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CHAIRMAN'’S STATEMENT

| am happy to note that Dr. V. N. BRIMS Research Centre has brought out its
monograph - License Raj to Liberalisation. Thetitle speaksfor itself. The seachange
inour business environment since 1991 is perhaps unprecedented in | ndian economic
history sinceindependence. There has been aparadigm shift, in approach to economic
policies, which hastouched thelivesof oneandall inour country. It hasalso affected the
World at large since 1991. The country faced, inthewordsof Dr. Manmohan Singh, the
then FinanceMinigter, an‘acuteand degp’ crisis. India sbaance of paymentswasliterdly
inthe doldrums. Seriousremedia measureswererequired. Following devaluation of the
Indian rupee, several measuresof aradical nature had to beinitiated immediately. These
measurespresented, asmentioned earlier, aparadigm shift fromacentraly planned economic
system to amarket driven environment which haschanged mindsetsall over thecountry. It
isgratifying to notethat Mr. Buddhadeb Bhattacharjee, Chief Minister of West Bengd has
goneon recordto say that “ Peopleof our states do not want bandhsand strikes. Still, the
opposition partiesare cd ling bandhsfrequently. Bandh cultureisbad and will send wrong
signals about West Bengal to the World. The people of our state will not tolerate any
bandhsand strikes.” (Economic Times, 8" Jan, 2007).

Thiswork by Dr. Guruprasad Murthy and Shri. Kedar Nijasuretriesto capture
severd measuresof reformsinitiated snce 1991 into aneat format for analyss. They have
identified the economic dimens on of businessasaconvenient point of departure. After
presenting acorporatefinancial model intermsof total management excellencedong with
itscomponent partsnamely operating excellence (management of revenue, costsand capita)
andfinancial excellence (managinginterest, taxesand the proportion of different sources
of finance), they have addressed several issues at the macro and micro levels. The
perspectiveof thiswork isgloba and they havebrought out variousaspectsof liberdisation,
globalisation and privatisation and itsimpact on theeconomy. Themonograph aso presents
financid statisticsbased on CMI E datawhich makesinteresting reading and corroborates
thehappeningsin and around business. Further they have provided excellent examplesof
paradigm shifts, intheIndian economy, which explore the entire gamut of factorsthat
affected thelandscape of the Indian economy inter-faceall itsglobal partners. Incisive
case studies have been presented based on the annual reportsof concerned companies
like Infosys, Nicholas Piramal and others. In their chapter on Vision 2050 they have
attempted aquantification of the nature, extent, direction and pace of changerequired to
achievethelong desired objective of regaining our lost position asasuper economic
power of theWorld. History bearsevidence that Indiaisthecradleof civilisation. Further
Indiawas a major economic power in the past. History bears evidence to this too.
According to an economic historianAngusMaddison ( TheWbrld Economy : Amillennial
Per spective) Indiahad the World'slargest economy in the 1% century and 11™ century,
with a32.9% share of World GDPinthe 1% century and 28.9% in 1000 CE. In 1700,
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when most of Indiawasruled by the Mughal Empire, it had a 24.4% share of World
GDR thelargest at thetime, which fell drastically to 3.8% by 1952. Another estimate of
India’spre-colonid economy putstherevenue of Akbar’sMugha empirein Circal600
at 17.5million GBPR, in contrast to the entiretreasury of Great Britainin 1800, which
totaled 16 million GBP.

Indiaisonce again awakening and thee ephant islearning to dance. If it continuesto
dance, vison 2050 whichisevery Indian’sdream, will becometrue. Indiawill beasuper
economic power!!!

| hopethiswork receivesdue attention by all concerned with the Indian economy.
Every citizenisconcerned withit. | hopesociety at largewill benefit from thispublication.
| wish the publication every success.

Dr. V. V. Bedekar
Chairman, VidyaPrasarak Mandal, Thane
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FOREWORD

“If we command our wealth we will be rich.”
“If the wealth command us we are poor indeed”

Edmund Burke

Thismonograph isan effort to trace the process of economic changethat has occurred
and continues to take place in Indiasince June 1991. Dr Manmohan Singh the then
Finance Minister had said “ The crisesin the economy is both acute and deep. We have
not experienced anything similar inthe history of independent India’ (Finance Minister,
Dr. Manmohan Singh onthefloor of the House, presenting the Budget on July 24, 1991.)

Inaccordancewith therescue package, proposed by IMF/World Bank, aseriesof reforms
wereinitiated vizmonetary, fiscd,, trade, exchangerate, licensing regulations, capital issues,
entry to new players-local and foreign et.al. Thejourney since 1991 hashad itsown
impact on every stakeholder all over theWorld. Indialnc hasbeen, particularly, onits
tenterhooksever since 1991. Over the said period of sixteen yearsthere have been great
stridesand equally great shockstoo. However Indiahasemerged to beaWorld forceto
reckon with-from acountry on the verge of total bankruptcy on the external account
(May 1991) to asituation wherewe need to take account of our foreign currency assets
inbillionsand not meagremillions. Today theissueishow to put our surfeit foreign currency
assets to productive use. It is not without reason that in 2005 the Prime Minister
Dr. Manmohan Singh said “ Today, when | ook back, | am even more convinced that |

was correct to observein my first Budget speechin 1991 that theideaof the emergence
of Indiaasafront-ranking economic power house of theworld economy wasanidea
whosetime hasindeed come” (Prime Minister Dr. Manmohan Singh’ sspeech at the
World Economic Forum, November 2005. )

Thechangeintoneand content of thewordsof Dr. Manmohan Singh and thedifferent
roles, (Finance Minister then and Prime Minister now), bear eloquent testimony to the
arduousjourney of Indialnc and the country at large. Thismonographisasmall effort to
track and tracethe events, episodes and experiencesof thendian economy and responses
of INDIA INCtothechallengesof liberalisation, privatisation and globaisation. Never
beforehaseconomic history of Indiabeenasdynamic, turbulent and volatileasitistoday.
Again, perhaps, never before hastherevolution of rising expectationsbeen aspoised and
provoked for atake off into the process of self sustained growth, to be the World's
economic superpower, (2050) only to regain thelost prestige, power and position of
India’ s—past — amost on al frontsincluding economic. Thiswork isdedicatedto all
thosewho have played animportant rolein India’s economic development since 1991

Research Department - Dr V.N. BRIMS 5




Measures Towards

Globalisation, Liberalisation and Privatisation

INDIAN ECONOMY- SINCE 1991.
TRAVAILSand TURBULENCE

a ° Devduaion N

° Disnvesment

° Dismantling of Licensing Policiesand Monopoliesand
Redtrictive Trade PracticesAct.

° Direct Investment by Foreigners(FDI)

° Direct Investment by NRIS

° De-reservation of Industries Reserved for
Public Sector Undertakingsto Private Enterprises

° Divestment of Quantitative Restrictions

° Decreasein Customs Tariffscoupled with liberalised imports

° Decreasein Income Tax Rates.

° Dragtic Financid Reforms

° Declining Interest rates.

° Disclosurestowardstrangparency, accountability, ethical
practices, objectivity andinformation security toimprove
corporate governance.

g ° De-reservation of itemsreserved forsma | scaleindustries

and risento the occasion and responded proactively and positively, by and large, to the
exigenciesof the‘ acuteand deep’ Situation that emergedin May 1991.

Dr. Guruprasad Murthy

Director Research,
Dr.V.N.BRIMS

Shri. Kedar Nijasur e, Chartered Accountant
Lecturer, Dr. V.N. BRIMS
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“If the rich had spent their new wealth on their own
enjoyments, the world would long ago have found such a
regime intolerable. But like bees they saved and
accumulated, not less to the advantage of the whole
community... (they) were allowed to call the best part of
the cake theirs and were theor etically free to consume it,
on thetacit underlying condition that they consumed very
little of it in practice. The duty of ‘saving’ became nine-
tenths of virtue and the growth of the cake the object of
true religion.”

-JOHN MAYNARD KEYNES,
THE ECONOMIC CONSEQUENCES OF PEACE

/

SECTION1 - INTRODUCTION

This Section addresses the following :

Economic Dimension of Businesses

Corporate Financial Objectives

e New Measures of Corporate Financial Performance
e Towards a Corporate Financial Model Measuring :
v Operating Excellence
v Financial Excellence
v Total Management Excellence

Research Department - Dr V.N. BRIMS 13




Introduction

Every busnesshasitsfirst dimens onaneconomicdimension. Enterprise, assesses
its performancethrough aresult —resourceratio or ratio of output —input. In economic
terms, output refersto profit after interest and tax and input refersto the contribution
made by the ownersviz equity shareholders ( equity share capital plusreservesand
surplusaso known asnet worth) Thisratioisknown, al over theWorld, asreturnon
equity (ROE) or return on net worth (RONW) whichis aspecific version of returnon
investment (ROI).

