeemable within a period of 20 years. This results in
repayment of \preference share capital as per terms and conditions of
issue. So long as the preference capital is appearing in the balance sheet, it
represents the capital contribution by the owners of the firm and thereby
provides a buffer or a security to the creditors of the company. However,
whenever these shares are redeemed and the funds of the company are used
to repay the preference share capital, the security available to the creditors
stands reduced by the amount of repayment. This may be a cause of worry
to the creditors who might have extended credit to the company on the
basis of ‘owners contribution’ So, in order to protect the interest of the
creditors and to preserve the security available to them, section 80 of the
Companies Act, 1956 provides the following conditions for redemption of

preference shares:
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Such shares must be fully paid up.

Such shares can be redeemed out of profits which would otherwise
be available for dividends or out of the proceeds of a fresh issue of

shares made for the purpose of redemption.

Any premium payable on redemption of such shares shall be
provided from out of the profits or out of the company’s share

premium account.

Where the shares are redeemed out of distributable profits, the
face value of the shares redeemed must be transferred to the capital
redemption reserve account, out the profits otherwise available for

distribution as dividend (i.e., distributable profits).

The amount credited to capital redemption reserve account may
be utilized by the company by way of issue of fully paid bonus

shares only.

A perusal of the above conditions explains that the crux of these

conditions is that the preference share capital which is being redeemed

must be replaced by capital only either

()
(ii)

Directly by the issue of fresh capital, or

Indirectly by converting the profits-into share capital. This will
help preserving the security available to the creditors. However, it
may be noted that the conditions laid down in section 80 do not
ensure the cash availability to the firm for repayment. The firm, in
addition to fulfilling the:above conditions must also have sufficient
liquidity to repay:-the preference share capital. The financial
manager has to take care of this aspect also. In case the firm has
accumulated profits as well as sufficient liquidity, then the firm
faces no problem in redeeming the preference share capital. If not,
the only way is to issue fresh capital (equity of preference) and out
of the proceeds of such fresh issue, the existing preference capital
may be redeemed. However, the issue of fresh capital, no doubt, is

subject to the conditions prevailing in the capital market.

Thus, the issue of preference share, from the point of view of

composition of capital structure has the important advantage of avoiding

the obligation to make fixed interest payments while, tat the same time,

Notes
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realizing the benefits obtainable from the use of financial leverage.
Preference share capital financing also permits the company to avoid
sharing control through participation in voting. The company need not
pay dividends on preference shares if it so chooses, so long as it fails to pay
equity dividend. Therefore, the existence of preference shares capital does

not increase the financial risk of the firm.

The limited claim on corporate earnings possessed by preference
shareholders provides the equity shareholders with an opportunity to
gain (or loss) from the use of financial leverage in the corporate capital
structure. From the point of view of a bondholder, however, preference
share is part of the equity cushion protecting him from loss. From the
financial administrator’s point of view, finally, preference share is both
debt and equity; he must analyze his firm’s situation from both points of
view in order to mix its long-term fund sources into an appropriate capital

structure from the firm.
In brief, preference capital

(i) Involves high cost;

(ii) Does not dilute control,

(iii) Has negligible risk and

(iv) Puts no restraint on-managerial freedom. The shareholders receive

modest returns-and are vulnerable to arbitrary managerial actions.

It is not a popular source of long-term finance in India.
Convertible Debentures

Convertible debentures in India, for practical purposes, are of
relatively recent origin. Yet during this short period the features of these
debentures have undergone significant changes. In the early eighties
when they became prominent for the first time they were typically
compulsorily convertible (partially or fully) at a stated conversion price
on a predetermined date. The terms of such debentures were fixed by the
Controller of Capital Issues. Towards the end of eighties, more particularly
in 1989, a strange aberration occurred. In that year several convertible

debenture issues were made which had the following features:
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(i) they were compulsorily convertible (fully or partially) in one or

more stages,

(ii) the conversion price was left open to be determined later by the

Controller of Capital Issues, and

(iii) the issuer was given some latitude for determining the timing of

conversion.

All the details about conversion terms, namely, conversion ratio,
conversion premium/price and conversion timing are specified in the
offer document/prospectus. The companies can issue fully convertible
debentures (FCDs) or partly convertible debentures (PCDs). The number
of ordinary shares for each convertible debenture is the conversion ratio.
The conversion price is the price paid for the ordinary share at the time
of conversion. Thus, conversion ratio equals par value of convertible
debentures divided by the conversion price. The conversion time refers
to the period from the date of allotment of convertible debentures after
which the option to convert can be exercised. If the conversion is to take
place between 18-36 months, the holder will have the option to exercise
his rights in full or part. A conversion period exceeding 36 months is not
permitted without put and call options. The call options give the issuer
the right to redeem the debentures/bonds prematurely on stated terms.
The investor has the right to prematurely sell them back to the issuer on
specified terms. In addition, compulsory credit rating is necessary for fully

convertible debentures.

With the repeal of the Capital Issues Control Act and the enactment
of SEBI Act in 1992, the rules of the game applicable to convertible
debentures have changed. As:per SEBI guidelines, the provisions applicable
to fully convertible debentures (FCDs) and partially convertible debentures
(PCDs) are as follows:

» The conversion premium and the conversion timing shall be

determined and stated in the prospectus.

> Any conversion, partial or full, will be optional at the hands of the
debenture holder, if the conversion takes place at or after 18 months

but before 36 months from the date of allotment

» A conversion period of more than 36 months will not be permitted

unless conversion is made optional with ‘put’ and ‘call’ options.
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» Compulsory credit rating will be required if the conversion period

of fully convertible debentures exceeds 18 months.

» From the SEBI guidelines it is clear that convertible debentures in

India presently can be of three types:

(a) Compulsorily convertible debentures which provide for

conversion within 18 months

(b) Optionally convertible debentures which provide for conversion

within 36 months.

