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Syllabus

STRATEGIC FINANCIAL MANAGEMENT

OBJECTIVE AND EXPECTED OUTCOME OF THE COURSE:
This Course aims at enabling the students to understand and develop keener understanding of
financial market operations and make more informed analysis. Additionally, the Course aims at
enabling students to manage basic corporate finance transactions besides investing more profitably
and operate more effectively financially overall.

Block I (Financial Policy and Strategic Planning)
Unit I: Components of financial strategy; Strategy and Financial Policy,
Unit Il: Financial Goals and Strategic Consequences. Agency Costs and theory of the firm
Unit I11: Corporate Governance. Efficient Markets: Forms, Tests for return predictability, Event
Studies andTests for Private Information.

Block Il (Capital Structure Decisions):
Unit IV: Capital Structure in a Perfect Market, Debt Covenants and their Implications,
Unit V: Designing Convertibles, Mandatory Convertibles, Determinants of Corporate Leverage
and Financial Distress,
UnitVI:Dividend Policies and Managerial Incentives, stock BuybackDecisions
Management motivations for share buyback, share buyback and firm value.
Unit VII: Financingchoices and Decisions: Differences in financing of venture firm, mature
companies and firms inhigh growth stage
Unit VIII: Deal structuring and pricing, IPOs and their under pricing, Firms in FinancialDistress:
Information problems, conflicts of interest and asset stripping.

Block 111 (Valuation and Value Based Management):
Unit IX: Putting Strategy into Shareholder Value Analysis,
Unit X: Basic Principles of Valuation, Free Cash Flows to the Firm, Free Cash Flows to Equity,
UnitX|1: Relative Approach to Valuation, Capitalised Earning Method of Valuation, Unit
XII: Valuation of Intangible Assets,Brands,
Unit XI11:Cyclical Firms, Firms in Distress and Private Firms.
Unit X1V: Black Schole sapproach to option Valuation. Value Based Management and Value
Metrices.

Block IV (Expansion and Financial Restructuring):
Unit XV: Mergers and Acquisitions, Accounting for Mergers and Acquisitions,
Unit XV I:Corporate versus Financial Restructuring, Leveraged Buyout (LBO),
Unit XV II: ManagementBuyout (MBO), Sell-off, Spin-off, Demerger and reverse merger,
Legal procedure for merger,benefits and cost of merger;
Unit XVIII: Determination of swap ratios; Evaluation of merger proposal; Corporate and distress
restructuring and Divestitures.
SUGGESTED READINGS / BOOKS:
¢ Allen, D: An Introduction to Strategic Financial Management, CIMA/Kogan Page, London.
¢ Brealey, Richard A. and Myers, Stewart C, Principles of corporate finance, Tata McGraw Hill
¢ Chandra, Prasanna: Financial Management, Tata McGraw Hill, Delhi.
e Copeland, T., Koller, T and Murrin, J, Measuring and Managing the value of Companies, John
Wiley,
International Edition, New York.
e Damodaran, Aswath, Valuation, John Wiley & Sons
e Foster, George, Financial Statement Analysis, Pearson Education Hampton, Jone, Financial
Decision



Making, PHI, New Delhi.

e Grinblatt, Mark and Titman, Sheridan, Financial Markets and Corporate Strategy, Tata McGraw
Hill.

e Kaplan, Robert S., and Cooper, Robin: Cost & effect: Using integrated cost systems to drive
profitability and performance, Harvard Business Press.



LESSON-1

Strategic Financial Management

Structure
1.1 Objectives
1.2 Introduction
1.3  Nature and Scope of Strategic Financial Management
1.4  Strategy at Different Hierarchy Levels
1.5  Steps in Strategic Decision Making
1.6  Financial Policy
1.7  Components of Financial Policy
1.8  Meaning of Financial Strategy
1.9 Components of Financial Strategy
1.10 Financial goals: Profit Maximization versus Wealth Maximization
1.11 Summary
1.12 Glossary
1.13 Answerto Check Your Progress
1.14 References and Suggested Readings
1.15 Terminal and Model Questions
1.1 OBJECTIVES
After reading this lesson, you should be able:
e Tounderstand the concept of strategic financial management.
e To understand nature and scope of strategic financial management.
e To know financial policy, its need, importance and components.
e To know about financial goals of an business enterprises and its consequences.
1.2 INTRODUCTION

In all business organizations, finance is the blood of organization. Without finance, no
firm can operate any task. So it is necessary for all the firms to have sufficient funds to
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survive in the corporate world and be able to compete with its competitors for a long
time.

The main objective of every business is to maximize the shareholder's wealth by
proper/full utilization of resources. To maximize profits, every firm give their best to
widen the scope of its operations. In the world of economic uncertainty, investor wants
to maximize their wealth by taking minimum risk. Since management is ultimately
responsible to investors, and management should implement financing and investment
decisions which should satisfy the shareholders. The aim of satisfaction to shareholders
is achieved by maximization of shareholders wealth. Since capital is limited and the
management have to choose from different investment opportunities by calculating risk
and yield on investment so that the shareholder‘s wealth is increased. The shareholder
wealth will increase if the return from the business is more than the cost of capital
employed.

Strategic financial management is defined as the application of financial techniques to
strategic decisions in order to help achieve the decision- maker‘s objectives‘. Strategic
financial management requires the existence of objectives and acknowledges that
financial techniques are an integral part of policy making and control. Strategic financial
management is part of corporate strategic plan that embraces the optimum investment
and financing decisions required to achieve overall financial objectives.

NATURE AND SCOPE OF STRATEGIC FINANCIAL MANAGEMENT

The identification of the possible strategies capable of maximizing an entity's net
present value, the allocation of scare capital resources among the competing
opportunities and the implementation and monitoring of the chosen strategy so as to
achieve firm's objectives is the scope of strategic financial management. The
organizations have limited sources of the funds. They have to give maximum returns to
the shareholder so that shareholder wealth increases. The dilemma is that the
management had to choose among different available projects to maximize the returns.
Management needs to apply different financial tools to access the possible return with
risk associated with the return.

Mainly strategic financial management aims on the critical decisions for the company
which are as following:

Investment Policy of the Company: In investment policy, the company has to take
decision regarding investment. Under this decision the firm should decide the following:

a) Company should invest in what type of projects /securities to maximize the
wealth of shareholders. Choosing right type of the project with high returns and
low risk is key role of the senior management.
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b) Company should also decide that it should retain profit for reinvestment or
distribute dividends among shareholders. Dividend is the cash payout to the
shareholders; stable dividend policy increases the investor confidence and
market price of share.

c) Setting up of new business unit or acquiring the existing company manufacturing
similar products.

d) Regarding outsourcing also. The project can be outsourced if it is more
advantageous. A comparative study of advantage and disadvantages of
outsources need to be done for outsourcing a project.

Financial policy of the company: In this type of policy the company should take
the decision regarding availability of funds, maintenance and proper utilization of
funds. Availability of the funds at the right cost, at right time is the necessity to
increase the returns for the shareholders. Financial policy dealt with the firm's
investors and creditors of company. A sound financial strategy must compete
corporate strategies

STRATEGY AT DIFFERENT HIERARCHY LEVELS

Different strategies are made in different levels according to planning needs. There are
three level of corporate strategy.

a. Corporate Level Strategy: Corporate level strategy deals with decision of
selection of business in which the company should compete and also
development and maintain most appropriate portfolio of the business.

b. Unit Level Strategy: Unit may be any profit centre which is independent from
other business units of the firm or company. The manager who is managing that
unit is independently managing that unit. Business unit level strategies are about
managing the operating units and developing and sustaining a competitive
advantage for the products and services that are produced in business unit.

c. Functional Level Strategies: The functional level is the level of operating
divisions and departments. The strategies in these are like strategies in research
and development, production process, marketing, finance or human resources,
involves the development and coordination of resources through business unit
level strategies which can be executed effectively and efficiently. Functional units
are involved by higher management in strategy formation, they can provide
feedback of customers, product, difficulties that are faced. Once higher level
strategy is formulated, the functional unit drafts the action plans to achieve the
higher level strategy. The main objective of the financial strategy is to mobilize
funds and effective use of funds to increase the shareholder’s worth.

STEPS IN STRATEGIC DECISION MAKING
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The following steps are to be taken in strategic decision making:

a) Mission and Vision: Determination of mission and vision of company is first
step in strategic decision making. Mission statement is a statement of the
purpose of company, organization, andits reason for existence. The mission
statement should guide the actions of the organization explaining its overall
goals and helps in decision making process. Vision statement is aspiration
description of what an organization likes to achieve in mid-term or long term
future.

b) Environment Scanning: Identification of available alternatives and gather
information regarding various factors like political, social, economical,
geographical, competitors strategies etc.

c) Analyses: Critically analyze the different alternatives on the basis of gathered
information

d) Implementation: Implementation of the strategy

e) Control: Take effective steps to fill the gap and correct the errors if any.

Activity-1

Describe steps in strategic decision making-----------==-=-===mmmmmmmmm oo

Check Your Progress A
1. Strategic financial management deals with
a. Financial policy of Firm
b. Investment policy of firm

c. Bothaandb
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d. None of above

2. Strategies are formed at different hierarchy these are

a. Functional level
b. Corporate level
C. Unit level

d. All of above

FINANCIAL POLICY

The main objective of financial policy is on the financial aspects of strategic decisions.
Financial policy deals with the firm's investors and creditors of company. Firm's
management must fulfill the needs of the shareholders/investors.

Financial policy can be defined as the draft of rules and regulations that describes the
firm‘'s preferences towards its capital structure, investment strategies for investing in
future projects and business model for maximizing shareholder‘s wealth.

Need of Financial Policy

Financial policy play important roles in business. Every financial policy is mandatory for
all firms's to perform certain functions:

a) It ensures the rate of return to shareholder’'s to maximize shareholder’s wealth.

b) It ensures that main sectors of economy i.e. agriculture, services, manufacturing
etc. should not be ignored while investment in securities/projects.

c) It tries to minimize the degree of risk.

d) It also tries to mitigate those practices in the business models that may have
negative effect.