ROE isthereturnsfromtheownersperspectiveand isexpressed e ther asapercentage
or asaratio commonly known as earnings per share (eps). Thesaidratio ( ROE)
indicatesthe productivity of every rupeeinvested by the equity sharehol der or thefinancia
worth of every equity share held by a shareholder. ROE or earnings per shareisan
universally acceptedindicator of economic performance of enterprisefrom theview point
of ownerswelfare. Top management are hired primarily to protect theinvestments made
by shareholdersand they (top management ) are accountableto theboard of directors.
Ultimately theboard of directorsisaccountableto the shareholders. Eventudly, al actions
taken by the business should maximizethe ownerswedth. Intheultimate analysis, the
market val ue of the businesshasto be maximized on acontinuousbass.

R.O.l in General Motors

ItsBearing on Organization

- Itincreasethe morale of the organization by placing each operation onitsown
foundation, makingit fed that itisapart of the corporation, assumingitsownrespongbility
and contributing itsshareto thefina resullt.

ItsBearing on Financial Control

Deveop satisticscorrectly reflecting therd ation between thenet return and theinvested
capital of each operating division-thetrue measure of efficiency-irrespective of the
number of other divisions contributing thereto and the capital employed within such
divisons

I[tsBearing on Strategic | nvestment

It enablethe corporation to direct the placing of additiona capital whereit will result
inthe greatest benefit to the corporation asawhole.

Source : Alfred P. Sloan, My Years with General Motors P 50.Co. Eds. J Mcdonald and C
StevensDoubleday Publications, 2006, USA

AlternativeYardsticks

Over theyears, dternativeyardsticksof performance haveemerged likeeconomic
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value added, productivity per employee, ecologically sustainable return on investment,
unit cost productivity, cash driven returnson investment —may be equity investment or
eveninvestment understood astota assetsor capital employed. Infact research hasshown
that cash driven returnsare morereliabl e than returns based on book profits. Hencethe
future measures of financial performance may hover around cash rel ated measuresrather
than mere statistics based on accounting or book profits. Further, in future, multiple

measures may emergein lieu of the single measure concept.

Box 1
4 Objectivesof Financial M anagement N
Wemay definethe objective of financial management as:
* continuousimprovement inthe result-resourceratio;
OR
*  continuous maximization of theowners wedth;
OR
*  continuous maximization of thepresent valueof owners wealth;
OR
* continuous maximizationof present valueof returnonowners capital.
- /
Box 2
4 Obj ectives of Financial M anagement N
“What specific assets should an enterprise acquire ?’
- “What total volume of funds should an enterprise commit 7’ and
- “How should thefundsrequired befinanced”
- “Andternativeway of stating the content of thesethreerelated
questionsisasfollows;
e Howlargeshould anenterprisebe?
e Howfastshoulditgrow ?
e Inwhatformshouldit holditsassets?
e What should bethecomposition of itsliabilities?’
Source: EzraSolomon, The Theory of Financial Management,pp 8—9
\_ Oxford University Press 1961 Y,
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Net Present Value

The concept of ‘ present val ue of future benefits’ will haveto takeinto account the
followingfacts:

*The owner ismaking asacrifice of resources( C) today.
*The owner expectsabenefit (B ), per year, over futureyears(nyearssay)
The present value of future benefits can be given by thefollowing expression:

n

(1+ k)"

where Bi = prospectiveyieldsexpected over the economiclifeof aproposal at the
end of each year ; and

K= discount rate used asthe cut off point.

Thefind valueto shareholdersisgiven by thedifference between the present value
of future benefitsand theinitial commitment of capital (C). Thisdifferenceisknown, in
financia parlance, asNet Present Value (NPV), whichisexpressed infinancia termsas
an absoluteamount. NPV isameasureof performance used to eval uate the worthiness
of investment proposals. Thus theexplicit goa towardswhich financia management must
bedirectediscontinuousmaximization of the present va ueof futurebenefitsof shareholders
investment. Through thisprocessthe market value of the business can be maximized.

Shareholder sVer sus Sakeholders

Though the interests of shareholders and other stakeholders have to
complement their mutual roles and positions, the interests of stakeholders
inter-se tend to be at logger heads. A reconciliation of the mutual interests of
stakeholders is a challenge to management Hence, ‘shareholders versus
stakeholders'.

Box 3

/~ TheSaturn Sory N

Inthe mid-eighties, General Motors, theworld' slargest vehicle manufacturer,
faced strong competition from foreign producersof small, efficient, reliable,
and inexpensive cars. In response to this challenge, GM set up a separate
company to build an entirely new car, the Saturn. The car was designed,
produced, and sold according to the best practicesavail ableat thetime. Workers
were highly motivated, car dealers could not keep up with demand, and
customerswereextremely satisfied withtheir cars. According tothesecriteria,

Saturn was an undeniable successstory.
\_ (Box 3 contd...) Y,
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Box 3(contd.)

/" However, a thetimeof thiswriting, the project had not delivered therisein =~
value of GM’s sharesthat management had hoped would occur. Why?The
Saturn project has not created val ue because most observersthink that itis
unlikely ever to become profitable. Fromthe project’ sinception until the mid-
nineties, GM invested morethan $6 billion to devel op, manufactureand launch
the Saturn. According to knowledgeabl e consultants, thisamount isso large
that, in order for GM to earn an acceptable return for its shareholders, “it
would haveto operate existing facilitiesat full capacity forever, earnmorethan
double standard profit margins, and keep 40 percent of thedealers’ sticker
priceasnet cash flow.”* How long should afirm fund aproject that delightsits
customers, pleasesitsdigtributors, and satisfiesitsemployeesbut fail sto deliver

\_ vauetoitsshareholders? Y,

1J.M.McTaggert, PW.Kontes, and M.C.Mankins, The Value Imperative (The Free Press:
1994), 16.

Theimportant message from the Saturn Story isthat projects, which continueto be
atoll on shareholderswedth, will haveto beexamined for their continuation. Such projects
will be abandoned sooner or later — preferably sooner to protect further erosion of
shareholderswedlth.

Depreciation

Depreciation, anon— cash expense, which isdeducted from revenueto arrive at
book profit isan enigmatic amount influenced by multiplefactorsviz tax and corporate
lawsasd so other laws, method of depreciation, intentions of corporatefinancia policy,
dividend palicies, technological obsolescenceet d.

Anitemwhichistheresult of so many factorsand could possibly bechanged eventualy,
many times even post facto, isnot areliable and durableinput. Hence the exclusion of
depreciation stabilizesthe stati stic and a so providesthe cash flow picture of theenterprise.
Many annual reports show depreciation adjustments and present sloganslike* excess
depreciation charged intheearlier years, nolonger required and credited to reserves’. It
isan unwritten policy but known fact that such excess depreciation contributesto the
creation of hidden or secret reserves.

CashisKing
Box 4
Thereisaparadigm shift in thinking —cash flow measuresarerelatively more
reliablethan book profit measures and stock market pricesof sharesare also
better correlated with theformer rather thanthe latter. Theview takenisthat
thefirm’sshareholdersand debt holders haveinvested cashinthefirmand thus
their expectationsarealsointermsof cashreturns.
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Thus, asaconvenient point of departure ROE, book profit basisand cash profit
basis, canbeafinancia goal.

Financial Performanceisnot theultimateor theonly god . At the outset isshould be
clear that while economic performanceisakey factor which influencessurvival and
prosperity of business, there are other aspectsto the devel opment of any enterprise. An
enterpriseisasocial entity too and hasto contribute to the organic growth of society
through avariety of methods. Since, 1991, whichisawatershedin India' ssocio-economic
history, many paradigm shiftshavetaken place asshownin Table One. Enterprisehasto
positionitsalf to capturethe new paradigmsinitsfold and yet show resultsthat satisfy al
stakeholders. Theinterests of many stakeholdersmay beat loggerheadsyet aright, neat
and delicate bal ance hasto be struck to achieve the end objective of maximizing the
productivity of every rupeeinvested by thebusiness.

STAKEHOLDERS OF BUSINESS

SOCIAL
ACTIVIST
GROUPS
GOVERNMENT
/ OTHER STAFF
AUTHORITIES

CUSTOMERS
PUBLIC

LENDERS
SHAREHOLDERS

VENDORS

The corporatefinancia and other objectivesare conditioned and constrained by the
“push* and * pull * factors.
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Box 5

OnOctober 1, 1974, TheWall Sreet Journal published an editorial lamenting
the prevaent focuson earnings per shareasanindicator of value:

A lot of executives apparently believethat if they canfigure out away to boost
reported earnings, their stock priceswill go up evenif the higher earningsdo
not represent any underlying economic change. In other words, the executives
think they are smart and the market isdumb....

Themarket issmart. Apparently thedumb oneisthe corporate executive caught
up intheearnings per share mystique.