(c) Debentures which provide for conversion after 36 months but

which carry ‘call’ and ‘put’ features.
Valuation of Convertible Debentures

Internationally, convertible debentures are convertible into equity
shares at the option of the debenture holders. In India, in addition to
such debentures, companies also issue debentures which are compulsorily
convertible (partly or wholly) into equity shares. For example, in June 1989,
Tata Iron and Steel Company (TISCO) offered 3 lakh partly convertible
debentures of ¥ 1200 each at par. The principal terms of these partly

convertible debentures were as follows:

(i) Compulsory conversion of X 600 par value into an equity share of
% 100 at a premium 0f X 500 on February 1, 1990,

(ii) Interest rate ofd2 per cent per annum payable half yearly

(iii) Redemption of the non-convertible portion at the end of 8 years.
Compulsory Partly/Fully Convertible Debentures

What is the value of a partly convertible debenture like the one
issued by TISCO? The holder of such a debenture receives

(i) Interest at a certain rate over the life of the debenture,
(ii) Equity share/s on part conversion,
(iii) Principal repayment relating to the unconverted amount. Hence

the value of such a debenture may be expressed as follows:

I P4 F.

V:% L+ + X S
O Zilvr b (e f j:mi1+kdif
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where, V, = Value of the convertible debenture at the time of issue

I, = Interest receivable at the end of period, t

n = Term of debentures

a = Equity shares on part conversion at the end of period, i

P, = Expected pre-equity share price at the end of period, i

F. = Instalment of principal payment at the end of period, j

k, = Required rate of return on debt

k = Required rate of return on equity

Example 5.2

The Tata Iron and Steel Ltd (TISCO) had offered in June 1989, % 30
lakh partly convertible debentures of X 1,200 each at par. The conversion

terms were:

(i) Compulsory conversion of ¥ 600 par value into an equity share
of ¥ 100 at a premium of ¥ 500 within six months of the date of
allotment, that is, on February 1, 1990.

(ii) 12 per cent per annum interest payable half-yearly

(iii) Redemption of non-convertible portion of the debentures at the

end of 8 years.

It had also simultaneously issued 32,54, 167, 12 per cent FCDs
of X 600 each at par on rights basis to‘the existing shareholders. Each
debenture was fully convertible into ene share of X 600, that is, ¥ 100 par
plus a premium of X 500 within six months from the date of allotment of

debentures.

Assuming 8 and 10 per cent as the half-yearly required rate of return
on debt and equity respectively, find the value of a TISCO convertible

debenture at the time of issue.

Solution

Value of the PCD =

E_ﬂ [ J |:1x?1,200:| [?J
+Z + +
1.0 =21 (1.08)" (1.10)! (1.08)¢

= Rs352.03 + Rs 1,090.91 + Rs 175.20 = Rs 1,618.14
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Cost: The cost of partly convertible debenture (k) is given as

o F

Pib ;
S, = a . :

(1+kc) k)

S, = net subscription price of debentures at the time of issue
I = interest payable at the end of period, t
T = taxrate

a= number of equity shares offered on the occurrence of
conversion at the end of period, i

P = per equity share price at the end of period i

b = proportion of net realizable proportion of Pi on the equity
share issues to the public

F = principal repayment instalment at the end of period, j

k = cost of capital/discount rate

For the TISCO convertible issue as detailed in Example 2, assuming
further issue expenses, Rs 80, 35 per cent tax rate and 75 per cent as the net
realizable proportion of equity shares issued to public, the cost of capital
(convertible debenture) on a semi-annual basis is the discount rate by

solving the following equation:

72(1-0.35) i36(1—0.35) 1x1,200x0.75 600

1,120 =
(k) & (vk)y | (+k)  (1+k)

Optionally Convertible Debentures
The value of a debenture depends upon three factors:

(i) Straight debenture value,
(ii) Conversion value

(iii) Option value.

Straight debenture value (SDV) equals the discounted value of the
receivable interest and principal repayment, if retained as a straight debt
instrument. The discount factor would depend upon the credit rating of the

debenture.
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n I P
+
Symbolically SDV - ; (1+k,) (k)"
S 12 100
= ;(1.16)’ +(1.16)8
Where,

Maturity period = 8 years, discount factor = 0.16, interest = 0.12
payable annually and face value of debenture =X 100.

Conversion value (CV): if the holders opt for conversion, is equal
to the share price multiplied by the conversion ratio, that is, the number of

equity share offered for each debenture.

If the price of share is, ¥ 50 and one debenture is convertible into 5
shares (conversion ratio = 5), the CV =% 250 (X 50 x 5).

The value of a convertible debenture cannot be less than the SDV
and CV which, in a sense, represent its two floor values. In other words,
the value of convertible debenture would be the higher of the SDV and CV.

Option value (OV): The investors have an_option, that is, they
may not exercise the right/exercise the right at-a time of their choosing
and select the most profitable alternative. Thus, the option has value in
the sense that the value of debenture will-be higher than the floor values.
Therefore, the value of the convertible'debentures = Max [SDV, CV] + OV.

Evaluation of Convertible Debentures

Convertible debentures have emerged as fairly popular instruments
of long-term finance in India in recent years. In the first place, they
improve cash flow matching of firms. With the invariably lower initial
interest burden, a growing/expanding firm would be in a better position
to service the debt/debenture. Subsequently, when it would do well, it can

afford the servicing of the financing instrument after conversion.

Secondly, they generate financial synergy. The assessment of risk
characteristics of a new firm is costly and difficult. Convertible debentures

provide a measure of protection against error of risk assessment. They
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have two components: straight debentures and call option. In case the firm
turns out risky, the former will have a low value while the latter will have a
high value and vice versa if the firm turns out to be relatively risk free. As a
result, the required yield will not be very sensitive to default risk. In other
words, firms with widely varying risks can issue convertible debentures
on similar terms whereas the cost for straight debentures would be
substantially different. Thus, convertible debentures offer a combination/
financial synergy/risk synergy to companies to obtain capital on more

favourable terms.