Factors Affecting Financial Policy

Financial policy draws strategic mapping regarding various functions of business. It
depends upon the following factors:

a) Association of the industry.

b) Market share of firm.

c) Risk associated with business and future investment.

d) Net cash flow.

e) Financial policies of rivals with in industry and between industries.
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Features of Financial Policy

The main features of financial policy are as follows:

Q

o O T
~— N S~

D

It should be easy to understand.

Fulfill short-term and long-term goals.
Feasible.

Proper utilization of available resources.
Must compete future challenges.

COMPONENTS OF FINANCIAL POLICY

Financial policy maintain a balance between all aspects of business with the help of
financial policy a firm easily improve the performance of business. The main
components of financial policy are as follows:

a)

b)

Financial Planning: Financial planning means determination of total funds
required by the firm for a particular time period. Financial planning is always done
for a long -term period so that requirement of funds is calculated for planning
and development according to firms planning and development strategies. It is
very important for financial planning that proper cash flow statement is to be
prepared. When financial manager_s plans, he should take into consideration all
the factors like nature of business, economic circumstances, management’
behavior, future development strategies and most important profitability of
business.

Financial Decision: After financial planning is done, a firm has to take decision
regarding proper allocation of funds according to business needs. This decision
is related to capital structure of firm. Capital structure computes the ratio of debt
and equity capital in the total funds required. It is necessary for the firm to
maintain a proper balance between debt and equity . A minor change in the ratio
of debt and equity would directly affect the value of firm. In the capital structure
when debt securities are used it is called optimum capital structure. In optimum
capital structure, market value of securities are always greater than cost of
capital. The use of debt in capital structure increases the shareholder’'s wealth if
cost of debt is less than the returns of the business. The more use of debt is also
risky as it has a fixed liability, if the project does not give desired returns than
interest is still to be paid, which reduces the profits for the shareholders.
Investment Decision: Investment decision means a firm has decides to invest
firm‘'s sources of funds in different type of securities according to their rate of
return and finance manager should act rationally. Investment decisions involve
profitable utilization of funds especially in long term projects. Since the future
benefits associated with the projects are not known with certainty, investment
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d)

f)

g9)

decision necessarily involve risk. So the projects are to be evaluated on the basis
of risk and return basis. Investment policy of firm shows its risk taking appetite.
While taking investment decision, a firm has to take risk through its investment or
wants to be played safe if the firm focuses on short-term or long-term funds. It
shows that financial manager is rationally invested the firm's resources. In other
way, we can say that financing decisions of the firm is affected by Investment
decisions.
Dividend Policy: Dividend policy plays an important role in financial policy of the
firm. Every firm used the firm‘s income/profits in two ways which are:

1) To pay dividend to its shareholders

2) To retain its earnings in the form of accumulated profits.

While determining dividend policy, it is decided by the firm that what part is to be
retained or which part will be distributed among shareholders. Market price of
shares is greatly influenced by dividend policy. Thus dividend policy is directly
related to financing policy because dividend policy decides the total funds
available from business earnings.

Corporate Restructuring Policy: At the time of computing financial policy,
corporate restructuring policy is necessary to be kept in mind. Corporate
restructuring policy of firm decides the following things:
a) The firm is coming to invest in what type of securities in the
future?
b) Firm's expansion, acquisition, merger, takeover, modernization
and diversification decision.

A firm must keep in mind above citied investment decisions. It also has to take
decisions regarding the funds through debt and equity.

Credit Policy: A firm‘s high quality receivable is only maintained by a good credit
policy. A firm should adopt liberal credit policy when it is concentrating on market
penetration or gaining market share. It helps the firm to provide high credit limit to
its debtors. By adopting such type of policy, a firm must prepare itself to bear
credit risk. On the other hand, if a firm has goodwill in the market then it should
adopt conservative credit policy so that it provides lower credit limit for its
customers.
Risk Management Policy: Risk Management policy involves identifying
quantitatively analyzed and managing all risks that can affect firm's strategic and
financial goals. At the time of determination of policy, a firm must include
following risk:

e Financial risk

e Operation risk
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e Legalrisk
A firm must retain a part of its profits separate to handle such type of risks in future.

MEANING OF FINANCIAL STRATEGY

Strategy is the framework of implementation of policies in a firm. Financial strategy can
be defined as having two main components which are as follows:

1) Itis based on raising the funds needed by an organization in the most
appropriate manner
2) To manage the employment of funds within the organizations.

While formulating strategy, a firm must consider all the available resourcing in the firm
and their optimum utilization. Financial Strategy is that part of business strategy under
which both the aspects of finance and investment involves.

According to William Rothschild,” what do you want to achieve or avoid? The answer to
this question are objectives. How will you go about achieving your desire results? The
answer to this you can call strategy“.

Strategy can also be defined as, _A course of action that provides functional structure to
the planning mode of business activities with the objective of achieving long term goal‘.

Objective of Financial Strategy
The main objectives of financial strategy are as follows:
-To improve return capital invested.
-To predict the resources of firm which help in raising funds at the time of investment.

-To develop a transparent financial environment which help to use financial resources
for the benefit of the firm's long term goals and objectives.

-To analyze the annual financial rules, regulations and other relevant policies and make
ensure that firm is moving towards achieving its goals consistently.

-To evaluate the current and future business risks and growth opportunities by
conducting market research.

COMPONENTS OF FINANCIAL STRATEGY
Financial Strategy consist three components which are as follows:

Components of financial strategy

[ | l
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Profit Distribution Investment Strategy Financing Strategy

1.

i)

Profit Distribution: The profit distribution is also called dividend strategy. There
are two types of dividend, cash and in the shape of bonus shares. Bonus shares
are given to equity shareholders of company instead of cash dividend as equity
shareholder not received any type of cash dividend. The dividend always
charges its future investment needs. The dividend policy depends upon the firm's
retained earnings. Dividend payout ratio of firm is improved by payment of
dividend to shareholders. Few small firms just for attraction of investors starts
paying high rate of dividends but these firms suffers a lot after sometime
because later on these are not able to pay such a higher rate of dividend.
Economic conditions of a country influence the profit distribution strategy of a
firm. If economic condition is not good, then the firm will gain less growth
opportunities and firm will concentrate more on paying dividends to its
shareholders. If economic condition is good, then there is lot of opportunities of
growth and firm will consider on the retaining profit and invest in future projects
also.

Investment Strategy: For the implementation of investment policy investment
strategy is the action plan of the firm. Investment strategy depicts all rules and
regulations/ guidelines which a firm must follow for investment purpose. A firm
can investment by adopting two ways which are:

Financial Investment: Financial investments include fixed income investment

and variable income investment

ii) Real Investment: Real investment includes investment in tangible or physical

goods like land, building etc.

Factors affecting Investment Strategy

i)

The following are the factors which affects investment strategy.

Individual’s Choice: It's firm choice that which type of investment it wants. The
investment may be surplus funds into highly risky assets or to invest in a
constant rate of return. The invested assets may be stock, bonds, cash, real
estates, etc.

ii) Investment Size: Investment size ensures the total amount of investment

strategy.The firm must take into consideration that it has sufficient funds for
its outside liabilities The highly risky projects needs high investment which
firm has to take debt which also affects the financial policy.
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3)

iif) Time of Investment: Firms’ financial policy measures the time of investment of
firm. It determines whether the company is going to invest in long-term
investment or short-term investment. In long-term investment high risk is
involved but in short-term investment short losses are there. The firm should
also analyze its current financial position to invest in any investment policy.

iv) Expected Return: Expected rate of return also affects the investment strategy of
a firm. A firm always gives preference to those projects which has high rate of
return than its cost of capital. High rate of return always involves high risk.
Instead of investing in highly rate of return a firm can also invest in stable rate
of return.

v) Provision of Risk: Provision of risk also affects the investment strategy of a firm.
It depends upon the firm's capacity to bear the risk. If the firm take high rate
of risk then it shows that the firm is aggressive and if the firm takes low rate of
risks it shows that the firm is a conservative .Aggressiveness shows the high
expectations where as conservativeness shows the stability of income.

vi) Policy of Government: Government polices affect the investment strategies a
lot. Government rate of interest, repo rate, Cash Reserve Ratio (CRR) and
other such policies affects the investment strategy of a firm. If government
increases the rate of interest then it directly affects the borrowings of financial
institutions and a firm invests lesser amount in future. High rate of interest
gives more burden to investors. For this inconvinence a firm will always
change its investment strategies.

Financing Strategy: Financial position depicts the financial strategy of a firm. It

shows structure of finance. Every firm raises funds by two ways i.e.

a) By equity and
b) By debt

Both show the financial structure of the firm. It always shows the leverage position of

th

e firm.

Activity-2
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SOURCES OF FINANCE

There are two types of sources of finance.

I L

SOURCES OF FINANCE

Long- term sources Short- term sources

-Share capital -Bank loan

-Debentures - Trade credit

-Term loan -Factoring

-Venture capital -Accruals

-Ploughing back of profits -Commercial paper

-Loan from specialized financial institutions -Short-term loans

Financial Goals: Profit Maximization versus Wealth Maximization

Financial management is optimum use of scare resources to achieve maximum return
with minimum amount of risk. Goal of the financial management can be divided into two
parts

e Profit maximization
e Wealth maximization

It is generally agreed theory that the financial goal of the firm should be shareholder‘s
wealth maximization, which is reflected in the market value of the firm‘s share price. We
should understand both the concept of the profit maximization and wealth maximization.

Profit Maximization: The firm generates the profit by producing goods or services or
adding value to goods and services. The profit is generated by firm by selling the goods
and services at a price which is higher than its cost of production or cost incurred in
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providing services. The price of goods are determined either by the Government or
determined by forces of demand and supply in perfect market. If the demand for the
goods will be more than supply then prices of the goods will increase and will result in
more profit for producer of the goods. The high profit situation will result into more
producers for the same goods, which in turn will increase supply of the goods. If the
supply of goods is more than the demand of goods the price of goods will come down
and price will be stabilized by the forces of demand and supply. The goods and services
which are not required by society, their prices and profit will fall. The producer of such
goods will stop producing that goods and services, which in turn will reduce supply of
goods.