Source : T Copeland, T.Koller and J Murrin, Valuation-Measuring and Managing
the Value of Companies, John Wiley and Sons, INC, P 69

~

/

Box 6

o

AstheWadl Street Journal asserts, the market isnot fooled by cosmetic earnings
increases, only earningsincreasesthat are associated with improved long-term
cash flow will increase share prices. Substantia evidence supportstheview
that the marketstake asophi sti cated gpproach to assessing accounting earnings.
Thisevidence can begrouped into threeclasses:

e Evidencethat accounting earningsare not very well corrected with share
prices.
e Evidencethat earningswindow dressing doesnot improve share prices.

e Evidencethat themarket eva uatesmanagement decisionsbased ontheir
expected long-term cash flow impact, not their short-term earningsimpact.

Source : T Copeland, T.Koller and J Murrin, Valuation-Measuring and Managing
the Value of Companies, John Wiley and Sons, INC, * P77

~

M easur es of Perfor mance

Post liberalization,the measures of performance, used to define corporatefinancia
obj ective, have undergone seachanges. Thefirst paradigm shift isfrom book-profit or
accounting profit to cash flow measures. External forces particularly the market accept
cash as amuch more transparent, reliable and acceptable measure of performance.
Similarly, other measureswhich areimpartial, market driven, arbiter of performance have
emerged.

Research Department - Dr V.N. BRIMS
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Box 7

o

Maximizing ROE (%) or EPS or Cash Flow per shareisafine proposition.
However, theratios numerator and denominator are both driven by internal
records. Whilethe credibility of theserecordsmay not awaysbe doubted, yet
measuresbased oninterna recordsa onemay suffer fromlimitationson account
of bias, predetermined intent and naturd limitationsof computational processes.
Hence, the emergence of anew set of measures, amongst others, viz

e EconomicVaueAdded (EVA)
e MarketVaueadded (MVA)

/

EVA Defined

> Excessprofitsof afirm after charging cost of capital. Thequest for valuewherevaue
Isdefined asthe excessof operating excellenceafter adjusting for opportunity cost of

resources employed to producethoseresults.

Why EVA ?

EVAisa Quantified Measureandit attendsto asmany stakeholdersaspossbleviz
:Lenders, Government,Share holdersand Employees.

Box 8

/

EVA

“Until abusinessreturnsaprofit that isgreater thanitscost of capital, it operates
at aloss. Never mind that it paystaxesasif it had agenuineprofit. Theenterprise
still returnslessto the economy thanit devoursinresources.......... Until thenit
doesnot createwedlth; it destroysit.” PETER DRUCKER

Asdefined by Alfred Marshall : “EVA isameasure of economic profit and
representsthe wealth created by afirm after accounting for the cost of capital
employedinbusiness.”

~

20
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Box 9

(" Driversof EVA—4M’s. N
EVAisdriven by 4 M Sviz Measurement, Management System,
Motivationand Mindsst
e Measurement
EVA isameasure of tota factor productivity
e Management System
EVA isaholistic measure encompassing al segmentsof businessand the
driversof those segmentsincluding planning, organizing and control
e Motivation
EVA isanimportant driver of incentives, rewards, bonuses, compensation
etd.
e Mindset
It bringsabout achangein corporate culture and facilitates asystem of
interna corporate governance which motivatesindividua sand groupsto
_ develop aproactive mindset. )
EVA, anametrademarked by Stern Sewart & Company.
(" Thefinancid N / The chargeon )
benefits capita i.e. (k,xc),
accruingtoa where,
businessout of k,= Cost of Capital
thecapitd &
invested, c=Capitd Invested
= viz,, LESS inBusinessi.e.

Net Operating OwnersFunds

Profit After plus

Tax. Long Term Debt.

\_ (NOPAT) ) _ )

EVAFormula

Net Capitd
EVA= Operding Employed...B

Profit After X

Tax Weighted

Average Cost of
A Capitd...C
EVA=[ (A) MINUS (BXC)]
Research Department - Dr V.N. BRIMS 21




Sear ch for Excellence—Somelnspiration

Petersand Waterman, the management gurus of the 1980s, identified basic practices
whichwere characteristics of the superior performance companiesthey examinedin their
book * Searchfor Excellence; Lesson’sfromAmerica sBest Run Companies( Harper &
Raw, 1982). They concluded:

“ Wefind among the excellent companiesafew common attributesthat unify them
despitetheir different values. Fird...... thesevauesaredmost ways stated in quditative,
rather than quantitativeterms. When financial objectivesare mentioned, they arealmost
alwaysambitiousbut never precise. Furthermore, financial and strategic objectivesare
never stated done. They areawaysdiscussed in the context of other thingsthe company
expects todowell. Theideathat profitisanatural by-product of doing somethingwell,
notanendinitself, isasodmost universa” . With an even moretelling observation Peters
and Waterman condemned the obsess on that some companieshave with detailed financid
objectives. Inless well —performing companiesthey werefamiliar with: * theonly (
objectives) that ( management) got animated about weretheonesthat could bequantified
—thefinancia objectivessuch asearnings per shareand growth measures. Ironically, the
companiesthat seemed the most focussed —those with the most quantified statements of
mission, with the most financial targets—had donelesswell financially than thosewith
broader, less precise, more qualitative statements of corporate purpose.”

Box 10

4 M easur ement of profitability —another thought N
“1t has been argued that profitability isthe primary aim and the best measure of
efficiency in competitive business. However, profitsassuch aremeaninglessunless
related to the equity ( ordinary) shareholder’sinvestment in the business. The
relationship between the capital invested inabusinessand the profitsearned isthe
rate of return on capital employed. Theability to earn satisfactory rate of returnon
equity shareholder’ sinvestment isthemost important characteristic of the successful
“Increased sdlesvolumeisat best ashort termindication of successful growth, and,
without additional information, must beviewed assuch.”

“Inthelong run, increased salesvolume may prove adeceptive guide post if there
isnot aproper return on the capital necessary to support these sales. Real growth
comesfromtheability of management to employ successfully additiona capitd a a
satisfactory rateof return. Thisisthefina criterion of the soundnessand strength of
acompaniesgrowth, for in acompetitive economy capital gravitatestowardsthe
moreprofitableenterprises. Thecompany that ismerdly expanding salesat adeclining
rate of return on capital employed will eventually be unableto attract expansion
capital. Thusany measurement of acompany’ seffectiveness must be based on the

successful employment of capital.”
\_ Source: J.Szer, An Insight into management accounting, Pelican ( 1975) Y.
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TABLE ONE
Paradigm Shifts Since 1991

Closed economy To Open economy

Controls To Liberaization

Inward looking To Outward looking

Nationalism To Internationalism (Globalization)
Socidism To Progressive resort to market
Planning by direction To Planning by inducement

High interest rate regime To Lower and lower interest rates

L abour driven environment To Management driven

Labour driven operations To Information Technology driven
Sdlf sufficiency within enterprise To Net working and outsourcing
Sellers market To Buyers market

Controlled prices To Market driven prices

Data bases To Information and knowledge society
Highest tax nation To Moderately taxed nation

Tax avoidance To Tax compliance

Profit = Revenue — Cost To Cost = Revenue — Profit

(Sellers market) (Buyers market)

Small scale concept To Sizedriven by economies of scale
Balance of payments deficit To Balance of payments surplus
Middle aged nation To Young nation

Mere Kaizen To Business Process Re-engineering
Commercia ROI To Ecologically sustainable ROI
Maledriven society To Women empowerment
Quantitativeindicesfor economic To Qualitativeindicesfor economic
development development

Politicsof single party rule To Coalition Governments

Poor productivity To Improved productivity

Closed skiespolicy To Open skiespolicy
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“ Perfection is the Objective
Excelence will be Tolerated ”

Lufthansa Cargo — Mission Statement

4 N
SECTION 2

Operating Excellence - Return on Capital Employed (ROCE)

This section addresses the following :
e Revenue Management —Managing Price, Volumeand Mix
e Appreciating INR
e Towards Perfect Competition
e Liberalizationand New Players
e Cost Management

e Paradigm Shiftsin Cost Management
N /

From amongst the different measures an operational corporate financial
objectiveisreturn on equity ( ROE) also known asreturn on shareholders equity
( ROSE) or return on net worth ( RONW). A corporate financial model shown as
Exhibit Two, in the glossary, is used throughout this monograph.
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ROE Again
Box 11

ROE —result of overall organizational efforts— operating excellenceand
excellencewith respect to financia management equalstotal excellencein

management

ROE isaresult of theeffortsput in by al segmentsand employeesof abusiness. It
includes marketing staff for revenue, line management acrossthe global network of a
bus nessfor inputs ( costs) and of coursetheresources, aswell asmix of resources,invested
by the businessas part of asset formation.

Giventhat therearethreeinputsintheratio of ( profitsdivided by investment),
therearethen only threewaysof improving financia performanceviz. improved revenue,
reduced costs (input costsand cost of capitd ) and effective and efficient management of
investments. Mathematically, the options can be expressed asreductionininvestment or
disnvesment . However, whiledisnvestment (divestment ) isan ussful management srategy,
managing investments profitably helpsto sustain ROI. Neverthel ess, divestment ispart
and parcel of businessstrategy to improve economic performance of any business.