Finally, convertible debentures can mitigate agency problems
associated with financing arising out of conflicting demand of equity-
holders and debenture-holders/lenders. The focus of the latter is on
minimizing default risk whereas the former would like the firm to
undertake high risk projects. This conflict can be resolved by the issue of
convertible debentures. The debenture-holders would not impose highly
restrictive covenants to protect the interest and firms can undertake

profitable investment opportunities.

Warrants

A warrant is an option to,purchase a specified number of shares at
a specified price during or at the-expiry of a specified period. So, a warrant
gives the holder the right topurchase from the company a fixed number of
shares in future at a pre-determined price. The holder of the warrant may
be allowed to transfer or sell his right in the secondary market or to keep

the right as an investment.

The holder of a warrant can choose whether or not to exercise the
option. If it is exercised, then the investor becomes a shareholder in the
normal way if it is not, then the warrant lapses. The investor who chooses
to exercise the warrant sends the required amount of cash and warrants
to the issuing company at an appropriate time. In return, the company
issues shares. Although, warrants are not a major source of funds, their

characteristics may help the company to attain the desired capital structure.

Warrants are generally issued with other securities (a bond or a
preference share) in a package. Warrants may be attached to a debt issue

to work as a sweetener and to add to the marketability of the issue. For
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companies that are marginal credit risks, the use of warrants may induce
investors to purchase a debt issue that would otherwise be difficult
or impossible to sell. During period of monetary restraint, even some
financially sound companies may decide to use warrants to make their debt
issue more attractive to investors. If a firm is a financially risky proposition,
warrants may enable it to obtain debt or preference share capital financing.
In case of a new firm, warrants may provide an opportunity to the debt
holder or preference shareholders to share in the future success of the
firm. As the initial capital is generally considered risky, it suppliers expect
an opportunity to share in the rewards they hope will result from the use

of the funds they supply.

The warrants, which generally originate by being attached to a new
issue of debt securities, may be permanently attached to issue or may be
detachable. A non-detachable warrant cannot be sold separately from the
bond but can only be detached when the bondholder exercises his option
and purchases shares. Detachable warrants may be sold separately from the
bond consequently; the bondholder does not have to exercise his option in
order to obtain value from the warrant. He may, if he wishes, simply sell

the warrant in the market.
Warrants and Convertible Securities

A warrant is different from convertible securities (convertible
debentures as well as convertible preference shares). A convertible security
requires surrender of the security in-exchange for the equity shares. A
warrant, on the other hand, requires a surrender of the warrant plus the
payment of additional cash, called the option price or the exercise price,
in order to obtain the equity shares. Warrants are issued by a company to
investors who may exercise them to buy the shares or may re-sell them to

other investors.

A convertible security issue gives the holder the right to receive
equity shares through the exchange of the convertible for the equity shares;
the warrant entitles the security holder to purchase equity share at a
specified price. Both securities provide the purchaser with the opportunity
for a speculative gain if the company is successful and the market price of
the equity share increases. However, despite the similarities between these

two methods of raising new equity capital, they are not perfect substitutes

Notes
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for one another. It is, therefore, important for the financial administrator
to know when it is preferable to issue debt plus warrants and when a

convertible issue is the better course of action.

If the warrant is converted then the capital structure is shifted to
a relatively lower leverage position because new equity capital is issued
without any change in debts. If convertible securities are converted then
the reduction in leverage would be more pronounced because new equity

share would be issued with a reduction in debt.

Therefore, the warrant conversion reduces the leverage but not as
much as the convertible securities reduce. Another effect of the warrant
conversion is the dilution of earnings and control because a number of new
equity shares would be issued, hence affecting the controlling position of

the existing shareholders.

So, the warrants and convertible securities differ both from the
point of view of flow of capital funds as well as effect on the EPS. In case of
conversion of convertible securities, new equity share is issued, but there
is no infusion of new capital into the company. That occurred when the

convertible issue was sold initially.

All that takes place when-the securities are converted is an exchange
of one security (the bond).for another (the equity share) a conversion
of debt into equity. However, when warrants are exercised, the bonds
with which they were issued when warrant holders exercise their option
represent an inflow of new capital to the firm. These new funds can then be
used to purchase additional assets, to retire debt, or for any other purpose

aimed atiincreasing the firm’s earnings.
Warrants and Share Right

A warrant is like a share right, but not exactly alike. The share right
is issued to the existing shareholders free of cost, with generally, an option
to exercise the right themselves or to sell it to other investors. In both the
share right and the warrant conversion, the holder has to pay a price for
getting new shares from the company and hence there is flow of capital
from the investors to the company. From the point of view of the company,

the warrant and the share right can be differentiated as follows:
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The purpose of the warrant may be to make a debt issue or
a preference capital issue attractive, whereas the right has an
objective of raising fresh funds as well as to maintain the pro-rata
share holding of the existing shareholders. The warrant has no

such feature of maintaining ownership position.

The share right is generally exercised in a short period of one
month or so, whereas warrants are generally convertible after a
year or so. Although both right and warrants result in flow of

capital fund but warrants provide deferred equity financing.

The right shares are generally issued at a price lower than the
prevailing market price to induce the existing shareholders to
apply for the right shares, whereas the conversion price of the
warrants may be kept slightly higher than the current prevailing
market price in order to accommodate the expected increase in

market price in future.

Thus, a warrant has some unique features which are different from

that of a right or a convertible security. The unique features of warrants

can be summarized as follows:

()

(ii)

(iii)

(iv)

(v)

(vi)

Warrants are issued by attaching them to other.securities. When
issued in this fashion, warrants work as sweetener as they make

the issue more attractive.