The question arises that will the price system in perfect market conditions serve
the interest of the society? It is held by economist Smith that in perfect competition
businessman pursing own interest also serve the interest of the society. It is also
assumed that when businesses pursue the interest of profit maximization, society
resources are efficiently utilized. The profit maximization implies that a firm either
produces maximum output from input or uses the minimum input for producing the
maximum output. It is assumed that the profit maximization can be achieved by efficient
use of resources.

Criticism of Profit Maximization: The profit maximization assumes the condition of
the perfect competition, and if there is no perfect competition in the market like situation
of monopoly where there is single producer and many buyer of their goods, the goal of
profit maximization can be easily achieved by manipulating the prices of the goods
produced.

It is also feared that the profit maximization behavior in perfect market may tend to
produce goods and services which are not required by the society. The other situation
like monopoly may lead to inequality in income and wealth, it is due to this reason that
government needs to intervene in the business. These days monopolies and
oligopolies are quite common phenomena in present society, so in these type of
situations profit maximization does not lead to optimum social welfare.

1. Meaning of Profit: The precise meaning of profit maximization is unclear. The
definition of profit is ambiguous. What is meaning of profit? Is It short term or long-
term profit? Is it before tax or after tax profit? Is it operating profit or profit
distributed to shareholders?

2. Time Value of Money: Profit maximization concept does not consider time value
of money, it consider the profit received in different periods of time as same but
in fact the money received today is more valuable than received a year later.

3. Maximizing Profit after Taxes: Profit maximization means maximizing profit
after taxes, in the sense of net profit as reported in the income statement of the
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firm. It can be easily understood that maximizing profit will not maximize the
economic welfare of the owners. It is possible for the firm to increase profit after
taxes by selling additional equity shares and investing in low yield assets like
Government securities. Suppose the company has 20,000 issued equity shares
and profit after taxes of Rs 1,00,000 which means earning per share is Rs 5
Supposes company raises another Rs 10,00,000 by issuing 20,000 shares of Rs
50 each and invests at 5%, the profit is increased to Rs 1,50,000 but earning per
share will fall to Rs 3.75(150000/40000).

4. Maximizing EPS: If we assume that market value of the company's share is
dependent on the earning per share then increasing EPS is financial goal, but
this may not true in many cases. Maximization of earning per share means that
firm should not make any dividend payments so long as fund can be invested
internally at higher rate. Such dividend policy may not be good for investors.

Wealth Maximization: Wealth maximization is the new approach and claimed to be
superior to profit maximization. Wealth maximization means increasing shareholder‘s
wealth. The term wealth here is the market price of capital invested by shareholders.
When the net worth of a business increases the wealth of shareholder are also
increased. Unlike profit maximization, wealth maximization serves shareholder's
objective; get good return and safety of their capital. If profit maximization is an
objective of a business, wealth maximization is the tools to maintain the objectives.
Wealth equals to present value of cash flows subtracted by cost. Since wealth
maximization is based on cash flow, it can avoids any ambiguity in accounting the profit

Shareholder‘'s wealth maximization is maximizing net present value(NPV) of a course
of action to shareholders. NPV off course of action is difference between the present
value of its benefits and present value of its costs. The financial action that creates the
positive net present value creates the wealth for the shareholders and financial action
resulting into negative net present value destroys the shareholder's wealth.

The shareholder wealth maximization also considers time value for the money, the
appropriate rate of discount can be considered for the expected rate of future benefits.
The future benefits are measured in form of cash flow in place of accounting profits.

The wealth maximization principle implies that the fundamental objective of the firm is to
maximize the market value of the shares. The value of the company‘s share is
represented by the price that, in turn is reflection of shareholder's perception about
quality of firm s financial decision. Market price of the share serves as firm's
performance indicator.

Check Your Progress B
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Note: Choose the correct option.

1.

Credit policy deals with --.
a. High quality creditors

b. High quality Debtors

c. None of these

d. Bothaandb

Profit Distribution is also called --.

a. Investment strategy
b. Dividend strategy
c. None of these

It is generally agreed theory that the financial goal of the firm should be- -

a. Profit Maximization
b. Wealth Maximization
c. None of these

Profit Maximization assumes the condition of the

a. Imperfect competition
b. Perfect competition

c. Monopoly

o

Oligopoly

The shareholder's also considers time value for
the money.

a. Profit maximization
b. wealth Maximization

Which is not a long-term source of funds?

Page 14 of 258




a. Venture capital
b. Debenture
c. Trade credit
d. Share capital
7. Which is not a short-term source of funds?
a. commercial paper
b. Trade credit
c. venture capital

d. Accruals

SUMMARY

The main objective of any business is to maximize the shareholder’s wealth by
proper/full utilization of resources. Since capital is limited and the management have to
choose from different investment opportunities by calculating risk and yield on
investment so that the shareholder's wealth is increased. Strategic financial
management is defined as the application of financial techniques to strategic decisions
in order to help achieve shareholder's wealth maximization. Strategic financial
management aims on the two critical decisions for the company investment policy of
company and financial policy of company. Different strategies are made in different
levels according to planning needs and can be divided into three parts hamely corporate
level strategy, business unit level strategy and functional level strategy. Financial policy
can be defined as the draft of rules and regulations that describes the firm's preferences
towards its capital structure, investment strategies for investing in future projects and
business model for maximizing shareholder's wealth. Financial planning, financial
decision, Investment decision, dividend policy, corporate restructuring policy, credit
policy, and risk management policy are main component of financial policy. Financial
strategy is that part of business strategy under which both the aspects of finance and
investment are involved. Profit distribution, investment strategy and financing strategy
are main component of financial strategy. Goal of the financial management can be
divided into two parts namely profit maximization and wealth maximization. It is
generally agreed theory that the financial goal of the firm should be shareholder's
wealth maximization. The precise meaning of profit maximization is unclear. The
definition of profit is ambiguous. The wealth maximization principle implies that the
fundamental objective of the firm is to maximize the market value of the shares. The
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value of the company‘s share is represented by the price that, in turn is reflection of
shareholder‘s perception about quality of firm_s financial decision.

Keywords:

Corporate Mission: Mission statement is a statement of the purpose of company,
organization, its reason for existence.

Corporate vision: Vision statement is aspiration description of what organizations like
to achieve in midterm or long term future.

Repo rate: Rate at which Central Bank(RBI) lends money to commercial Banks

Cash Reserve Ratio: It refers to the cash which banks have to maintain with RBI as
certain percentage of their demand and time liabilities.

Wealth Maximization : Maximizing net worth of shareholder.

Strategic Financial Management: Application of financial techniques to strategic
decisions

ANSWER TO CHECK YOUR PROGRESS
Answer to Check Your Progress A
1c 2d
Answer to Check Your Progress B
ib 2b 3b 4b 5b 6.c 7c
REFERANCES AND SUGGESTED READING

e Allen, D; An Introduction to Strategic Financial Management, CIMA/Kogan Page,
London.

e Brealey, Richard A. and Myers, Stewart C, Principles of Corporate Finance, Tata
McGraw Hill.

e Chandra, Prasanna; Financial Management, Tata McGraw Hill, Delhi.

¢ | M Pandey; Financial Management, Vikas Publication, Delhi.

e Grinblatt, Mark and Titman, Sheridan, Financial Markets and Corporate Strategy,
Tata McGraw Hill.

TERMINAL AND MODEL QUESTIONS

1. What do you mean by Strategic Financial Managements? Discuss the nature and
scope of Strategic Financial Management.
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2. What is financial policy? Discuss the component of financial policy.

3. What do you mean by financial strategy? Discuss the component of financial
strategy.

4. What are the financial goals of the firms?
5. Wealth Maximization is considered better than profit maximization|| Discuss in detail.

6. What do you mean by financial strategy? Discuss the need and objectives of the
financial strategy.

7. Discuss strategy at different level of hierarchy and also explain the steps in strategic
decision making.
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21 OBJECTIVES
After reading this lesson, you should be able:
e To understand the concept of corporate governance.
e To bring out importance and main issues of corporate governance.
e To explain the various theories of corporate governance.
2.2 INTRODUCTION

Business units are moving out from its traditional structure of proprietorship and
partnership and large businesses are run in form of limited liability company. In limited
liability company, the capital is provided by the shareholders and business is run by the
professional managers or board of directors. The liability of shareholder is limited to the

LESSON -2

Corporate Governance
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extent of the capital paid by shareholders. Share holder's interest is to get good return
out of the capital invested by them in form of dividends or in form of appreciation of the
share values. The key responsibility of the board of directors is to increase the wealth of
the shareholders, but conflict arises when the board or management of the company
does not work in the interest of the stakeholders. As the manager or board are the
persons who run the business so they give priority to their own interest over the interest
of the shareholder. They can pay more salary and incentive to them and can indulge
into several malpractices to increase their earning. This conflict of the interest had given
rise to the concept of corporate governance. One point of view is that only stakeholder
are the share holder of the company but in real sense there are several stakeholders in
the company like creditors, suppliers, employees, investors, customers, government,
trade associations, society. So the corporate governance focuses on the welfare of all
the stakeholders of the firm.

MEANING OF CORPORATE GOVERNANCE

Corporate governance refers to the set of systems, principles and processes by which a
company is governed. They provide the guidelines as to how the company can be
directed or controlled so that it can fulfill its goals and objectives in a manner that adds
to the value of the company and is also beneficial for all stakeholders in the long term.
Stakeholders in this case would include everyone ranging from the board of directors,
management, shareholders, customers, employees and society. The management of
the company hence assumes the role of a trustee for all the others. Corporate
Governance means,“ Problem that result from the separation of ownership and control.