Waysof Improving Enterprise Performance

Sales > Volume

— Price per unit

— Best possble currency mix

Costs — Fixed Costs

— Variable Costs
— Cost per unit or Unit Cost Productivity

— Cost of Capital

Investments | ==—=>  Managelnvestments Effectively
andEfficiently

Research Department - Dr V.N. BRIMS 25




Thisverson of threewaysof improving financia performance, truismasit sounds, is
universally valid —at macro and micro level sof business. Paradigm shiftsin economic
management may dter thestatistic used to assay performance. However, universaly the
optionstoimprovefinancia productivity, toreiterate, hover around thethreefactorsjust
cited.

Revenue M anagement \

Revenueisanimportant stream of inflows. Itisaproduct of volumeof sales(units)
and the selling price per unit. Revenues earned may aso comefrom different countries
and hence acurrency mix emerges—revenues asabasket of currency. InIndia, inthe
past foreign currenciesin therevenue mix wasagreat relief because it supported the
external account which wasin bad shape— continuous balance of payments problems
year onyear basis. TableTwo alongside showing RBI’sforeign currency assetsfrom
1991 to March 2006 speaksfor itself about the surfeit of foreign exchange balances of
India, inthe post 1991 period.

TABLE TWO
RBI’sForeign Currency Assets

Year Ending Foreign Currency | % lIncrease
March Assets (USD Mn) - Tover previous | Index 1991 = 100
year
1991-92 5,631 - 100
1992-93 6,434 14.2 114.2
1993-94 15,068 1341 267.5
1994-95 20,809 38.1 369.5
1995-96 17,044 18 302.6
1996-97 22,367 31.2 397.2
1997-98 25,975 16.1 461.2
1998-99 29,522 13.6 524.2
1999-00 35,058 18.7 622.5
2000-01 39,554 12.7 702.4
2001-02 51,049 29 906.5
2002-03 71,890 40.8 1276.6
2003-04 107,448 49.4 1908.15
2004-05 135,571 26.1 2407.5
2005-06 145,108 7 2576.82
2006 (Dec.) 178,000
2007 ( Feb) 180,000

N.B. In March 2007, the RBI’sforeign currency assetswas199.2 billion USD.
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AppreciatingINR

Today Indiaenjoysan appreciating rupee. Our external account isswelling with
reservesand issurging ahead . While astrong currency isahealthy sign, it hasitsown
woes. Corporateswhich areinto exportswould be earning revenuesin acurrency which
isnot asstrong asthe INR and hence the adverse economic impact on the bottom line.
However, these export oriented businesses spend in rupeeswhichisappreciating. Thus
earninginardatively weak currency (USD ) and spending inardatively strong currency
(INR) means that the bottom line of the businessisadversely affected.

Box 12

Thereisaparadigm shiftintheapproach to revenue management fromasearch
for avenuestoimprovethehard currency content to protecting the bottom line
againg thelossof revenueduetofaling vaueof other currencies—say USD in
the immediate context. In June 1991 1 USD = Rs.17.94. Today ( 2.2.07)
“ 1 USD =Rs. 44.1 The highest rate in recent timeswas 1 $ = Rs.48.80
(March2002)

Companiesin the Information Technology (1.T.) Sector and many other sectors
having ahigh export content need to protect their bottom linesthrough variousforex
management toolsand techniques. They aretryingtoinsulatethemsdvesagaing theadverse
andvolatilefluctuationsin currency movements—particularly the USD against whichthe
INR isgaining ground continuoudly. Continuous appreciation of theINR since 2001 has
resulted in lower export realisationsthus making it necessary for more salesdollarsto
meet origind targets.

Whilethel.T. Sector isrdatively fortunate because of ahigh profit margin on account
of better yield and relatively lessoutgo on account of imports( expense), themanufacturing
sector isnot so fortunate. The manufacturing sector’simport content isrelatively higher.
Hence, and otherwise, profit marginsare once again, relatively low. The appreciating
INR ishelpful becauseless payment need to be madefor imports. Thedistortiontothe
bottom lineisrelatively less. Indialnc. isenjoying thevirtuouscircle of an appreciating
INR, because I T sector isexport prone and manufacturing sector isimport prone (raw
materids).

Earlier the exportersdelayed the remittance of USD earnings. Thiswas motivated
on account of adepreciating INR and apotentia gain onaccount of exchangerate. Thus,
dollarsdelayed created short supply which enhanced the value of the USD till March
2002. Subsequently and even today since INR isappreciating enterpriseis hastening
dollar inflows, which hasincreased the supply of USD and pushed up, thistime, thevaue
of INR. It wasthen aviciouscircle (prior to 2002).
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Box 13

Thisisaparadigm shift, againin revenue management driven by aprogressive
movement from balance of paymentsdeficit to arobust swelling external
account, since 1991.1n fact continuous appreciation of acountry’scurrency
creates complications concerning corporate’ srevenuetargets.

Box 14

IMPACT OF THEAPPRECIATION ININR

The continuous appreciation of the Indian rupeevis-a-visthe U.S. Dollar has
put substantial strains on the revenue budget of export oriented companies.
Information Technology (IT) Companiesand companies|like TCS encounter
thisproblem. Thus, evenexcellent performancein salesdoesnot dazzle. It just
looksgood. For instance, though thetota saesof Infosysfor the quarter ended
31 % December 2006 |ooked very good,thefinal impact was not asgood. For
thefull year, Infosyshasa sorevised, marginally upwards, itsprojected topline
growth to over 46% (about Rs. 13,919 crore). EPSgrowth for thefull year is
expected to be 48 % at Rs. 66.63. According to Company’s CFO “Despite
the rupee appreciation by 200 basis points, we maintain our margins. For the
outlook, we havetaken the value of therupeeat 1 USD = Rs. 44.11 and we
continueto hedge proactively.”

Most IT companiesare affected by thefallingU.S. Dollar vis-avisINR. To
offset the samethey look for better revenue productivity, increased license
revenues and reduced overheads. Export oriented companiesin the services
sector like Satyam, Wipro, TCSall suffer on account of the appreciating INR.
A substantial amount of revenue of TCScomesfrom export earningsand quite
abit of thesame comesfrom U.S.A. and Canada. Thethumb rule hereisthat
al per centincreaseinthevalueof therupeeagainst thedollar hasa50 basis
point impact on the operating margins of software companies.

“ Exportersgeneraly want therupeeto remain above45. The problemwill be
if therupeekeepson appreciating” . Federation of Indian Export Organisations
Director Generd Ajay Sahal.

“ Unlikelndia, Chinahascontrolleditscurrency andisnot alowingitto goup.
Asan exporter it isaways difficult if the value of the domestic currency
appreciates. If itisnot checked it will impact economic growth”. Vardhman
Group, Chairman SPOswal.

Source: Economic Times, 22nd March, 2007, New Item : “ Rupee Surge to hurt more
in the future”
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Revenue M anagement —Pricing and Volume

Indiaisacountry with ahuge popul ation—amass middle-classmarket. However,
these marketshaveto be nurtured and cultivated. Markets can emerge only whenthereis
an effectivedemandi.e. want backed up by purchasing power . Prior to 1991, thelndian
economy was essentially acontrolled market with thelicenseraj in action. Enterprise
enjoyed alocal market, which wasfully sheltered from outsidethrough tariffsand quotas
and controlled from inside through regul ationswhich monitored the selling price, sales
volumeand production mixes. Controlsexisted inall markets—factor, output aswell as
financid —capitd and money, markets. Entrepreneursgot used to profit levelsand quantums
under inefficient conditionsof businessoperations. Therewasone and only onetheme:
giventhefarrago of lawsand controlsand all other rules of the game how to maximize
profits. Peopledevel oped aspecid skill to manage and even manipul ate their movesto be
withinthefour wallsof law and yet makethe most by flouting asmany lawsas possible.
Thelndustria Devel opment and Regulation Act laid down restrictionson the maximum
units to be produced through licensed capacities. Yet companies sold more than the
production capacities Corporates used their legal acumen toidentify that thelaw only
restricted production volumes—not salesvolumes. Thiswasafine distinction between
beingwithinthelaw ( produce only what ispermitted ) and selling beyond production —
outsdethelaw if home production exceed limitsand withinthelaw if, through outsourcing,
salesexceeded production. Yet the spirit of controlswasto prevent amonopoly, duopoly
or oligopoly infactor market aswell asoutput market. In fact, controlsweredistorted by
violating theletter of thelaw and truncating the spirit of thelaw. Thelicenserg encouraged
development of talent in aperverted direction and professiona sdevel oped skillsinavoiding
therigours of law that isto say the art of dodging the spirit and letter of law without
breaking thelaw.