Warrants can be detached from-the-original security and can be

traded as a separate instrument.

The number of equity shares that can be purchased is fixed and is

stated on the face of the warrant instruments.

The exercise price:for which the shares can be purchased in future

is also fixed.

Warrants issue generally have a specified period over which they

can be exercised and become useless thereafter.

Warrants carry no voting rights and are not entitled to receive
dividend or interest payment. A warrant is only an option
to purchase shares, the warrant holder is not entitled to any
dividends paid on the equity shares nor does he has any voting
power. However, if bonus shares are declared, the option price of

the warrant may be adjusted to account for the change.

Notes
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Valuations of Warrants

Just like other securities, warrants also have a value. An important
consequence of unique characteristics of warrant is that these have a
theoretical value in addition to its resale market value. The theoretical
value of a warrant equals the difference between the market price of the
equity shares purchased through warrants and the total option price paid
for these shares to the company. The theoretical value, also called the

minimum value, can be expressed as follows:

TV. =(MP-OP)xN
Where, TV = Theoretical value of a warrant
MP = Market price of underlying equity shares

N = Number of equity shares that can be purchased with

one warrant

OP = Option or exercise price of the equity shares.

In case, a warrant entitles to purchase only one equity share, then the

TV, = (MP - OP)

Thus, the theoretical value may be defined as a discount allowed
on equity shares to the warrant holder. If an investor buys warrants for
their theoretical value.and exercise them, they end up paying the same
price for the equity shares as they would if they were to buys these shares
in the market. However, if the market price of the equity shares is equal to
or below the-option price, then the theoretical value of a warrant would

simply be'zero as warrants will never have a negative value.

When the market price of equity shares fall below the offer price,
the theoretical value is negative as per the above equation. However, the
theoretical value of the warrant identifies a price below which the warrant
is not likely to sell, the theoretical value is said to be zero whenever the

market price of the equity shares is equal to or less than the offer price.

The warrant has a market value also and is generally higher then
the theoretical value of the warrant. The theoretical value represents the

minimum value of the warrant and will be equal to the market value only
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on the last day on which the warrant can be converted into equity shares.
Prior to this date, the actual market value will be higher than the theoretical

value, and the reason for this is obvious.

If the right to convert the warrant can be exercised at any time
during a given period then the investor has the option of holding the
warrant instead of purchasing shares. Holding the warrant is equivalent
to holding the equity shares, except that the investment in warrant is less
and the warrant holder does not have the right of dividend and voting.
It follows that an investor might prefer to purchase a warrant and not
immediately exercising it. This option of not exercising the warrant, in
addition to the opportunity of exercising it immediately and acquiring the
equity shares, has a value. This value is reflected in the market price of
a warrant, and consequently the warrant’s market price may exceed the

theoretical value.

It may be observed that the advantage of a warrant over equity
share is that the maximum possible loss is less than if the share itself is
held (as the warrant is cheaper). If the equity share achieves a higher price,
this advantage of holding a warrant rather than holding the equity shares
becomes less important. For example, the current market price (MP) of
the equity share is ¥ 100 and a warrant entitles to purchase two shares at a

price of X 40 per share. The theoretical value can‘be ascertained as follows:

TV, = (MP <'QP) x N
= (100 < 40) x 2
= Z'120.

So, the theoreticalvalue of the warrant is I 120. If an investor buys
a warrant for I 120, his loss is restricted to I 120 only, whereas if he
chooses to buy two shares today at market price of ¥ 100 each, the his loss
may go even up to I 200. If the price of the share falls sharply, then the
shareholder may suffer full loss. However, the warrant holder can suffer a
loss equal to the value of the warrant only, although his potential for price
gain is same as that of the equity shareholder. This protection against the
loss is maximum when the share price is close is to exercise price of the

warrant. The market value of a warrant has been presented in Figure.

Notes
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It may be noticed that the market value of a warrant is close to the

theoretical value at very high share price. The greatest difference arises

when the market price equals the exercise price. In the above case, if the

market price falls from X 100 to X 90, then the two shares will fall in value
to ¥ 180 and the value of the warrant will also decline from ¥ 120 to X 100
[i.e., TV, = (90 - 40)2]. The loss on the warrant i.e., ¥ 20 is equal to the

loss on two share and there is no advantage of holding/purchasing of the

warrant. Therefore, the market value of a warrant will approximate the

theoretical value if the market price-a share is very high. The market value

of a warrant depends upon many factors such as:

(i)

(ii)

(iii)

(iv)

Share price: A higher share price will increase the value of a warrant

as shown-in Figure.

Offer price: A higher offer price will mean a lower value for the
warrant as the warrant holder must pay more for the shares

purchased.

Underlying risk: The total risk of the volatility of the share price
also affects the market value of the warrant. Figure shows that
a warrant may have a value even when the share price is below
the offer price; and it may happen if there is a possibility that the
market price will rise above the offer price before the expiry of the

conversion period.

Time to expiry: The longer the time to expiry, the higher would be

the value of the warrant.
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The dividend condition that the warrant holders are not entitled to
any divided before exercising the right also affects the market value of the

warrant. This dividend, however, is payable to the equity shareholders.

The behaviour of the market value line in Figure may be summa-
rized as follows: First, the market value of a warrant tends to stay at or
above its theoretical value. Second, the market value will remain positive
even when the theoretical value is zero because a positive price is required
to induce trading. Third, the warrant premium reaches its highest level at
about the exercise price of the underlying equity shares because the lever-
age effects and possibility of subsequent increase in market price of the

equity share.

The difference between the market value and the theoretical value,
which is also known as warrant premium, has been shown as shaded area
in Figure. It may be observed that the warrant premium is highest when
the share price is at or close to the offer price and that the warrant premium
decreases as the share price moves away, in any direction, from the offer

price.
Secured Premium Notes (SPN)

Secured Premium Note is a tradable.instrument with detachable
warrant against which the holder gets equity.share (s) after a fixed period

of time. The SPN have feature of medium-to long-term notes.