Definitions of Corporate Governance: Corporate governance cannot be exactly
defined

According to Tray and Hagan,”“ Corporate Governance is the system of directing and
controlling the affairs of a corporation. It refers to the framework of rules and regulations
that enable the stakeholders to exercise appropriate oversight of a company to
maximize its value and to obtain a return on their holdings®.

According to Jim Janes,” Corporate governance is not something that is put in
plgace and then left. Ensuring its effectiveness depends on review. In the end that
comes down to the shareholders. Outside assessment and self-assessment need to be
regular events®.

K M Birla Committee report on corporate governance states in its end note, _Corporate
governance extends beyond corporate law. Its fundamental objective is not the mere
fulfillment of the requirements of law but ensuring the board‘s commitment to managing
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the company in a transparent manner for the maximizating long term shareholder's
value'.

According to Cadbury Committee on financial aspect of corporate governance,

~ Corporate governance is a system by which the companies are directed and controlled.
The board of directors is responsible for governance of their companies. The
shareholder‘s role in governance is to appoint directors and auditors and to satisfy
themselves that appropriate governance is at place].

Principles of Corporate Governance

Corporate governance is based on principles such as conducting the business with all
integrity and fairness, being transparent with regard to all transactions, making all the
necessary disclosures and decisions, complying with all the laws of the land,
accountability and responsibility towards the stakeholders and commitment to
conducting business in an ethical manner. Another point which is highlighted in the
SEBI report on corporate governance is the need for those in control to be able to
distinguish between what are personal and what are corporate funds while managing a
company. The role of Corporate Governance is very important in business
organizations. Every business has its own rules, regulations and some ethics on which
it work.

Corporate Governance has following principles:

Fairness

{}

Principles of

Accountability <:: Corporate ::> Transparency

Governance

~~

Responsibility
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Activity-1

Describe different principles of corporate governance

BASIC ISSUES IN CORPORATE GOVERNANCE

Major issues in corporate governance reports have included the role of board, risk
management and corporate social responsibility, the quality of financial reporting and
auditing, directors’ remuneration. Corporate Governance works on following basic
Issues these are as Follows:

1) Ethical Issues: Ethical Issues are those issues which has a reverse impact on a
person and on society as a whole. These issues involved fraud problems like
commission offering to inspection team, gifts to customers, insider trading etc.
Firms want to achieve their goal by adopting such kind of unethical issues which
promotes corruption. Organizations should develop a code of conduct for their
directors and executives that promotes ethical and responsible decision making.
Many organizations establish Compliance and Ethics Programs to minimize the
risk that the firm steps outside of ethical and legal boundaries.

2) Efficiency Issue: Efficiency issues are related with the performance of firm.

Every investor want to get a good rate of return on money invested by them, so it
is the responsibility of the firm‘'s management to make sure that their investors
always get a good rate of return.

3) Accountability Issues: Accountability issues show the transparency between
the management and the stakeholders for firm‘s activities. Transparency results
into good relation between the stakeholders and the management. Organizations
should clarify and make publicly known the roles and responsibilities of board
and management to provide shareholders with a level of accountability. They
should also implement procedures to independently verify and safeguard the
integrity of the company's financial reporting.

4) Duties of Director: The corporate governance reports have aimed to build on
the directors' duties as defined in statutory and case law duties of directors.
These include the fiduciary duties to act in the best interests of the company, use
their powers for a purpose, avoid conflicts of interest and exercise a duty of with
most care.
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5)

6)

7)

8)

Composition of Board: The reason for many corporate governance scandals
has been boards dominated by a single senior executive or small _cabinet of
kitchen* with other member of board who are working just on remote control. It is
possible that a single person may bypass the board directions to meet his own
personal interests. In the case where the organization is not dominated by a
single person, there may be other problem in the composition of board of
directors. The organization may be run by a minority group revolve around CEO
or CFO and recruitment and appointments may be done by personal
recommendations rather than formal system. So the board composition should
be adequate mix of talent, skill, and specialist in special types of issue faced by
the company. The board should also consist of the directors of proper age mix so
that the seniors should work with young directors and seniors should work for
succession planning.

Remuneration to Directors: Directors being paid excessive bonuses and
salaries have been identified as significant corporate abuses for a large number
of years. It is, however, unavoidable that the corporate governance codes have
been targeted on this significant issue.

Risk Management: If the board does not arrange the regular meetings in order
to consider the organizational activities systematically it show that the board is
not meeting their responsibilities. But this thing also occurred sometime when the
board is not provided with full information to properly oversight on business
activities. All this mess results into a poor system that may unable to report and
measure the risks associated with business

Financial Reporting and External Auditors: Financial reporting and auditing
issues are seen more critical to corporate governance by the investors because
of their main consideration in ensuring management accountability. Whilst
considering the corporate governance debate only on reporting and accounting
issues is insufficient, the greater regulation of practices such as off-balance sheet
financing has directed to greater transparency and a reduction in risks faced by
investors. The necessary questioning may not be carried out by external auditor
from senior management because the auditors may have threat of losing audit
assignment. In the same way internal auditor may not question to senior
members on objectionable issues because their employment matters are
determined by the Chief Financial Officer. But generally the external auditors
become the reason of corporate collapse, for instance, in the case of Satyam
Computers that was poorly focused and planned audit failed to determine the
illegal usage of monies from clients.

NEED AND IMPORTANCE OF CORPORATE GOVERNANCE
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Large Corporations are multinational and transnational in nature. It means that these
corporations have direct impact on citizens of several countries. If there is something
wrong then it will affect many countries. It is, therefore compulsory to look at the
international scene and examine possible international solutions to corporate
governance difficulties. Corporate governance is known to be one of the criteria that
foreign institutional investors are increasingly depending on when deciding on which
companies to invest in. It is also known to have a positive influence on the share price
of the company. Having a clean image on the corporate governance front could also
make it easier for companies to source capital at more reasonable costs. Unfortunately,
corporate governance often becomes the centre of discussion only after the exposure of
a large scam. Corporate governance needs to create following things:

1) To create a corporate culture of consciousness, transparency and openness.
2) It refers to a combination of laws, rules, regulations, procedure and voluntary
practices to enable companies to maximize shareholders long-term value.

3) It should lead to increasing customer satisfaction, shareholder value and
Wealth.

Check Your Progress A
Note: Choose the correct option

1. Corporate Governance is the system of directing and controlling the affairs of a
corporation. (True/False)

2. Corporate Governance means,“ Problem that result from the separation of
ownership and control. (True/False)

3. Which is not issue in corporate governance?
a. Composition of board
b. Partnership deed
c. Remuneration to directors
d. Efficiency in business

4. Corporate governance leads to increasing manager remuneration, decreasing
shareholder‘s wealth. (True/False)

THEORIES OF CORPORATE GOVERNANCE
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There are four theories to explain corporate governance these are as follows:

Theories of
Sociological Stewardship

Theory

heory corporate
governance

Stakeholder
Theory

AGENCY THEORY

The debate about corporate governance is typically traced way back to the early
1930s and the publication of Berle and Means. Adolf Berle and Gardiner Means
noted that with the separation of ownership and control, and the wide dispersion
of ownership, there was effectively no check upon the executive autonomy of
corporate managers. In the 1970s, these ideas were further refined in what has
come to be known as Agency Theory. The fundamental theoretical basis of
corporate governance is agency costs. This theory has been introduced by Adam
Smith who identifies an agency problem. Shareholders are the owners of any
joint stock limited liability company and are the principal of these companies.
Agency theory describes the relationship between principal and agent. Principal
expect that agent should act according to them and make decisions in the
interest of them. This raises the prospect that the executive, as agent, will serve
their own interests rather than those of the owner principal. To counter such
problems, the principal will have to incur 'agency costs'; costs that arise from the
necessity of creating incentives that align the interests of the executive with those
of the shareholder, and costs incurred by the necessity of monitoring executive
conduct to prevent the abuse of owner interests. Agents are always selected by
principals. Agency theory works on the following Structure:
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Principal’s

Act for Select

Agent

The main thrust of the agency theory runs like this. In modern society share
ownership is widely held, managerial actions depart from those required to
maximize shareholder returns.There are few issues which create problems
among shareholder and agent which are defined as follows:

1) Agency Problem: This problem arises when agent are not able to take decision
in the interest of principal. Agents become selfish and take care of their own
interest as compared to interest of principal. Due to his selfishness and
opportunistic behavior organization and principals goals cannot achieved.

2) Agency Cost: The cost which is inflicted by agency problem is called agency
cost. This cost includes bonus schemes, incentives, fringe benefits, dividends
etc.

There are two broad mechanisms that help to reduce agency costs and hence improve
corporate performance through better governance which are as follows:

1) Fair and Accurate Financial Disclosures: Financial and non-financial
disclosures which relate to the role of the independent statutory auditors
appointed by shareholders to audit a company‘s accounts and present a _‘true
and fair* view of the financial health of the corporation. A company that
discloses nothing can do anything. Improving the quality of financial and non-
financial disclosures not only ensures corporate transparency among a wide
group of investors, but also persuades behavior. This is also why a good
deal of effort in global corporate governance return has been directed to
improving the quality and frequency of disclosures

2) Efficient and Independent Board of Directors: A joint stock company is
owned by the shareholders, who appoint directors to supervise management
and ensure that it does all things that are necessary by legal and ethical
means to make the business grow and maximize long-term corporate value.
Directors are accountable only to the shareholders.

Agency theory assumptions have nevertheless been highly influential is shaping the
reform of corporate governance systems. Here it is essential to distinguish between
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external, market-based governance mechanisms and board-based mechanisms. In
relation to market governance then clearly the openness and integrity of financial
disclosures is vital to the operation of the stock market in determining a company's
shareprice and its underlying market valuation. Market governance relies for its
effectiveness on the remote visibility such financial information creates, and, as
importantly, on the effects on the executive mind of the knowledge of such visibility.
Agency theorists point to the important disciplinary effects of two further market
mechanisms. The first is the 'market for corporate control', the potential for takeovers to
discipline executives by providing a mechanism whereby ineffective executive teams
can be displaced by more effective executive teams. The second - 'the managerial
labour market' - operates at an individual level; poor executive performance will threaten
an individual's future employment potential whilst good performance will have positive
reputational and hence career-enhancing effects.