Thethemeof managing revenuewasthereforedriven by revenuemaximizationobjective
inacontrolled, regimented, regul ated, license driven environment. Therehasbeen a
traumatic change now —decontrols, dismantling of the monopoliesand restrictivetrade
practices, industria devel opment and regulation act, foreign exchangeregulation act, and
many other businessrelated legidations.

Thefield was suddenly opentolocal players, who had to compete with each other,
and also opentoforeign players. Suddenly the rules of business underwent aradical
changeto thechagrin of local entrepreneursat that stage ( 1991). Enterpriseliteraly were
taken by surpriseand dso grouped themselvesto seek level playingfiddsasmentionedin
Box 15.
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Box 15

" Removi ng theregulatory fetterswasn't easy. The government’sliberalization N
policiesfaced fiff res stancefrom the domesticindustry, which got used tothe
license permit-rg. Thefamed* Bombay Club’ which represented theold guard,
wasled by nonelessthan thefiercely voca Rahul Bajg), whosetwo-wheeler
company sold scooters that had a 10-year waiting period. While Bajg
vehemently refutesany dealingswith the Bombay Club, he doesnot shy away
from hisargument. “What weretheliberalizersdoing till 1991?Althoughthe
PrimeMinister isat heart aliberalizer, surely, there wasno sign of thistill
1991".

Source : Business Today, 15" Anniversary Issue, January, 2007 , p:64

o

Towar dsPerfect Competition - Surviveor Perish

/

Theyear 1991 saw thelaunch of changein nature, content and direction of approaches
to economic management. Thelist of reforms, by no meansexhaustive, ispresentedin
Box 16. Thereformscovered, ascan be seen, changesinfiscal, monetary, tradepolicies
and a so exchangerate management.

Thethemewas compete successfully or perishinthe course of business because of
theinvasive nature of market forcesand the muscle power of new aien entrants. From
small number of producerssuddenly theel dorado of competition, nay perfect competition,
became apotential reality. The grousethat assymetry of information creates market
discrimination does not hold water any more. Theelectronic mediarevol ution hasmade
perfect competitionaredlity. Thus, anamost equilitarian culture emerged in the market
placewhichisnolonger spread at different locations. On the contrary thereisaparadigm
shift becausethe virtual market place hasemerged for the buyer and seller with virtua
banking acting asthemodern day funding intermediary.

Therewasaparadigm shift from asheltered protected market to amarket driven
by competition and market forces allowing only the fittest to survive. Thetheory of
continuousentry and exodus of firms—inefficient firmswithdrawing and efficient firms
entering and surviving becameaway of life.Several examplescan becited asshown in
Box 20.

Thus, revenue management was suddenly afunction of costs, competitiveness,
effective product differentiation, appropriate choice and use of technology and timely
moves — preferably pre-emptive moves. From managing lawsand licensing limits
governing business, enterprise had to shift abruptly, and rather sharply, to business
management inthered sense.
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Box 16

List of Reforms- 1991

Capital Licensing of Industrieswasdiscontinued.

L egidativerestrictionson expansion wereremoved.

Reservation of Industriesfor public sector wasdiscontinued.

Import restrictionson import of foreign technology waswithdrawn.
Industriesreserved for small scale sector were opened up.

The numbersof reserveindustries scale down from 836 to 326in 1991.
SEBI wasformed astheregulator of activitiesin the capital market.

Thefinancia sector opened up the Insurance sector to limited foreign
ownership. Themonopoly of the public sector wasdismantledin favour of
oligopoly. Thiswasto giveway to competition.

The Telecom and I nsuranceregul atory authority of Indiawereformed.

Custom dutieswere brought down an average of morethan 100%in 91
too substantialy lower levels.

Sateleve taxeswerereplaced or transformed to VAT-VaueAdded Tax.
Thishasfacilitated the collection processin the state tax systemand a so
contributed to smplification, rationdization and reasonable uniformity.

Tariff rateshave beenreduced from peaks of 400% to 12.5%

Since 1991 the personal incometax and corporatetax rateshavegradually
been brought down to 30 per cent, dlong with considerablesmplification.
A great change since the timeswhen Indiawas|abelled as the highest
taxed nation with maximum marginal tax rates being abnormally and
arocioudy high.

Fiscal Responsibility and Budget Management Act (FRBM) of 2004,
enjoined thegovernment to diminateitsrevenuedeficit. Fisca deficitisto
be contained to 3% of GDP.

Introduction of servicetax in 1993-1994.

Box 17

Asaresult of thereformsinitiated in 1991 erstwhilelegidation suddenly
assumed a historical statusviz. Industrial Development and Regulation
Act and Foreign Exchange Regulation Act. While FERA became Foreign
Exchange Management Act. The Monopolies and Restrictive Trade
Practices Act was re-christened as Restrictive and Unfair Trade
PracticesAct. Further the capita issuecontrol order wasrendered defunct.

Research Department - Dr V.N. BRIMS

31




Box 18

“Theobsolete system of capacity licensing of industrieswas discontinued; the
existing legislative restrictions on the expansion of large companieswere
removed; phased manufacturing programmes were terminated; and the
reservation of many basicindustriesfor investment only by the public sector
wasremoved. Restrictionsthat existed on theimport of foreign technology
werewithdrawn and anew regime welcoming foreign direct investment,
hitherto discouraged with limitson foreign ownership, wasintroduced.”

Source : Address by Dr. Rakesh Mohan, Deputy Governor, Reserve Bank of India at a
Public Seminar by Institute of South Asia Sudiesin Sngapore on
November 10, 2006.

~

/

Box 19

o

New L egidlations Since 1991
e ThePublicLiability InsuranceAct, 1991

e TheSecuritisation and Reconstruction of financial assetsand Financia
Assetsand Enforcement of Security Interest Act, 2002.

e Specia EconomicZonesAct, 2005
e TheRighttolnformation Act, 2005
e Nationa Rura Employment GuaranteeAct, 2006

~

Liberalisation and New Players

Box 20

-~

= 1991and LATER

Branded Shirts market was dominated by K apitan of Bombay Dyeing,
Sanroseof Mafatlals, Double Bull and Christian Dior. Thereafter foreign
brandslikelndigo Nation, LouisPhillip, Peter England, Scullers(T-Shirts),
Benetton and others have captured the market especially amongst the
affluent class,

= Shaving Bladesmarket wasdivided between Topaz , 7 O’ clock, Gillette,

Wilkinson, Erasmic and others. After liberalisation improved products
likeTwin-Bladesof Gilletteand Electric shaver of Phillipsreplaced ordinary
shaving bladesmarket. Erasmicand Wilkinson have becomeadmost extinct.

Box 20 cont..../
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Box 20 (contd.)

Two wheedlersmarket was confined to Vespaof Bajg and Lambretta of
Automobile Productsof India. Motor bike market wasrestricted to Bullet
of Roya Enfield and Rgdoot of Escorts. Bgjg Autolostitstop positionto
Hero-Hondain Scootersand Bikes market(in 2005) and productsare
now availableoff theshelf. Number of modelsmadeavailableevery year
hasa soincreased dueto competition.

In 1993, the refrigerator market belonged to three brands-Godrej,
Kelvinator, and Voltas-which among them held more than 90 percent of
the market share. By the end of 1994 and early 1995 their combined
market share had eroded to lessthan 70 per cent with the advent of the
newcomers- Videocon, Whirpool and BPL.

In the 1980’ sthe colour TV market was dominated by brands such as
Weston, Nelco, (Blue Diamond), Uptron, and Bush. By 1994 and 1995,
most of these had been replaced by new brands like Videocon, BPL,
Onida, and Philips. Other global brandslike Sony, Akai, and Goldstar had
aready started making inroads.

Inthecivil aviation sector the open-sky policy announced in 1991 created
routesfor eroding themonopoly of IndianAirlinesand Vayudoot. By March
1994, the big five private air-taxi operators (East West, Jet, Damania,
Modiluft and Sahara) had captured 27 per cent of the market. On trunk
routes, their share accounted for 44 per cent of thetraffic. Today thereare
newer airlineslikeKingfisher, GoAir, Spice Jet, DeccanAir. Someof the
arlinesmentioned earlier like East-West, Damaniaand M odiluft areout of
theairlinebusness.

Enter prise had to evolve new ways and meansto manage the top
line (revenue)and bottom line ( profitsafter tax) with themiddle
line ( costs) acting asthe key link.