During August 1992, TISCO Ltd. issued a special debt instrument
called the SPN, having a face value of X 300. No interest was payable on
this and it was to be redeemed in four equal installments of ¥ 150 each
(totaling ¥ 600) at the end of 4" year to 7™ year. Out of each repayment of
% 150, X 75 was to be considered as repayment of the principal and X 75

was to be considered as capital gain.

There was a warrant attached with the SPN, which entitled every
SPN holder to get one equity share from the company at a price of X 100.
The rate of return on the SPN was not stated explicitly, however, may be

ascertained from the point of view of SPN holders as follows:

Notes
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If Warrant Option is not Exercised

In this case, the outflow of X 300 today will result in inflows of X
150 each at the end of 4™, 5™, 6" and 7™ year. The rate of return is the value

of T’ in the following equation:

1300 = 150 N 150 N 150 N 150

(I+r) Q+r) (+r) (@Q+r)

By trial and error procedure, the value of r} in the above equation comes

to 13.7% (approx.).
If Warrant Option is Exercised

In case, the SPN holder exercises his option at the end of 1% year
from the date of allotment and the market price of the share at that time
is ¥ 175, then the SPN holder will be able to make a capital gain of ¥ 75
(i.e., T 175-100). The rate of return, in this case, is the value of r’ in the

following equation:

75 150 150 150 N 150

(+r) () ary (+rf Qtr)

-300 =

By trial and error procedure, the value of 1, in the above equation
comes to 19.5% (approx.). [t may be noted that the full capital gain of X 75
has been considered tofind out the rate of return of the investor. However,
if this capital gain is subject to tax, then the rate of return to the SPN
holder will be less than 19.5%.

From' the point of view of TISCO Ltd., the issue of SPN was
a profitable proposition as no cash outflow was involved for the first 3
years (neither in the form of interest nor in the form of repayment) and
a substantial inflow was expected at the end of 1* year in the form of

subscription to equity shares on the warrant conversion.
Deep Discount Bonds (DDB)
A Deep Discount Bond is also a type of a zero interest bond. But

it is not convertible. It has got a face value but the issue price of the Deep

Discount Bond is a discounted value. The Deep Discount Bond is redeemed
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at the expiry of a specified period at the face value. The return to the
Deep Discount Bond holders is available in the form of difference between
the issue price and the realizable maturity value. There is no coupon rate
and no interest is payable during the life of the Deep Discount Bond. The
Industrial Development Bank of India issued in 1992, Deep Discount
Bond of the face of X 1,00,000 redeemable in 25 years. The issue price was
however, X 2,700 and the investor were given option to get redemption at
the end of 5™, 10", 15" and 20™ year at different values. If an investor holds
the Deep Discount Bond for full 25 years, then the rate of return comes
to about 15.5%. Since then SIDBI, ICICI and IFCI have also issued Deep

Discount Bond of different denominations and maturities.
There are three main advantages of deep discount bonds to the investor:

1. In some countries there may be some tax advantage in receiving a

capital gain rather than an income gain.

2. Secondly, a deep discount bond is a leveraged instrument, because
the bonds are sold at a discount a relatively small up-front payment

gives the investor exposure to a larger nominal amount.

3. Thirdly, there is no or significantly reduced reinvestment risk for the
investor i.e. the possibility that market interest rates may fall in the
future; the bond has a longer duration than a bond of comparable

maturity which pays fixed or floating interest.

k4%

Notes
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Lesson 5.2 - Financing Strategy - Option Financing and Others

Learning Objectives
After reading this lesson, you should be able to

» Explain an option and its role in fund raising activities of a firm.

» Understand the concept of commercial paper
Options

An option is a contract that gives the holder the right, but not the
obligation, to buy or sell an underlying asset at a pre-specified price for
a specified time period. An American option gives the option holder the
right to buy or sell the underlying asset at any time before and on the
expiration date of the option. A European option (e.g., options on the S&P
500 Index) gives the option holder the right to buy or sell the underlying
option only on the expiration date. Most options traded on exchanges in
the United States and abroad are’ American options. Options are classified

as either call options or put options.

Types of Options

Options may fall under any one of the following categories:
Call Options

A call option gives the purchaser (or buyer) the right to buy an
underlying security (e.g., a stock) at a pre-specified price called the exercise
or strike price (X). In return, the buyer of the call option must pay the writer
(or seller) an up-front fee known as a call premium (C). This premium is
an immediate negative cash flow for the buyer of the call option. However,
he or she potentially stands to make a profit should the underlying stock’s
price be greater than the exercise price (by an amount exceeding the

premium) when the option expires. If the price of the underlying stock
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is greater than X (the option is referred to as “in the money”), the buyer
can exercise the option, buying the stock at X and selling it immediately
in the stock market at the current market price, greater than X. If the price
of the underlying stock is less than X when the option expires (the option
is referred to as ‘in the money’), the buyer can exercise the option, buying
the stock at X and selling it immediately in the stock market at the current

market price, greater than X.

If the price of the underlying stock is less than X when the option
expires (the option is referred to as ‘out of the money’), the buyer of the
call would not exercise the option (i.e., buy the stock at X when its market
value is less than X). In this case, the option expires unexercised. The same
is true when the underlying stock price is equal to X when the option
expires (the option is referred to as ‘at the money’). The call buyer incurs

a cost C (the call premium) for the option, and no other cash flows result.

. Payoff Function

Stock Price
at Expiration

il

Cal P'remiur.n.:'é

Payoff
Loss

Payoff function for the buyer of a call option on a stock

Buying a call option: The profit or loss from buying a call option
is illustrated in the above Figure and it shows, if, as the option expires, the
price of the stock underlying the option is S, the buyer makes a profit of [],
which is the difference between the stock’s price (S) and the exercise price
of the option (X) minus the call premium paid to the writer of the option
(C). If the underlying stock’s price is A as the option expires, the buyer of
the call has just broken even because the net proceeds from exercising the

call (A - X) just equals the premium payment for the call (C).