In addition to these external market and monitoring mechanisms, agency theory has
also informs the internal reform of boards of directors. One of its most significant direct
contributions came in the form of the widespread adoption of employee stock option
scheme. Such scheme follow directly from the agency assumption that the exercise of
executive self-interest must be aligned with the interests of shareholders. The
'independence' of the non-executives directors who must placed on of the board, their
lead role on audit, nominations and remuneration committees where conflicts of interest
between executive and shareholder are potentially most acute, along with progressively
more stringent provisions around the separation of the roles of chairman and chief
executive, are all consonant with agency theory's assumption that the interests of the
owner/ shareholder are potentially at risk from executive self-interest, in the absence of
close monitoring by independent non-executives.

STEWARDSHIP THEORY

Stewardship theory was given by Donaldson and Devis. This theory is mainly based
upon two fields of social sciences i. e. Psychology and Sociology. According to
dictionary meaning, steward is a person who take care of others property and financial
affairs.

Principles of Stewardship Theory

The stewardship theory assumes that managers are basically trustworthy and attach
significant value to their own personal reputations .It defines situations in which
managers are steward whose motives are aligned with the objective of their principal. A
steward behavior will not depart from the interest of his/her organization. Contrary to
agency theory's pessimistic assumptions about the self-interested and self-serving
motives of executives, stewardship theory suggests the potential for what it calls the
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'pro-organizational' motives of directors. What drives performance here is not the
aligned greed of an executive but their personal identification with the aims and
purposes of the organization. Stewardship theory refutes the assumption that executive
aims and motives are opposed to those of the shareholder; both, it insists, have an
interest in maximizing the long-term stewardship of a company and are therefore
already well aligned control can be potentially counterproductive, because it undermines
the pro-organizational behavior of the steward by lowering his/her motivation.

Basic issues in Stewardship Theory
This theory can be reduced to the following basic issues:

1) This theory defines situations in which mangers are not motivated by
individual goals, but rather they are steward whose motives are aligned
with the objectives of their principals.

2) This theory gives a choice between self- serving behavior and pro-
organisational behavior.

3) It also controls potentially counter productive as it easily assess the pro-
organizational behavior of steward.

The responsibility of board to shareholders in terms of stewardship and trusteeship
cannot be overemphasized. These concepts of stewardship and trusteeship are not
new. The scored scriptures, both in India and Christendom emphasis the almost filial
relationships between the rulers and the ruled. Gandhiji too elaborated the concept of
trusteeship to make Indian industrialists better understand and appreciative their roles
and responsibilities towards their employees.

Difference between Agency Theory and Stewardship Theory

Though the Agency and Stewardship theories have something in common there are
certain basic differences. The following table below summaries the main differences
between the two as follows:

AGENCY THEORY STEWARDSHIP THEORY
1. Managers act as agents Managers act as Steward
2. Managers are motivated by own objectives Mangers are motivated by

principal‘s objectives

3. There is little attachment to the company There is great attachment to the
company
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4. Time frame is short term Time frame is long term

5. Risk orientation is done through a system of control Risk orientation is done
through trust

6. Social comparison is between compatriots Social comparison is between
principals
7. Management philosophy is control oriented Management  philosophy is

involvement oriented

Activity-2

Principles of Stewardship Theory

STAKEHOLDER'S THEORY

This theory is propounded by Donaldson and Preston in 1995. This theory has a lengthy
history that dates back to 1930‘s. The theory represents a synthesis of economics,
behavioral science, business ethics and the stakeholder concept.

This theory is grounded in many normative theoretical perspectives including ethics of
care, the ethics of fiduciary relationships social contract theory, theory of property rights
and so on. Stakeholder theory is often criticized mainly because it is not applicable in
practice by corporations.

Stakeholder theory challenges agency assumptions about the primacy of shareholder
interests. Instead it argues that a company should be managed in the interests of all its
stakeholders. These interests include not only those of the shareholder but also a range
of other direct and indirect interests. The employee is obviously a key stakeholder and
there have been long-running arguments amongst governance academics such as
Margaret Blair that employees just as much as shareholders are 'residual risk-takers' in
a firm. An employee's investment in firm-specific skills means that they too should have
a voice in the governance of the firm. But stakeholder theory would also insist that other
groups - suppliers and customers - have strong direct interests in company performance
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while local communities, the environment as well as society at large have legitimate
indirect interests.

This theory considers the firm as an input-output model by explicitly adding all interest
groups-employees, customers, dealers, government and the society at large to the

corporate mix.
Y W /
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THE STAKEHOLDER MODEL

The argument that is repeatedly raised against a stakeholder view of the firm is that it is
hard to operationalise because of the difficulties of deciding what weight should be
given to different stakeholder interests. In terms of corporate governance it is argued
that, were executives to be made accountable to all of a company's stakeholders they
would, in effect, be answerable to none. Enlightened stakeholder theory therefore
suggests the practical value of accountability to shareholders even if a board takes
other interests into account in its conduct of a firm.

In relation to company performance, however, stakeholder theory has made a number
of key contributions. The recent profusion of interest in business ethics can be traced to
stakeholder ideas. Excessive levels of executive pay and the way that these have often
gone hand in hand with company downsizing and all its negative impacts on employees
and local communities undermine the legitimacy of the demand for 'shareholder value'.
Corporate failures and associated pension fund collapses threaten both the basis of the
traditional psychological contract as well as the 'license to operate' that underpins the
privileges afforded by society to corporate entities. Globalisation has also brought with it
the rise of the single-issue pressure group and a heightened visibility to corporate
practices - the use of child labour, environmental damage, corruption - that might
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formerly have remained hidden from sight. The importance that is now given to
corporate value statements, as well as the board's role in creating corporate ethics
codes, and social and environmental reporting all reflect an acknowledgement of a
wider set of corporate obligations beyond the delivery of shareholder value, or at least
insist that such performance must be realized within certain ethical constraints.

The most direct contribution of stakeholder ideas to company performance is to be
found in Kaplan and Norton's (1992) ideas about the Balanced Scorecard and the
revolution in performance measurement that this has encouraged. Kaplan and Norton
acknowledge the power of measurement on performance, as well as the potential
distortions on operational effectiveness that can arise from purely financial accounting
measures like earnings per share or return on investment.

The Balanced Scorecard embodies key stakeholder interests in a firm-specific set of
measures that link important operational drivers to financial performance. It therefore
provides managers with a way to explore the inter-dependencies between customer’s
needs and what the company must do operationally to meet these needs and sustain
competitive success. It has both an immediate performance focus as well as pointing to
key areas for continuous improvement and innovation. Kaplan and Norton suggest that
the orientation of traditional performance systems is the 'control' of individual behavior
through measurement. By contrast, the focus of the Balanced Scorecard, they suggest,
is 'strategy and vision', that establishes goals but then promotes initiative and learning -
both individual, team, and across-functions - in pursuit of such goals. From this
perspective, the key role of senior executives and the board lies in the setting of
company strategies and vision. High performance depends on the board's
understanding of the key business and competitive drivers, its capacities for strategic
thought, as well as its communication and leadership skills in relation to staff, customers
and financial markets

SOCIOLOGICAL THEORY

This theory is focused on board composition and the implications for power and wealth
distribution in society. Problems of interlocking directors and the concentration of
directorships in the hands of a privileged class are viewed as major challenges to equity
and social progress. In this theory board composition, financial reporting, disclosure and
auditing are compulsory to promote and growth of equity and fairness in society.

Check Your Progress B

Note: Choose the right option
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1describes the relationship between principal
and agent. Principals expect that agent should act according to them and
make decisions in the interest of them.

a. Sociological theory
b. Agency theory

c. Balanced score card
d. Stewardship theory

2focused on board composition
and the implications for power and wealth distribution in society.

a. Sociological theory
b. Agency theory
c. Balanced score card

3.assumes that managers are basically
trustworthy and attach significant value to their own personal reputations.

a. Sociological theory
b. Agency theory
c. Balanced score card

d. Stewardship theory

4 'strategy and vision', that establishes goals
but then promotes initiative and learning or both individual, team, and
across-functions in pursuit of such goals.

a. Sociological theory

b. Agency theory

c. Balanced score card

d. Stewardship theory

5. Balanced score card was givenby - - - - - - - - ---- ----

a. Kaplan and Norton
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b. Donaldson and Preston

SUMMARY

Corporate governance refers to the set of systems, principles and processes by which a
company is governed. They provide the guidelines as to how the company can be
directed or controlled so that it can fulfill its goals and objectives in a manner that adds
to the value of the company and is also beneficial for all stakeholders in the long term.
Stakeholders in this case would include everyone ranging from the board of directors,
management, shareholders, customers, employees and society. Corporate governance
is based on principles such as conducting the business with all integrity and fairness,
being transparent with regard to all transactions, making all the necessary disclosures
and decisions, complying with all the laws of the land, accountability and responsibility
towards the stakeholders and commitment for conducting business in an ethical
manner. Major issues in corporate governance reports have included the role of board,
risk management and corporate social responsibility, the quality of financial reporting
and auditing, director's remuneration. Agency theory describes the relationship between
principal and agent. Principals expect that agent should act according to them and
make decisions in the interest of them. This raises the prospect that the executive, as
agent, will serve their own interests rather than those of the owner principal. To counter
such problems the principal will have to incur 'agency costs'; costs that arise from the
necessity of creating incentives that align the interests of the executive with those of the
shareholder, and costs incurred by the necessity of monitoring executive conduct to
prevent the abuse of owner interests. The stewardship theory assumes that managers
are basically trustworthy and attach significant value to their own personal reputations,it
defines situations in which managers are steward whose motives are aligned with the
objective of their principals. Stakeholder theory suggests the practical value of
accountability to shareholders even if a board takes other interests into account in its
conduct of a firm. Sociological theory is based on the focused on board composition and
the implications for power and wealth distribution in society.