Box 21

Therewas aparadigm shift in the equations governing businessfrom pr ofit
equalsrevenueminuscost to cost equalsrevenue minuspr ofit. Role of

management accounting underwent amgjor shiftin providinginputsthat hel ped
and guided timely and prudent management decision making, inthe context of
the new eguationinwhich cost becamethekey factor.
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Box 22
4 Target Costing: HLL Paradigm N
SALES=COST + EXPECTED PROFIT

PROFIT = SALES-COST

COST = SALES—-PROFIT

Consumer LedI IOur Ambition

Source: Dr.Guruprasad Murthy and SR.Kale, Role of Management Accounting, pp
30, Himalaya Publishers, 2002 ( Presentation made by Shri.D.Sundaram in

2001 p 30
N P30) Y,

Cost M anagement

COST management acquired utmost importance to sustain the new wave of
competition . Indian producerswereused to high cost production, sellersmarket margins
and resultant super normal profits. Now, therewere new signpostsviz buyers market,
variety of products, number of producersand sellers, cost conscious new entrantsand
market asthearbiter of economic activity. Thedectronic globd village becametherendez
vousfor oneand al. Againand again enterprise effortsto seek level playing fieldsand
crutchesfrom the Government failed and | ndian business had to accept the new order of
theday i.e. aparadigm shift from conditions of closed market to an open market withfree
flow of trade and commercethrough competition. Thusrevenue management depended
upon acompetitive priceand profit per unit wasdriven by unit cost productivity. Hence,
aparadigm shift took place in the algebraic relations with the three factors amongst
themsalvesvizrevenue, cost and profit, asshownin Box 22.And quantum of profitswas
dependent on massvolume of sales. All thethree parametershad to be builtinafreshinto
Indian business, And businessitself wasmoving in atotally new direction with changes
from all quartersbeing announced and initiated by playersfrom different partsof the
World at an unprecedented pace, perhaps unprecedented in the business history of our
country.

The optionsopen to businessinthenormal courseare* high margin—low volume’
or‘ low margin—highvolume. Competitionliterally destroyed the sellersmarket syndrome
and the protected margins as well asamount of profits. Consumer goods, consumer
durablesand other products experienced the heat of competition. Of course, withinthe
competitive market there are exclusive products positioned to skim thecreami.e. high
margin and rather restricted volume.
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Box 23

LouisVuitton (LV) whichisinthebusinessof making expensivewatchespriced
at Rs. 1 crore per piece and other productsliketravel accessoriesand ready-
to-wear linehasapolicy regarding pricing. According to the authorities of the
company “ Our pricesremain constant aswewant our customerstofed they’ve
paid theright pricefor the product. To put the same product on salewould be
shortchanging them.” When there are unsold products (travel accessoriesand
ready-to-wear line)the company prefersto burnthem rather than offering them
at adiscounted price. However, in nichemarket for watcheswhich cost Rs. 1
croreapiecethe company isvery careful about quality. Taking about eight
monthsto manufacture, it comeswith afive-year guarantee. But the more
astonishing aspect is—whether youwant itin gold or platinum, studded with
diamond or rubies, with your initialsengraved or your family crest —theprice
remainsthe same!. Since 2004 the company has sold only 40 watches.

Source : The Bombay Times, 23" Feb. News Item* We burn our unsold products!’
pp 01

/

Box 24

-

Thenew rulesof business, display agreat |earning experienceto operatewith
strangemulti-cultura and multi-racia bedfellowswith symbioticdliancesinthe
factor market, bitter businessbattlesin the output market and hectic competition
infinancia markets. Therulesof the game have changed so much and so fast
that thereisturbulenceand chaosarising out of the actionsand interactions of
friendsandfoeswho aredl thesame. It'sasif that in afootbal matchwhilethe
gameison, thesize of ground could change, players could exchange sides,
umpirescould changerules, goal posts could be shifted, duration of thematch
can be altered after the game has started and the ground itself could bein
motionwhilethegameisbeing played.

SOURCE : Dr.Guruprasad Murthy Dr . V.N.Bedekar Memorial Research Volume
p 70, 2006.

~

/

Thenew rulesof businesswasres sted by many. However, there were enterprises
which did adapt, adjust and adopt |earning and venturing as akey management tool.
Mahindraand Mahindra(M & M) once known for tractorsand jegpshad to ventureinto
businessesfunctionally unrelated to their core competence. Today M & M arein hotels
andreal estatetoo. Similarly, Reliance atextilegiant, onceupon atime, diversifiedinto
telecom and oil exploration. Many other playerslike MESCO, Atul Products, Kedia
Group, Shakti Group not to say about Tatas, Birlas, RPG, I TC, WIPRO and Larsen and
Toubro, ventured into new vistas heralded by the post 1991 liberaization measures.
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Box 25
4 ZeroBased Budgeting— Modusoperandi )

Budget Requesting Unit with Relevant
Respons bility and CommensurateAuthority.

TOMAKE

+ Budget Requedts

¢ StatusQuo Requests

« Statusquo plus Higher, New Budget Request
+ DeNovoBudget Requests

TO SCREEN

Budget Requests' Screening and Processing
(Cost- Benefit Analysisand related tech- niquesto evolve

yardsticksfor assessing economic worthinessof budget requests)

TO RANK
Budget Requestsranking Process

- /

N.B. : ZBB had to be applied vehemently to accommodate and absorb theimpact
of paradigm shifts. Every event—new rules, products, ideas, meant ashift to azero base.
Businesshadto beginabinitio.

COSTASAKEY FACTOR

Cost becamethekey factor toinfluencethesurviva, growth and prosperity of business.
Unit cost productivity acquired great importance and all the hitherto neglected cost
management approaches had to be brought tothefore. Yet, our history on cost management
isunique, perhapsunparalled intheWorld. Indiawasthefirst country in the World to
make cost audit compul sory through the provisionsinserted in the CompaniesAct, in
1965.

Box 26

COSTAUDIT —COMPULSORY SINCE 1965, A supporting, instrument
washecessary “to strengthentheprovisonsrdating toinvestigationinto affairs
of companiesand to providefor moreeffectiveaudit in dealing with cases of
dishonesty and fraud inthe corporate sector”. ( Daftry Shastry Committee)
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Box 27

/" Asper CompaniesAct Section 2338 : “whereinthe opinion of the Central )
Government itisnecessary soto doinrelation to any company required under
clause (d) of sub-section (1) of section 209 to includein its books of account
theparticularsreferred to therein, the Centra Government may, by order, direct
that an audit of cost accountsof the company shd| be conducted in such manner
\ smy be specifiedintheorder by anauditor”. )

Thus, cost audit was very much available asamandatory tool. However, its
presencewasrather perfunctory to be used only to meet prescribed regulations. The spirit
underlying legidationgoverning cost audit wasgrosdy obliterated. However, somecompanies
did practice cost control and cost reduction. Eventhe Government of Maharashtrainitiated,
under the stewardship of late Dr.S.Jichkar, the concept of zero base budgeting.( ZBB)
Theideawasto bring about achangein mindset —greater and better mindsetsfor greater
and better productivity and therefore greater economic performance. ZBB wasused by
corporatestoo.

However, theeffortsweresporadicinafew idandsof excellencewhich werededicated
to the cause of professiona management. By and large the customer had no choicebut to
bear the brunt of cost escal ations of business Therewas no motivation to either employ
professiona management methodsor seek specific gainsthroughimproved cost productivity
or pass on value added featuresto the customer either through product or price. It was
sdleriskinginlieuof the current thought that customer isking.

“The paradigm shift from sdller to customer asthefocal point isapowerful change
transmittingmany compulsory lessonsto business—Indiain particular and theWorld at
largeingenerd
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Theimplicationsof theshiftinthisregard ispresentedin Chart 1.

Chart 1

management function.

Over the past 25 yearsor 0, management accounting hasundergonesubstantial
changesin concepts, application methodol ogiesand variousother paradigms.
With market boundariesno moreexisting businessgoing globa , management.
Thelatter part of the 20th century witnessed the emergence of number of cost
management techniquesthat enabled cost management to be perceived from
atotally different perspectivei.e. how to manage costsstrategically to sustain
competition. The chart below triestolook into somemagjor shiftsinthisvital

Paradigm shift in cost management

i

Areas Old paradigm

Foucs — Sdler’'smarket —
driven cost
Sphere — Locd —
Cost shift — 3 | Cost+profit=price |——y
Approach — Cost control —
Perspective — Internal cost —
control

Orientation — Industry specific —
Functioning — Manud —

COURTESY : Svri. RS \erma, Lecturer, Dr. V. N. BRIMS

New paradigm

Buyer’smarket
driven cost

Globa

Cost = price- profit

Cost management

Strategic cost
management

Multipurpose

IT driven
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Box 29

[ e Chaparral Steel company (USA), founded in 1973, hasbecomeaglobal )
productivity leader intheintensely competitivested industry. Employing
over thousand people, company manufacturessteel productsfor, among
others, the construction, automobile and defenseindustry.

Asan exampleof the benchmark position, Chaparral uses 1.3 hours of
labour to make onetonne of rolled sted whilst best comparableplantsin
the US, Europe and Japan averagewel over fivehours. And, according
to acase study inthe Work in America, the company isan integrated
learning organi sation, one of theworld'slowest cost steel producersand
abest practicebenchmark for employee participationin Human Resource
sub-systemsviz employeeinvol vement and team-based activities, [abour
management partnership, integration of technology and socia systems,
communicationandinformation sharing.