Notes
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Notes

Notice two important things about call options in Figure:

1. As the underlying stock’s price rises, the call option buyer has a
large profit potential. The higher the underlying stock’s price at

expiration, the larger the profit on the exercise of the option.

2. As the underlying stock’s price falls, the call option buyer has a
higher potential for losses, but they are limited to the call option
premium. If the underlying stock’s price at expiration is below the
exercise price, X, the call buyer is not obligated to exercise the
option. Thus, the buyer’s losses are limited to the amount of the up-

front premium payment (C) made to purchase the call option.

Thus, buying a call option is an appropriate position when the

underlying asset’s price is expected to rise.

Writing a call option: The writer of a call option sells the option to
the buyer (or is said to take a short position in the option). In writing a call
option on a stock, the writer or seller receives an up-front fee or premium
(C) and must stand ready to sell the underlying stock to the purchaser
of the option at the exercise price, X. Note the payoff from writing a call

option on a stock in Figure.

Payoff
Gain

Call Premium = C

Stock Price
at Expiration

Payoff ‘ Payoff Function
Loss ’

Payoff function for the writer of a call option on a stock

Notice two important things about this payoff function:

1. As the underlying stock’s price falls, the potential for a call

option writer to receive a positive payoff (or profit) increases. If

www.FirstRankerZ®m



» FirstRanker.com

Firstranker's choice

www.FirstRanker.com www.FirstRanker.com

the underlying stock’s price is less than the exercise price (X) at
expiration, the call option buyer will not exercise the option. The
call option writer’s profit has a maximum profit equal to the call

premium (C) charged up front to the buyer of the option.

2. As the underlying stock’s price rises, the call option writer has
unlimited loss potential. If the underlying stock’s price is greater
than the exercise price (X) at expiration, the call option buyer will
exercise the option, forcing the option writer to buy the underlying
stock at its high market price and then sell it to the call option
buyer at the lower exercise price. Since stock prices are theoretically
unbounded in the upward direction, these losses could be very

large.

Thus, writing a call option is an appropriate position when the
underlying asset’s price is expected to fall. Caution is warranted, however,
because profits are limited but losses are potentially unlimited. A rise in
the underlying stock’s price to S results in the writer of the option losing in

the above Figure.

Put Options

A put option gives the option buyer the right to sell an underlying
security (e.g., a stock) at a pre-specified price to the writer of the put option.
In return, the buyer of the put option must pay the writer (or seller) the
put premium (P). If the underlying stock’s price is less than the exercise
price (X) when the option expires. (the put option is ‘in the money’), the
buyer will buy the underlying stock in the stock market at less than X and

immediately sell it at X by exercising the put option.

If the price of the underlying stock is greater than X when the option
expires (the put option is ‘out of the money’), the buyer of the put option
never exercises the option (i.e., selling the stock at X when its market value
is more than X). In this case, the option expires unexercised. This is also
true if the price of the underlying stock is equal to X when the option
expires (the put option is trading ‘at the money’). The put option buyer

incurs a cost P for the option, and no other cash flows result.

Notes
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Buying a Put Option

In a put option on a stock, the buyer has the right (but not the

obligation) to sell the underlying stock to the writer of the option at an

agreed exercise price. In return for this option, the buyer of the put option

pays a premium (P) to the option writer. The potential payoffs to the buyer

of the put option are shown in Figure.

Payoﬁ :
. Gain

p}

_ ...0

Stock Price
. : at Expiration
Put Premium = |
emium =P | Payoff Function
Payoff
Loss

Payoff function for the buyer of a put option on a stock

Note the following

1.

The lower the price-of.the underlying stock at the expiration of the
option, the higher.the profit to the put option buyer upon exercise.
For example,‘ifistock prices fall to D in Figure, the buyer of the put
option can purchase the underlying stock in the stock market at
that price and put it (sell it) back to the writer of the put option at
the higher exercise price X. As a result, after deducting the cost of

the put premium, P, the buyer makes a profit in the above figure.

As the underlying stock’s price rises, the probability that the buyer
of a put option has a negative payoff increases. If the underlying
stock’s price is greater than the exercise price (X) at expiration, the
put option buyer will not exercise the option. As a result, his or her
maximum loss is limited to the size of the up-front put premium

(P) paid to the put option writer.

Thus, buying a put option is an appropriate position when the price

on the underlying asset is expected to fall.
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Writing a Put Option

The writer or seller of a put option receives a fee or premium (P) in

return for standing ready to buy the underlying stock at the exercise price

(X) should the buyer of the put choose to exercise the option at expiration.

See the payoff function for writing a put option on a stock in the following

Figure.

Put Premium = P

Payoff
 Gain

 Payoff Function

Stock Price
~ atExpiration
Payoff
Loss

Payoff function for the writer of a put option on a stock

Note the following

1.

When the underlying stock’s price rises, the put option writer has
an enhanced probability of makinga profit. If the underlying stock’s
price is greater than the exercise price (X) at expiration, the put
option buyer will not exercise the option. The put option writer’s

maximum profit, however, is constrained to equal the put premium

(P).

When the underlying stock’s price falls, the writer of the put option
is exposed to potentially large losses. If the price of the underlying
stock is below the exercise price (e.g., D in Figure), the put option
buyer will exercise the option, forcing the option writer to buy the
underlying stock from the option buyer at the exercise price (X)
when it is worth only D in the stock market. The lower the stock’s
price at expiration relative to the exercise price, the greater the

losses to the option writer.

Notes
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Thus, writing a put option is an appropriate position if the price on
the underlying asset is expected to rise. However, profits are limited and

losses are potentially large.