Keywords:

Dividend: Distribution of profit to shareholders
Agency cost: Cost which is inflicted by agency problem is called agency cost

Agency problem: Problem when agents are not able to take decision in the interest of
principal.

Agency Theory: Agency theory describes the relationship between principal and
agent. Principals expect that agent should act according to them and make decisions in
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the interest of them. This raises the prospect that the executive, as agent, will serve
their own interests rather than those of the owner principal

Stewardship theory: Stewardship theory defines situations in which managers are
steward whose motives are aligned with the objective of their principles

1.

ANSWERS TO CHECK YOUR PROGRESS

Check your Progress A

Check your Progress B

LN

O 0O Qo

REFERANCES AND SUGGESTED READINGS

Allen, D: An Introduction to Strategic Financial Management, CIMA/Kogan Page,
London.

Brealey, Richard A. and Myers, Stewart C, Principles of corporate finance, Tata
McGraw Hill.
Chandra, Prasanna: Financial Management, Tata McGraw Hill, Delhi.

TERMINAL AND MODEL QUESTIONS

What do you mean by corporate governance? Discuss its need importance and

major issues in corporate governance.

2. Do conflict of interest in management and stakeholder can occur? Discuss
agency theory.

3. Critically explain theories of corporate governance?

4. Explain agency theory and stewardship theory of corporate governance. What is

major difference in these theories?
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Summary
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OBJECTIVES

After reading this lesson, you should be able:

To understand the capital market efficiency.

To explain different types of efficient market.

To study relationship in information and price of security.

To understand evaluation techniques of different type of efficient market.

INTRODUCTION

Price of security is sensitive to dissemination of company news. News which has
positive impact on price of security is positive news and news which has the negative
impact on price of security is negative news. News if distributed in public is public news
and news that is not distributed to public is private new. In this topic we will study the
relationship of the news on the price of the security. In efficient market, each and every
news (public or private) has its impact on the price of the security.

MEANING OF EFFICIENT MARKET
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The concept of efficient market with respect to information was introduced by Fama
(1970). Efficient capital market is market where the price of a security (such as a share)
accurately reflects all available information. If the new information is received in the
market, the reaction of market prices to new information will be instantaneous and
unbiased. An efficient capital market is characterized by the rapid adjustment of security
prices to the arrival of new information so that they reflect this information and enable
investors to make well-informed investment decisions. Investors enter a capital market
to buy or sell a security at a certain price that is justified by the prevailing supply and
demand. To determine appropriate price, the market participants should be able to
acquire timely and accurate information on the volume and price of past transactions.
These historical data determine current bids and offers.

Efficient Market as per
According to Fama (1970)

~ A market in which prices always “fully reflect available information is efficient |
According to Malkiel (1992)

“A capital market is fully efficient if it correctly reflects all information in determining
security prices. Formally, the market is said to be efficient with respect to some
information set... if security prices would be unaffected by revealing that information to
all market participants. Moreover, efficiency with respect to an information set... implies
that it is impossible to make economic profits by trading on the basis of [the information
in that set]|

The efficient market hypothesis (EMH) holds that investors, who buy securities at
efficient prices, should be provided with accurate information and should receive a rate
of return that implicitly includes the perceived risk of the security. The fundamental
value of securities is the present value of the expected cash flows that investors will
receive in the future. To anticipate these cash flows, the market should reflect all new
available information in current security prices so that investors may use this information
as the best forecasting tool of future value. The term "new information" implies
information that was not known before and could not be predictable, because if it was
predictable it would have been integrated in the security prices. In this aspect, securities
trade at their fair value protecting investors from buying undervalued stocks or selling
overvalued stocks.
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Assumptions of Efficient Capital Market

In an efficient market, participants actively compete and seek for profit maximization on
the grounds of accurate prediction of future cash flows of individual securities, EMH
assumes that an efficient market requires

1.

Large Number of participant: In an efficient market there are large number of
buyer and seller of the securities, the aim of all the participant of buying and
selling securities is to increase profitability from portfolio of securities. They try to
predict the fair price of the securities.

Information: Price of the securities is affected by the market information. There
is free flow of market information, and information keep on coming and there is
immediate effect of information on price of securities.

Profit-maximizing investors: Profit-maximizing investors, who adjust security
prices upon release of new information.

Different Price Reactions: There are two type of price reaction to the market
information, these are;

1.

Instantaneous price reaction: An instantaneous price reaction would, in
practice, mean that after new information becomes available, it should be fully
reflected in the next price determination in the market.

Non-instantaneous price reaction: If the market fails to react instantaneously,
what simple rules can share traders follow to generate excess profits? So if the
information does not have instantaneous reaction then investor either can gain
heavily or loss heavily. There will be biasness in estimation of prices of
securities. These can be

Overreaction: A biased response of a price to information in which the initial
price movement can be expected to be reversed.

Under reaction: A biased response of a price to information in which the initial
price movement can be expected to continue.

TYPES OF EFFICIENT MARKET

There are three types of efficient market

J J

Weak-form efficiency  Semi-strong form efficiency Strong-form efficiency

1. Week Form of Efficiency: The information contained in the past sequence of

prices of a security is fully reflected in the current market price of that
security. The weak-form efficient market hypothesis assumes that current security
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prices reflect all the information available in the market including the historical
price data, total trading volume data, and rates of return. Since the hypothesis
assumes that security prices already reflect past information, it implies that the
future rates of return should not depend on historical data, but instead, they
should be independent. Consequently, in order to gain from buying or selling
their securities, investors should not base their decisions on technical analysis or
the study of past rates of return.

Semi-Strong form Efficiency: Semi strong form of market assumes that all
publicly available information is fully reflected in a security's current market
price.The semi-strong form efficient market hypothesis assumes that security
prices adjust quickly to the new information available in the market and they
reflect all public information, namely historical price data, total trading volume
data, rates of return, earnings, dividend payments, Price/Earnings (P/E) ratios,
book value (B/V) ratios, market value (M/V) ratios, stock splits, and economical
and political news. Since the hypothesis assumes that security prices reflect all
public information, it implies that investors, who buy or sell securities based on
new public information, should expect profits that reflect an average risk-rate of
return after trading costs are calculated since the new public information is
already incorporated in security prices. Therefore, investors base their
investment decision making on fundamental analysis and the study of a firm's
financial statements.

Strong-Form Efficiency: Strong-form efficiency assumes that all information,
whether public or private, is fully reflected in a security‘s current market price.The
strong-form efficient market hypothesis integrates both the weak-form EMH and
semi strong form EMH assuming perfect markets. Information is cost-free and no
group of investors can control the market with monopolistic access to
information. Therefore, investors cannot base their investment decisions on
technical analysis, fundamental analysis or inside information, but on the other
hand they should consistently expect profits that reflect an above average risk-
rate of return.

In strong form of the efficiency an investor cannot earn abnormal returns from
having inside information. If this were true, investors would have no incentive to
seek information. The information is useless for the investor if he is not able to
generate the abnormal gain from the information, if the market is less than strong-
form efficient, there are incentives for investors to seek information. Capital
market can be efficient only if at least one investor believes it to be inefficient.
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Activity-1

Describe types of efficient market

EVALUATION OF MARKET EFFICIENCY

Fama had classified the markets in three forms week form of efficiency, semi strong
form of efficiency, and strong form of efficiency. He used the research methodology to
evaluate the efficiency of capital market, he used the following methodologies:

1. Tests of returns predictability
2. Eventstudies

3. Tests for private information
1. Test of return predictability

The test of return predictability tries to predict the price of securities on the basis of
past events. The present price of security is totally adjusted in efficient market by the
past available information. There are three aspect of return predictability;

a. Relationship between past and future returns
b. Seasonal effects in returns
c.c Predicting returns on the basis of some other forecast variable

a. Relationship between Past and Future Returns: In an efficient market, all
information in past prices should be reflected in current prices. In week form
of efficiency there are many tests for predicting the future return with the past
information.

i. Random Walk Theory: Early tests focused on random walk hypothesis.
In 1900, a French mathematician named Louis Bachelier wrote a paper
suggesting that the security price fluctuation were random. In 1970
Fama stated that the efficient market fully reflect the available
information. If the market is efficient, the security price reflects the
normal returns for the level of risk.
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ii. Serial Co-relation Test: Serial dependence in daily returns can arise from
end-of-day price quotes that fluctuate between bid and ask (Roll,
1984).To test the independence between the successive price change
of security serial co-relation technique is used.Serial co-relation studies
the co-relation co-efficient in series of number with the lagging value of
the same series. The current change in price is correlated with the
previous price change. Scattered diagram can be used to find out the
correlation. But many studies conducted on security price movement
have failed to show any correlation. Fama conducted serial correlation
for 30 stocks for period 1958-62 with different t periods from t+1 to
t+10. The result of serial co-relation are found to be insignificant, if
there was some correlation between the prices still the chart was not

able to predict the future price of security.
iii. Runs Test: Runs test are conducted to find out whether the series of price

movements have occurred by chance. A run is an uninterrupted
sequence of same observation. The consecutive rise in price was
considered as positive run and decline is considered as negative run.

iv. Short Term Predictability: There were different test done by different
researcher to predict the price of security in short run. Evidence from
different researcher is mixed. Lo and MacKinlay (1988) find positive
serial correlation in weekly returns.A re-examination of more recent
data by Lo and MacKinlay (1999) finds the result is no longer as strong
as previously found. Conrad and Kaul (1988, 1989) studied serial
dependence in weekly stock returns.They point out that if the expected
returns follow an autoregressive process, the actual returns would be
described by the sum of an autoregressive process and thus follow the
autoregressive and moving average (ARMA). The autoregressive and
moving average coefficients would be expected to have the opposite
signs.If current expected returns increase, it may signal that future
expected returns are higher, but stock prices may fall in the short run
because the future cash flows are discounted at a new higher rate. The
two effects offset and returns could have small autocorrelations.
Estimating ARMA models, they found that the autoregressive
coefficient for weekly returns on stock portfolios is positive, near 0.5,
and can explain up to 25% of the variation in the returns on a portfolio
of small-firm stocks. Brailsford and Faff (1993) find positive serial
correlation in daily returns for top 50 stocks on ASX. Brailsford (1995)
examines returns over 5-minute intervals within a trading day He
examine the strong evidence of positive serial correlation.

v. Long Range Predictability: There was another group of researchers had
suggested that there might be other kinds of inefficiency that will be
detected only by taking a long-term view. They have view that the
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pricing errors that are eliminated so slowly that it could take years for
the market to eliminate the errors. Fama and French (1988) find
evidence of this kind of behavior in stock returns. In a weak-form
version of relative predictability, past stock prices or returns are used
to form the groups.If past winner (loser) stocks have predictably higher
(lower) returns, we have continuation or -momentum‘. If past winner
stocks can be predicted to have lower future returns, we have
_reversals‘. Relative predictability can be evaluated by viewing across-
sectional regression - an approach taken by Jegadeesh (1990).