- /

Cost Specifics—Variableand FixedCosts

Costsencountered by businessare of two types- variableand fixed. Theformer
aredriven by volumeunlikethelatter which areindependent of volume for agiventime
period. Inthe sellersmarket environment, hugelevelsof fixed costscould bejustified
because, as mentioned earlier, customer borethe brunt of internal inefficiencies of the
firm. Further because, of labor legidationand judicia decisonsbeing pro-labour, wages
became gticky inthedownload direction. The philosophy of socialism and egdlitarianism
supported the revol ution of rising expectations, whichincluded improved conditionsof
work and monetary quid pro quo sans productivity improvements. Today, courtsare of
theview that any kind of misconduct or indisciplineisto beviewed serioudy. Thiswas
preposterous but true. Theresult wasahigh cost private sector which looked efficient
only vis-avisthewhite elephantsinthepublic sector. ‘UNIT COST” washighbothin
thepublic and private sectors. Theefficiency ( rather inefficiency) wasonly aquestion of
degree. Production volumesof Indian companieswereand arerather pygmy by global
standards. Inthelate eightiesthe so called giantsat homeweregrossly incomparableto
foreign production volume scenario.

The post 1991 scenario has seen changes. Box 30 showsgloba capacitiesof afew
Indian Companies.

Research Department - Dr V.N. BRIMS 39




Box 30

-~

Global Capacitiesof somelndian Companies

v/ KECInternationd, an RPG Group company, istheworld'ssecond largest
producer of transmission towers.

v/ TheAdityaBirlaGroupistheworld' slargest producer of rayonfibre, and
the second largest producer of palm ail

AN

Bajg autoisthethird largest two-wheeler producer intheworld

AN

Arvind Millsisthefifthlargest producer of denimintheworld

AN

Lupin Laboratoriesistheworld leader intheanti-TB drug, ethambutol,
with 70 percent sharein theworld market

Hero Cyclesistheworld'slargest producer of bicycle
Raymond Millsisthefifthlargest manufacturer of worsted suiting

Nirmaistheworld' slargest producer of detergents

S X X

Nicholas Piramal istheWorld'slargest producer of bottlesused to store
finished pharmaceuticol.

Source : Madhukar Shukla Competing through Knowledge-Building a Learning
\_ Organisation, 1997, pp 43 Y,

Mahindraand Mahindraincreased its production level sby 50 % to 60,000 tractors
per annum. Mukand Ironand Steel increased its production from 450 to 2500 tonnes per
annum that isto say by awhopping fiveand haf times. Now, with Laxmi Mittal’sArcelor
and Tata's Corusdeal thesituationinthested industry isdifferent.

However suchincreasesin production are required acrossthe entire network of
businessand that too on acontinuousbasis. Box 31 presentsthe profile of automobile
production onaglobd basis. Theunit cost productivity of Generd Motorsvis-avis Suzuki
Maruti isaquestion of imagination. Evenif weconcedethat in megaenterprisesof theUS
likeWamart, General Motors, IBM and General Electric dis-economies of scalecreep
in. Suzuki Maruti at 21 Lakhsunits per annum (world producation) israther low to reap
economicsof scaethat can provideacompetitiveedgein globa markets. Indianbusinesses
havetoimprovethe*sizefactor’ to gpproach optimal levelsand gain the edge on account
of unit cost productivity, assoon aspossible.
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> Country wiseGlobal Car Production Report Volume-2005

Box 31

Country 2005 (Figuresin Lakhs) )
us 115

Japan 100

Germany 55

China 51

South Korea 37

France 35

Span 27

Canada 26

Brazil 24

UK 18

Mexico 16

India 14

Russa 13

Thailand 1

Ity 10 -

> Company wiseCar Production: Top 15intheWorld
Box 32

Cars 2005 (Figuresin Lakhs)
GM 90

Toyota 71

Ford 64

Volkswagen 52

Damler Cryder 43

PSA Peugeot Citroen 34

Honda 34

Nissan 34

Hyundai Kia 29

Renault-Dacia-Samsung 26

Suzuki-Maruti 21

Fat 19

Mitsubishi 13

BMW 13

Mazda 13 Y.
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PROJECT MANAGEMENT - Pre1991

Theassat base of the country increased in Szebut not intermsof utilizationtowards
improved output. Libera banking facilitiesboth commercia and devel opment added fuel
tothefire. Cheaploansfromthe’ pardld purse’ of theexchequer viz. thelDBI, IFCl and
State Financial Corporationsresulted in acquisition of assets. However, monieswere
sunk in projectswith long gestation period, whose importance was neutralized asthe
immediacy of the project wasnullified and end resultswhichfructified cameinrather late
and lost their value addition potential . Technol ogical advancementsalso created hurdles
for projects compl eted after along gestation period. Obsolescence invaded the projects
which were commissioned after severa yearsof gestation. Timewasandisof essencein
the developmental process—macro aswell asmicrolevels.

Box 33

The time and cost overruns of projectsin the public and private sectors,
stemming from managerial inefficienciesand administrative delays,wasabig
toll on theIndian economy and acted asadrag onthe country’sthen exiguous
resources.

Our inefficiencieswithin the system dueto sellersmarket conditionsaffected our
propengty to makeadent into export markets—notwithstanding severd export incentives
including those specifiedinthe provisionsof the Income Tax Act 1961, fromtimeto
time.

In thepost 1991 scenario the motivation to manage costs effectively and efficiently
hasemerged out of literal hel plessness—compete and surviveor perish. Thus, today
Indian industry, as mentioned earlier iswalking thetalk on budgets, benchmarking,
sandards, standard costs, productivity measures particularly unit cost productivity, quadity,
kaizen, business process re-engineering, E commerce, technology driven systemsand
procedures, cost- benefit analysis, appropriate cost classification schemes, human
resources productivity and avariety of other tools, techniquesand tested methodslimited
only by thegeniusof business.

The paradigm shift in approachesto cost management (pre 1991 versuspost 1991)
bear el oquent testimony to the pull and push effects of competition aswell asmarket
driven and imposed compulsions. The appropriate levels of manpower became an
important matter and painful experiencesof downsizing went into action. However, public
sector units have, by and large, refrained from downsizing asapolicy measureto contain
costs. Yet, thewriting isonthewall. For thefirst timerecruitment drivesweregeared to
meet productivity normsand human resourcelevelswereflexiblein either direction. A
greet achievement indeed. Smilarly, throughvaueanadysisin different ssgmentsof business,
productivity wasmonitored toyield the best possibleresult-resourceration. Thetopline
wasdriven by ambitions of market share. However, competition dictated the ultimate
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volumeaccruing to enterprise. The bottom line representsthe ambition of management
manifest intheform of periodic targets. Hence, it wasthe middleline, that isto say the
costs, which had to be closely watched and managed to deliver results. India Inc
experienced, perhapsfor thefirst time, that costs can be reduced to levelswhich can
contributeto profits substantially and yet |eave customers happy through competitive
pricing and value additions—goods or services.

Box 34

Electronic mediahas made possible the transmission of messagesto educate
thecustomer onanonlinebass. Theaveragecitizenistakinginformed decisons
regarding pricing, now that peopleare awarethat themaximumretail priceisa
ceiling which cannot be exceeded and further that the maximum retail price
(MRP) can beflexible, unlikein the past, in the downward direction.

Cost management also had to do with proportioning of fixed costsand variable
costs. Whilein most casestheratio of fixed coststo variable costsis 1:1 fixed costs
usually tend to bealittle higher —say 55 % of thetotal costs. However, enterprisesin
different industries adopt different approaches. Organizationswhich want to belean and
mean do have acost policy which keepsfixed costsaslow aspossiblejust 20 percent.
Outsourcing isthekey factor which permitsalow fixed costs. Therisk of businessis
subgtantidly reduced. Many companies, especidly multinationd's, haveadopted thepractise
of mass outsourcing, liquidated real estatesand used the cash inflowsfor repatriation
and reduced cash outflows, on account of limited outlay on fixed assest aswell asloan
amortisation, toimprovereturn oninvestment . Sincethe assetswerediluted, through real
estate divestment, suddenly these multinational s became lean and mean and ROI was
redlly catapult.

Thegenerd themeisthat higher thefixed costsgreater the salf sufficiency of resource
reguirements. However, viewed from another perspective higher thefixed costsgreater
aretherisks. Hence managing the proportioning between the fixed and variable costs
became an important issue in risk management with respect to costs. Appropriate
management strategies had to be evol ved- to choose between a‘low variable and high
fixed cost level’ vis-a-visthereverse scenario of high variable and rather low level of
fixed costs.

Theformer scenario meant alot of facilitieswithinthe system yet ahighrisk. High
fixed costs meansa high break even saes. Thegap between actual salesand break even
saesisrather narrow. Further the operating leverageswill bring about violent fluctuations
inbottom linesfor small changesinthetop line ( sales) of business. Therisk also meant
thatif for somereasonsbusnessisnot forthcoming in adequate volumes, either enterprise
hastoresignitsdlf tolosses, may be continuoudy, or quit. Both optionsarepainful, making
choicedifficult—devil versusthe deep-sea. With highfixed costs, riskishighand bail out
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isdifficult and comesonly with painful decisionsand damageto thefinancial health of
business. The extent of non-performing assets bears ampl e testimony to the damages
causedto IndialNC onthisscore.