Notice from the above discussion that an option holder has three
ways to liquidate his or her position. First, if conditions are never profitable
for an exercise (the option remains ‘out of the money’), the option holder
can let the option expire unexercised. Second, if conditions are right for
exercise (the option is ‘in the money’) the holder can take the opposite side
of the transaction: thus, an option buyer can sell options on the underlying

asset with the same exercise price and the same expiration date.

Third, if conditions are right for exercise, the option holder can
exercise the option, enforcing the terms of the option. For an American
option, this exercise can theoretically occur any time before the option
expires, while for a European option this exercise can occur only as the

option expires, i.e., on its maturity.
Features of Option Contract
Highly Flexible

On one hand, option contracts are highly standardized and so
they can be traded only in.organized exchanges. Such option instruments
cannot be made flexibleaccording to the requirements of the writer as well
as the user. On the other hand, there are also privately arranged options
which can be traded ‘over the counter’ These instruments can be made
according to the requirements of the writer and user. Thus, it combines the

features of ‘futures” as well as ‘forward’ contracts.
Down Payment

The option holder must pay a certain amount called ‘premium’ for
holding the right of exercising the option. This is considered to be the
consideration for the contract. If the option holder does not exercise his
option, he has to forego this premium. Otherwise, this premium will be
deducted from the total payoff in calculating the net payoff due to the
option holder.
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Settlement

No money or commodity or share is exchanged when the contract
is written. Generally this option contract terminates either at the time of
exercising the option by the option holder or maturity whichever is earlier.
So, settlement is made only when the option holder exercises his option.
Suppose the option is not exercised till maturity, then the agreement

automatically lapses and no settlement is required.

Non-Linearity

Unlike futures and forward, an option contract does not possess
the property of linearity. It means that the option holder’s profit, when the
value of the underlying asset moves in one direction is not equal to his
loss when its value moves in then opposite direction by the same amount.
In short, profits and losses are not symmetrical under an option contract.

This can be illustrated by means of an illustration:

Mr. X purchases a two month call option on rupee at ¥ 100 =X
3.35 Suppose, the rupee appreciates within two months by 0.05 X per
one hundred rupees, then the market price would be:¥ 100 = 3.40 X. If
the option holder Mr. X exercises his option, he can’purchase at the rate
mentioned in the option i.e., ¥ 100 = 3.35 X He géts a payoff at the rate of

0.05 X per every one hundred rupees.

On the other hand, if the éxchange rate moves in the opposite
direction by the same amount and reaches a level of ¥ 100 = 3.30 X. The
option holder will not exercise-his option. Then, his loss will be zero. Thus,

in an option contract, the gain is not equal to the loss.

No obligation to Buy or Sell

In all option contracts, the option holder has a right to buy or
sell an underlying asset. He can exercise this right at any time during the
currency of the contract. But, in no case, he is under an obligation to buy

or sell. If he does not buy or sell, the contract will be simply lapsed.

Notes
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Option Values

The model most commonly used by a practitioners and traders to
price and value options is the Black-Scholes pricing model. The Black-

Scholes model examines five factors that affect the price of an option:

1. The spot price of the underlying asset
The exercise price on the option
The option’s exercise date

Price volatility of the underlying asset

A

The risk free rate of interest

The profit and loss from exercising an option is a function of
the spot price of the option’s underlying asset and the exercise price on
the option. The difference between the underlying asset’s spot price and
an option’s exercise price is called the option’s intrinsic value. For a call

option, the intrinsic value is:

Stock price - exercise price If Stock price > Exercise price (option is

in the money)

Zero If Stock price < Exercise price (option is

out of the money)

For a put option, the intrin-

sic value is:

Exercise price — Stock price If Stock price < Exercise price (option is

in the money)

Zero If Stock price > Exercise price (option is

out of the money)

At expiration, an option’s value is equal to its intrinsic value.

Figure illustrates the time value effect for a call option. For example,
suppose you have a call option on a stock with an exercise price of ¥ 50
and expiration in three months. The underlying stock’s price is currently
% 60. The intrinsic value of the option is ¥ 10 (X 60 - X 50). The option
is currently selling on the Chicago Board of Trade for ¥ 12.50. Thus, the

value of the call option is greater than its intrinsic value by X 2.50. The
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difference between an option’s price (or premium) and its intrinsic value is
called its time value. If you exercise the option today (prior to expiration),
you receive the intrinsic value but give up the time value (which in this

example is X 2.50).

Value

' i Intrinsic Value
t
pﬁg,pn;ﬁ?n) : (stock price — exercise price)
- Before Exercise Price
I ) T R ‘
' Time Value
L i B R RN L N R I T | e
s’ i
- i e
- i Intrinsic Value
- il $10.00
o - |

et Stock Price
X=9%$50 &= 9$60

The intrinsic value versus the before exercise value of a call option

The time value of an option is the value associated with the
probability that the intrinsic value (i.e., the stock price) could increase
(if the underlying asset’s price moves favourably) between the option’s
purchase and the option’s expiration date itself. The time value of an option
is a function of the price volatility of the underlying asset and the time
until the option matures (its expiration date): As-price volatility increases,
the chance that the stock will go up or down in value increases. The owner
of the call option benefits from price increases but has limited downside
risk if the stock price decreases, since the loss of value of an option can
never exceed the call premium, Thus, over any given period of time, the
greater the price volatility of the underlying asset, the greater the chance
the stock price will increase and the greater the time value of the option.
Further, the greater the time to maturity, the greater (longer in time) the
opportunity for the underlying stock price to increase; thus, the time value

of the option increases.