Lehman (1990) finds some evidence for reversals in the weekly returns
of US stocks. Jegadeesh(1990) finds some evidence for reversals at a
monthly return frequency. Jegadeesh and Titman (1993) find that
relatively high-past-return stocks tend to repeat their performance over

3 to 12 month horizons. They study US data for 1927-1989, but focus
on the 1965-89 period. DeBondt and Thaler (1985) find that past high-
return stocks perform poorly over the next 5 years, and vice versa, a
form of relative predictability. They interpret reversalsin long-horizon
relative returns as evidence that the market over-reacts to news about
stock values, and then eventually corrects the mistake.Several studies
have found evidence of long-run share  return reversals: Lee and
Swaminathan (2000) and Jegadeesh and Titman (2001) for the US,

and Brailsford (1992) and Allen and Prince (1995) for Australia .

Seasonal Effects in Returns: There was presence of seasonal effect on returns
of stocks; several studies were conducted to prove this. In USA, the average
return on stocks were five times more than average returns in rest of 11 months.
In Australia December and January together contribute more than half the yearly
return given by stocks. Possible reason for this can be year end closing and
adjustments of taxes for year. Investment strategy, in which the tax rules make it
attractive for an investor to sell certain shares just before the end of the tax year,
so that they can, do tax planning in better way. The studies were conducted to
find out turn- of - the month on stock returns and it was found out that on
average, share prices increases abnormally at the start of each month, Evidence
of such effects in the US, Australia, UK, Switzerland and West Germany were
noticed. Studies were conducted on daily price movement of stocks and return
predictability and found out that the average return of market was negative on
Mondays and positive on Friday. Study done by Rubenstein (2001) showed that
the Monday provides best returns and Thursday provides the worst returns.
There are large positive average returns on the days preceding public holidays.
Few studies shows relationship of intraday movement of stock timing and return
on stock, Hodgson (1992) finds positive returns in opening and closing trading
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intervals (10 minutes) and negative returns mid-morning and afternoon.Positive
return on opening may be result of overreaction to news released during market's
closure.

Predicting Returns on the Basis of Some other Forecast Variable: There are
few more theories which show relationship to stock returns these are

I Small Firm Effect: The theory of small firm effect maintains that investing
in small firms or firms who have lesser market capital provides superior risk
adjusted returns. Benz found that the size of the firm has been highly co-related
with returns. Several other studies confirmed the relationship of return and small
size of firm. The risk associated with the investment in small size firms is also to
be calculated. The correct measurement of risk and return of portfolio of small
size firm tends to eliminate at least 50% of the small size effect.

ii. Dividend Yield Effect: Dividend yield can be calculated by Dividend per
or Market price per share. It was studied that when dividend yield is high the
beta adjusted return on stock is also high. So this shows that there is relationship
between the dividend yield of the stock and beta adjusted stock returns.

iii. Price Earning Effect: Price earning is ratio of earning per share and
market price per share. Many studies have provided that the stock with low price
earnings ratio yields higher returns than stock with higher PEs. This is known as
low PE effect. The results show that low PE portfolios experienced the superior
returns relative to the portfolio with higher PE ratio.

iv. Book to Market Value Effect: The firms have two valuation book value or
market value. Book to market value of firm is book value of a company's equity
divided by market value of the company‘s equity, even after adjusting for beta
risk. There is a relationship between share returns and book-to-market ratios.
Fama and French (1992) found that companies with low book-to-market ratios
tended to earn low returns, while companies with high book-to-market ratios
tended to earn high returns. Australian evidence of relationship of book to market
value and return is mixed.Halliwell, Heaney and Sawicki (1999) finding no effect,
while Faff (2001) using a later sample finds evidence of the book-to-market
effect.

vi. Filter Effects: A filter rule states that a transaction for a security should
occur when its price has changed by a given percentage over a
specified period of time. For example, Alexander [1961] suggested that
one might infer that a price increase of a given proportion indicated an
upward trend, and should serve as a purchase signal. He concluded
that there were identifiable trends in security prices, though his study
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was somewhat unsophisticated by today's standards. For example the
stock price range is 20-30 and filter is placed at 10%. So the chances
of high return is very increased when it crosses 22 and same way

3.5CHECK YOUR PROGRESS A
Note: Choose correct option

1. When the price of the security reflects all the past information it is a

a) Week form of efficiency

b) Strong form of efficiency

c) Semi strong form of efficiency
d) None of these

2. When all the information public or private is immediately reflected in the price
of security itisSa ......cooovvvviiiiii e,

a) Week form of efficiency

b) Strong form of efficiency

c) Semi strong form of efficiency
d) None of these

3. When all the publically held information is immediately reflected in the price of
SECUNMtY ItiS @ wuvveeieee e

a) Week form of efficiency
b) Strong form of efficiency
c) Semi strong form of efficiency

d) None of these

chances of price fall are very high when it come from 30 to 27, or 10%
fall from high.

2. Events study
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3. Efficient market hypothesis requires security prices to adjust instantaneously to
an event, such as a public announcement. As per semi strong form of market the
price reaction to public information is very rapid. The prices not only reflects the
past prices data, but also the available information regarding earning of
corporate, dividend, bonus issue, right issue, merger, acquisition and so on. In
semi strong market the few insiders can earn profits on short run price changes
rather than investor who are not having insider information.

Event study is a research method that analyses the behavior of a security's price
around the time of a significant event such as the public announcement of the
company‘s profit. So price of the stock is determined by demand and supply of stock
with increase in demand the price increases and with the decrease in demand price
decreases in semi strong market if positive news is flashed then the demand of stock
increase resulting increase in prices and if negative new is flashed the supply of stock
increase and demand decreases, resulting in decrease in stock prices. So event study
is research method, which shows the relationship of public new and its effect on price
movement of stock. In event study the following questions are to be answered

= Whatis the (new) information?

= When was it announced?

= Were there abnormal returns associated with its announcement?
Fama, Fisher, Jensen and Roll were the forerunner in examining the semistrong form of
EMH, they analysed the effect of stock split on share prices. The authors have
developed a method to compute abnormal returns by using simple regression
techniques. To estimate the returns, the security returns were regressed against the
return of the stock market index. The equation is given below

Ri,t = o ;+ BiRm,t+ Ui,
where

Rit= rate of return on security in period t
Rmt= rate of return on the market index in period t

ai = constant in regression equation

Bi = slope of regression equation (beta of security i)
uit= Disturbanc e term for the time period t

The authors have reviewed the hundred of the cases of efficient corporations and
dissimilar sample period to study the effect of the stock split. They examined the 940
cases of stock split. The price behavior was studied 29 months prior to and after the
date of stock split. According to them the simple strategy of buying the stock after the
stock split would not appear to produce abnormal returns. The study results of the
authors provide evidence for the semi strong form of market efficiency.
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Activity-2

Explain event study

3. Test of Private Information

The strong form of the market states that all the information is fully reflected in security
price. This is extreme hypothesis which most of the observer believe not to be realistic.
The strong form of the market efficiency believes that not only public information but
private information is not relevant for investor and all the public and private information
are immediately reflected in stock prices. So the information public or private does not
give any chance to earn extra profit. The test of the private informationcan be done on
the investors who consistently earn abnormal profits. These can be

a. Corporate insider: Corporate insiders include major corporate officers, directors,
and owners of 10% or more of any equity class of securities who have more
access to insider information. Insiders must report to regulatory authority each
month on their transactions as insiders. These insider trades are made public
about six weeks later and allow for study.

b. Stock Exchange Specialists: Stock exchange specialists have monopolistic
access to information about unfilled limit orders of the stock that are traded on
stock exchange. You would expect specialists to derive above-average returns
because of their superior information about the trading of stock.

c. Security Analysts: Security analysts are the persons or firms who are having
more access to private information; they keep on analyzing the stock movement
they are also in touch with management of the company.

d. Professional Money Managers: Money manager are the person or firms which
manages the money of investor and channelize money to earn extra returns for
the investors. Most of the Risk-adjusted returns of mutual funds generally did not
match aggregate market performance; mostly they beat the market performance.

Random Walk Model: Many of the test for the strong form of the efficient market
hypothesis deal with mutual fund performance. Jensen had studied the 115 funds over
a decade, He concluded that even through the analysts are well endowed with wide
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ranging contracts and associations in both business and financial committees, they are
unable to forecast returns accurately enough to recover the research and transaction
cost. According to random walk model all the publically available information is fully
reflected in stock prices and further the stock prices instantaneously adjust themselves
to the available new information. According to them the market may have imperfections
like transaction cost and delay in disseminating the information’s to all the market
investors but these sources of inefficiency may not result into excess returns above the
normal returns. The normal return is considered to be earned by naive buy and hold
strategy. The random walk model deals with the absolute price change and not with
relative price change. The prices may move at random but this does not indicate the
there would not be upwards or downward movement of prices.

BEHAVIORAL FINANCE AND THE EMH

Behavioral Finance is growing field of study in finance. The area of behavioral finance
seeks to incorporate how humans actually behave rather than assuming ultra-rational
behavior. Behavioral finance incorporates the ways in which psychology may impact
investment decisions. It has been useful for explaining various anomalies| that we
observe in decision-making that are difficult to reconcile with rationality. Behavioral
finance is study of human fallibility in competitive markets. Behavioral finance suggests
that arbitrage is risky when market participants are behaving irrationally. This irrational
behavior can arise from a belief that a share price will continue to rise (fall) and if it is
not purchased (sold) immediately a profit (loss) will be forgone. So Market sentiment
plays a role in market inefficiency. Sometime when sentiment in market is negative
investors sell the securities at lesser rate either they feel that price will go down further
or will buy at lesser price again. This type of behavior can lead to the formation of what
is often referred to as asset price bubbles. Price bubbles show a strong tendency to
rise of prices for a period, possibly followed by a decrease, which may be quite sudden
and the price of stock deviate from its fundamental price. Bubbles can be rational if
there is a belief of high and increasing future profits. These beliefs justify rising share
prices.

Implications of Market Efficiency

Overall results indicate the capital markets are efficient as related to numerous sets of
information.There are substantial instances where the market fails to rapidly adjust to
public information.

— So, what techniques will or won‘t work?

— Whatdo you do if you can't beat the market?
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Efficient Markets and Technical Analysis: Technical analyst believes that stock
prices move in patterns that persist and are predictable to the informed investor.
Technical analysts develop systems to detect trends and patterns in prices of stocks. If
the capital market is weak-form efficient, a trading system that depends on past trading
data can have no value. So in week form of the efficient market the future price reflects
the past available information.

Efficient Markets and Fundamental Analysis: Fundamental analysis is based on the
belief that the market either ignores some publicly available information, or
systematically misinterprets that information. Therefore, careful analysis of available
information may reveal mispriced securities and, therefore, excess returns can be made
by the skilled fundamental analyst.

Efficient Markets and Portfolio Management: Research indicates that most money
managers do keep pace with the market and keep upgrading the information and trade
on information to beat the market returns. Passive management may outperform active
management and Portfolio Manager build a globally diversified portfolio with a risk level
matching client preferences and Minimize transaction costs (taxes, trading turnover,
liquidity costs).

3.8CHECK YOUR PROGRESS B
Note: choose correct options

1.tries to predict the price of securities on the basis of
past events.

a. Eventstudies
b. Test of return predictability
c. Test of private information
d. None of these

2.shows the relationship of public new and its effect
on price movement of stock.

a. Eventstudies
b. Test of return predictability
c. Test of private information

d. None of these
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3.incorporates the ways in which psychology may
impact investment decisions.

a. Eventstudies

b. Behavioral finance

c. Test of return predictability
d. Test of private information

4.can be done on the investors who consistently earn
abnormal profits.

a. Event studies
b. Behavioral finance
c. Test of return predictability

d. Test of private information

SUMMARY

Efficient capital market is market where the price of a security (such as a share)
accurately reflects all available information. The efficient markets are of three type‘s a
week market, semi strong market and strong market efficiency. Week market is market
where price of the security reflects the past information. Semi strong form of market is
where price of security is immediately reflected by all the public information. The strong
form of market is market where price of security is immediately reflected by all the public
and private information, this is situation where investor does not earn abnormal profits.
Test of return predictability tries to predict the price of securities on the basis of past
events.Event studies show the relationship of public new and its effect on price
movement of stock. Test of private information is test for strong form of efficiency. This
test is done on the investors who earn abnormal profits.

Keywords:

Week Form of Efficient Market: Week market is market where price of the security
reflects the past information

Semi Strong Form of Efficient Market: Semi strong form of market is where price of
security is immediately reflected by all the public information

Strong Form of Efficient Market: The strong form of market is market where price of
security is immediately reflected by all the public and private information
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Security Analyst: Person who analysis the security

Event Study: Behavior of security on happening of significant event

ANSWERS TO CHECK YOUR PROGRESS
Answer to Check Your Progess A
1. a
2. b
3.c
Answer to Check Your Progress B
1b
2.a
3b
4d
REFERANCE AND SUGGESTED READINGS

Grinblatt, Mark and Titman, Sheridan, Financial Markets and Corporate Strategy, Tata
McGraw Hill.

Excerpt from Robert Hagin, Modern Portfolio Theory, Dow Jones-Irwin, 1979, pp. 11-
13 & 89-91.

Fama, E. (1965): "The Behavior of Stock Market Prices," Journal of Business, 38, 34-
105.

Granger, C.W. and O. Morgenstern (1972) Predictability of Stock Market Prices, Boston,
Heath.

TERMINAL AND MODEL QUESTIONS

1. What do you understand by efficient market? Discuss the different types of
efficient market.

2. Discuss test of return predictability in detail.

3. Write note on

Page 49 of 258



a. Eventstudies
b. Private information
4. What do mean by behavioral finance? Explain the relationship with EMH.
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Lesson 4
CAPITAL STRUCTURE DECISION
Structure
Objectives of Study
Introduction
Meaning of Capital Structure
Capital Structure Theory in Perfect Market
Debt Covenant
Designing of Debt Covenant
Convertibles
Mandatory Convertibles
Summary
Answer to Check Your Progress
Glossary
References and Suggested Reading
Terminal and Model Questions
OBJECTIVES
After reading this lesson you will be able to learn following things

¢ Meaning of capital structure

e Capital structure in perfect market

¢ Meaning of debt covenant

e Types of debt covenants

e Design of debt covenant

¢ Meaning and benefits of convertibles

¢ Meaning and suitability of mandatory convertibles

INTRODUCTION

No business can be run without finance or without money. Finance is one of the key
factors of production. There are several choices available with entrepreneurs for raising
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of finance for the business. It can be raised through equity capital, preference capital,
borrowed capital (short term or long term). Businessman can raise finance through any
one method or can use combination of various methods. Combination of various
method of finance is capital structure. Each source of finance has its pros and cons, so
the businessman or firm has to take decision by taking all these into consideration. Aim
of the firm is to limit the cost of funding and also share the profitability with its
stakeholder, which in turn increase the value of stakeholders. Equity and Debt both are
key sources of finance for business or firm.

MEANING OF CAPITAL STRUCTURE

The major requirement for efficient running of business is requirement of finance or in
other words money is required. There are different sources through which businessman
can mobilize the money for business, it can be equity capital or can be debt. So capital
structure is deciding the optimal mix of equity capital, preferred capital, short term
borrowing or long term borrowing in fulfilling total financial needs of business. The term
capital structure refers to the percentage of capital (money) at work in a business by
type. Broadly speaking, there are two forms of capital: equity capital and debt capital.
Each has its own benefits and drawbacks and a substantial part of wise corporate
stewardship and management is attempting to find the perfect capital structure in terms
of risk / reward payoff for shareholders. So the capital structure means deciding the
optimal ratio for different sources of funds. The two principal sources of finance for
companies are equity and debt. What should be the proportion of equity and debt in the
capital structure of the firm? One of the key issues in the capital structure decision is the
relationship between the capital structure and the value of the firm.

Capital Structure in Perfect Market: To understand the capital structure in perfect
market it is necessary to know what is perfect market

Meaning of Perfect Market: Perfect market has following characteristics

1. Large number of individuals and companies are present in market; none of them
is large enough to distort market prices or interest rates by their own action.

2. All the market participants are free to borrow or lend (invest), or to buy or sell
shares.

3. There is no transactional cost other than interest rate in borrowing and lending
the money.

4. All the investors have free access to all the financial information of projects of
firms, or in other words investors are well informed.

5. Investors are rational.
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6. Firms can be grouped into equivalent risk classes on the basis of their business
risk and investors can invest in other companies of equivalent risk, in order to
earn their required rate of interest

7. Tax system is neutral; there is no tax on income.

CAPITAL STRUCTURE THEORY IN PERFECT MARKET

Modigliani -Miller (MM) have given the theory for capital structure in perfect market.
They assume to Prevail perfect market conditions in their theory and given all the
assumptions which is mentioned above in perfect market.MM approach maintains that
the weighted average cost of capital does not change with the change in debt and
equity ratio or capital structure of the firm. It also gives the operational justification of the
approach. This approach denies the optimum level of capital structure suggested by
traditional view.

Propositions Given by MM:
MM derives the following three propositions

1. The total value of the firm is equal to its expected earning divided by discounted
rate appropriate to its risk class. It is independent of leveraged class.

V=EBIT/KO

Where EBIT= Expected earnings before interest and taxes
KO= Discount rate or overall cost of capital

V= value of firm

2. The expected yield on equity is equal to capitalization rate plus premium.
Premium is equal debt equity ratio times the difference of cost of equity and cost
of debt.

Ke= KO + (K0-Kd) D/S

Ke= Cost of leveraged equity
KO= Cost of unleveraged equity
Kd= Cost of debt

D= market Value of debt
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S= market value of equity

3. The cut off rate for investment decision making for the firm in a given risk class is
not affected by the manner in which the investment is financed. It means that the
cut-off rate for investment proposes is completely independent of the way in
which investment is financed.

The MM approach maintains that the weighted average cost of capital does not
change with the combination of equity and debt in capital structure and market value
of firm is also not affected by leverage ratio of firm. As per the MM approach the total
investment value of a firm depends upon its underlying profitability and risk. The
operational justification for the MM approach is the arbitrage process discussed in
following heading.

Arbitrage process: The term arbitrage means the buying security from one market
where its price is less and selling that security to other market where its price is high
so the price variability in different market is reduced. Suppose there are two firms
equal in all respect, except the capital structure, the shareholders of overvalued
company will sell their shares and will buy the undervalued the shares. This
arbitrage will continue till the market price of two identical firms becomes identical.
So the arbitrage opportunity makes the value of two homogenous companies equal
if they are equal in all respect except capital structure.

[llustration

A firm XYZ limited has investment opportunity in project for 1,000 lacs with following
expected cash flow from project

Strong economy 1400 lacs
Weak economy 900 lacs