It is this ‘time value’ that allows an out of the money option to have
value and trade on the option markets. As noted above a call option is out
of the money if the exercise price is greater than the underlying stock’s
price, or the intrinsic value of the option is zero. This option still has ‘time’
value and will trade at a positive price or premium, however, if investors

believe that prior to the option’s expiration, the stock price will increase

Notes
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(to a value greater than the exercise price). As an option moves towards
expiration, its time value goes to zero. At any point in time, the time value
of an option can be calculated by subtracting its intrinsic value (e.g., X 10)

from its current market price or premium (e.g., 3 12.50).

The risk-free rate of interest affects the value of an option in a less
than clear-cut way. All else constant, as the risk-free rate increases, the
growth rate of the stock price increases. As the risk-free rate of interest
increases, the required rate (and ultimately realized rate) of return
increases on all investments. The result is greater stock price growth.
However, the present value of any future cash flows received by the option
holder decreases. For a call option, the first effect tends to increase the
price of the option, while the second effect tends to decrease the price. It
can be shown that the first effect always dominates the second effect. That
is, the price of a call option always increases as the risk free rate increases.
Conversely, the two effects both tend to decrease the value of a put option.

Thus, the price of a put option decreases as the risk free rate increases.

Benefits of Options

Option trading is beneficial to'the parties. For instance, index-based
options help the investment managers to insure the whole portfolio against

fall in prices rather than hedging each and every security individually.

Again, option writing is a source of additional income for the
portfolio managerswith alarge portfolio of securities. Infact, large portfolio
managers can guess the future movement of stock prices accurately and
enter into_option trading. Generally, the option writers are the most
sophisticated participants in the option market and the option premiums

are simply an additional source of income.

‘Options trading’ is also quite flexible and simple. For instance,
option transactions are index based and so all calculations are made on the
change in index value. The value at which the index points are contracted
forms the basis for the calculation of profit or loss, fixing of option price

etc.

In an option contract, the loss is pegged to the minimum of

amount i.e., to the extent of the option premium alone. Hence, the players
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in the option market know that their losses can be quantified and limited
to the amount of premium paid. This may also lead to high speculation.
Therefore, it is very essential that options trading must be encouraged for

the purpose of hedging risks and not for speculation.

Commercial Paper

Commercial paper is an unsecured promissory note with a fixed
maturity of from three to six months. Commercial paper is a money-
market security issued (sold) by large corporations to get money to meet
short term debt obligations, and is only backed by an issuing bank or
corporation’s promise to pay the face amount on the maturity date specified
on the note. Since it is not backed by collateral, only firms with excellent
credit ratings from a recognized rating agency will be able to sell their
commercial paper at a reasonable price. Commercial paper is usually sold
at a discount from face value, and carries higher interest repayment rates
than bonds.

Summary

Hybrid securities combines the attributes of both debt and equity
investment. It is designed to satisfy the requirements of the issuers,
investors, the regulators and rating agencies. ‘Preference shares entitle
investors for fixed dividend payments. The preference dividend paid by the
company is not tax deductible. Some,investors preference share because
rating agencies and analysts may view-preference share as ‘equity like, but
this benefit is at best illusory, convertible preference shares are corporate
fixed income securities that the investor can choose to turn into a certain
number of shares of the.company’s common stock after a predetermined
time span or on a specific date. Convertible debentures are debentures,
which, at a specified time after the issue, are converted to equity shares
at the option of the holder. In general a debenture may be fully or partly
convertible. As the name suggests, a partly convertible debenture is a

debenture only a part of which is convertible into an ordinary share.

A warrant is an option that gives the holder the privilege of buying
a specified number of shares of the company at a specified exercise price
at any time- on or before the expiration date. Warrants usually come

as attachments to bonds to make an issue more attractive to investors.

Notes
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A deep discount bond is a debt security with no coupon (zero-coupon)
or substantially lower coupon than current interest rates. The bonds are
issued at a discount to their nominal value, with the discount reflecting

the prevailing market interest rate.

Option can be viewed as an instrument that provides its holder
with an opportunity to purchase or sell a specified asset at a stated price
on or before a set expiration date. The two most common types of options
are called calls and puts. A call option is an option to purchase a specified
future date at a stated price. A put option is an option to sell a given number

of a stock on or before a specified future date at a stated striking price.
Self Assessment Questions

1. What is preference share? Discuss the merits and demerits of

preference share as a source of finance.

2. Explain the method for valuation of compulsorily convertible

debentures into shares.

3. How is the value of an optionally convertible debenture affected by

the straight debenture value, conversion value and option value?

4. What is warrant? What the theoretical value of a warrant seek to

measure?

5. Write short notes on:

(a) Deep Discount Bond
(b) Secured Premium Note

(c).Commercial Paper

6. What is an option? Define call and put options. Do they play any

role in fund-raising activities of a firm?

CASE STUDY
The role of the finance team in climate change projects

Asda is Britain’s second largest supermarket with 368 stores. It has
successfully embedded sustainability in its strategy and has implemented
many initiatives to save energy, reduce packaging and remove unnecessary

waste from its stores. Asda’s finance team plays an intrinsic role in the
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decision making process including planning, testing and roll out of all of

their sustainability programmes.

These include: zero waste to landfill; reducing harmful emissions
from stores; depotsand transport; responsible store development (e.g. Asda’s
low carbon flagship store in Bootle, Liverpool); minimising packaging on
own-label products; continually improving waste management practices at
store level; encouraging customer and associate recycling through ‘bring
back’ facilities and ‘green’ transport. Below are examples of the finance

team’s specific contribution to some recent projects at ASDA.

Projects Finance team’s contribution

Bio/bakery recycling projects Cost benefit analysis

. Stewardship, progress, responsibility and
ASDA project management process
performance

Reporting

Evaluation of the potential impact| ) ) ) )
) ) Financial evaluation, interpretation and
of carbon reduction commitment )
) presentation to
regulations on Asda

senior executive team

New initiative store testing Investment appraisal

Analyse the role of finance team in managing climate change

projects.
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