Theadternate strategy of high variable costsand relatively low level of fixed costs
meant alean and mean organi zation. Many organizations adopt this approach to keep
themsalvesfit to match different volumes of businesswithout increasing their permanent
commitmentswith repect toinputs( costs). If volumemateridizesthe organizing machinery
to cater to the needs of customersthrough the outsourcing outletsisactioned. If not, the
organi zation continuesin businesswith limited commitments.

Box 35

4 e Inthemiddlenineties, El Air, theflag carrier of Isragl had avariable: fixed N
cost ratio of 80: 20.. Assoon asthe customers emerged at theairport, an
arcraft could behired fromthetarmac,. Smilarly other inputsrequired could

also be hired. Thisused to be knownin airlinelingo as‘ Power by the
Hour’.

e The Toyota Car production environment is characterized by a similar
gpproach. Through, thejust-in-time gpproach inventoriesget delivered twice
aday straight into the assembly line. Working capital ismanaged through a
|ean and mean current assets portfolio.

e HeroHondavis-a-visBgg Autoisanother casein point. HeroHondais
relatively speaking lean and mean, and hencethe economic performance of

Hero Hondastands out. Hero Hondahas only 30 percent of thetotal assets

of Bajg Auto( Rs.12804 croresfor 2006). However, Hero Hondaenjoysa

107 per cent of salesof Baa Auto of Rs. 8162 crores for 2006) and

\_ 90% of Bajg Auto’sprofit after tax of Rs.1082 crores Y,

Againinbus nesstheknowhow asto how manufacturing productsare built accounts
for 60-70 percent of their development costs,. In serviceindustriesand consulting firms
knowledge component of development costs account for 90 percent. For example, in
airlines business knowledge regarding air craft maintenance or reservation systems
represent massiveinvestments. Such investments are recouped through massive cost
savings, on account of interna operationsand revenue generated through services offered
to third party work. Nike and Reebok are global |eadersin the sportswear business.
Nike, ownsonly oneproduction outlet. Reebok doesnot own aplant. Thekey assetsare
theknowledge of designing and marketing high technology driven state of theart products
viz footware and sportsgoods. The production centresareinAsia. Thus, what isto be
managed inthe assetsportfolioisnot physical assetsbut knowledgemanifestintheform
of patents, copyrightsand technica knowhow.
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A choiceismade between makeor buy decisoninfavour of buying fromtheoutside
and networking with outlets capabl e of catering to business needsasand when necessary.
It isnot without reason that business process outsourcing has emerged as apowerful
network of activitiesandishandling large scaevolumeof activitieson behaf of principals
acrossthegloba network. Developed countrieslike US, UK and other European countries
have congtantly used the cheap labour and intellectua capitd of countrieslikelndia, China
and also few othersintheAfro - Asian continents. Indiahasacompetitive edge over the
rest of the World as on date because of the reservoir of trained intellectual capital and
communicationsskill in English. Chinaismaking big stridesinimproving itscompetitiveness
in English. When the dragon awakensand unleashesits potentia in English, Chinamay be
therendez vousfor global businessand emergeasaWorld Trade Centre, unless India
can offer cost effective, competitive, value added goods or services. Indiamay bea
choice at best second to China. Thus, there are many paradigm shiftsthat have taken
placeand areworthy of listing separately asshownin Box 36.

Box 36
Paradigm Shiftsin Cost M anagement )

-

e amovement from cost asafait accompli to cost asakey factor to be
managed to influence surviva, growth and prosperity of business,

e ashiftfromhighfixed costs, highrisk businesstolow fixed costs, low
risk, lean and mean portfolios, asfar aspossible;

e ashiftfromonloading everything within abusinessto offloading to
outs de business process outsourcing agencies; and

e ashiftfromseeking rendezvousouts deto establish Indian businessto
offering Indiaasthe best rendezvousfor businesswith the caveat that
India scompetitiveness can last only solong asEnglish languageisa
handicap for Chinese; unlessindian productivity improvesby legpsand
bound and surpasses globa benchmarks.

\ /
Asset Utilization

Asst utilization providessignasregarding thewisdom of investment decisionsof
the past. If enterprise hasto protect the overall productivity of assets, the optionsare
clear - increased revenues, reduced costs and effective and efficient management of
investments. So long as revenuesand costsare moving in proper alignment vis-a-vis
assets, businessissafewith respect to asset utilization. Otherwise, investment management
will dso include prudent and timely divestmentsto rel ease cash, reduce asset obesity and
allow capacitiesinstalled to rel ate themsel vesto effective demand. Continuous poor
performance on asset utilization meansfaulty choiceof projects and capacity instalation.
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EnterpriseWorld over facethis problem—lean businessactivity resultingin underutilization
of capacity and under trading. On the other hand brisk businessactivity resultsin over
utilization of assetsand over trading.

Sellersmarket conditionsproviding for protected profit margins under licenserg
resulted in underutilization of assets, under trading, limited volume of select goods, high
prices ( depending on the discretion towards pricefixation) and also aparallel market for
goodsinshort supply ether throughinterna leskagesor smuggling and may beoccasondly
legitimate imports ( sinceforeign exchangewasaconstraint) Thereisaparadigm shift
again - opportunitiesfor massmarketsunder conditions of stiff competition and also
competitive cost-price structure. Mass marketsrefer to global marketsand thesizeto be
captured isleft to the desire, dare and ambition of the entrepreneur. To reiterate, the
Indian middle classmarket itself isabig massmarket - 350 million plus.

Theanaysissofar hastackled revenue ( salesvolumex salesprice), costs ( fixed
andvariable) and capital employedi.e. assats. Theindicatorsused to measure performance
leading to productive use of capital employed isReturn on Capital Employed (ROCE)

FactorsInfluencing Operating Excellence
Box 37

Return on Capital Employed =PV Ratio X Margin of Safety X Turnover of
Capita Employed

(%) (%) (%) (times)

Thus, therisksof thefirm with respect to proportion of revenues between different
revenue patterns- currency, markets, product lines, customer networks, price bands
and proportions of costs between those driven by volume and those that arefixed a ong
with the aggregate capital employed decidesthe operating performance or excellence of
enterpriseviz ROCE.

Return on Capital Employed (ROCE)

ROCE accounts for operating excellence of business — managing sales,
variable and fixed costs and capital employed. Before exploring the other
dimension of business — management of interest and taxes, an exposure to the
financials of India INC isin order.
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Table C

India Inc — Manufacturing Sector

Revenue-Cost-Profit (Rs. Crores
Year Sales Va(L:rL)asthe Contribution| Fixed Cost Profit
Mar 1989 129394 57091 72303 31400 40902
Mar 1990 154219 67610 86609 37186 49423
Mar 1991 182031 79848 102184 43916 58268
Mar 1992 216040 95017 121023 52259 68764
Mar 1993 249015 110187 138827 60603 78224
Mar 1994 287902 126127 161775 69370 92405
Mar 1995 372890 160524 212366 88288 124078
Mar 1996 452680 194396 258283 106918 151365
Mar 1997 509045 222649 286396 122457 163938
Mar 1998 544275 240027 304247 132015 172232
Mar 1999 600632 267914 332717 147353 185365
Mar 2000 713432 318459 394973 175152 219821
Mar 2001 845405 377704 467701 207737 259964
Mar 2002 840283 377381 462902 207560 255342
Mar 2003 958063 422882 535182 232585 302597
Mar 2004 1101558 478444 623114 263144 359970
Mar 2005 1240379 533254 707126 293289 413836

N.B: 1) Fixed costs are assumed at 55% of Cost of Sales
2) Variable costs are a balancing figure placed at 45% of Cost of Sales

Table C1
India Inc — Manufacturing Sector
Profit Indicators (Break Even Analysis)
. Margin of Operating Sales/TA Break Even
Year PIV Ratio Safety Profit Margin| (Times) ROTA Sales (%)
Mar 1989 55.88% 8.61% 4.81% 1.02 490% 91.39%
Mar 1990 56.16% 8.55% 4.80% 1 481% 91.45%
Mar 1991 56.14% 8.02% 450% 0.98 4.41% 91.98%
Mar 1992 56.02% 7.84% 4.39% 0.95 4.19% 92.16%
Mar 1993 55.75% 7.20% 4.02% 091 3.67% 92.80%
Mar 1994 56.19% 8.73% 491% 0.86 4.22% 91.27%
Mar 1995 56.95% 10.69% 6.09% 0.88 5.38% 89.31%
Mar 1996 57.06% 10.91% 6.22% 0.88 5.50% 89.09%
Mar 1997 56.26% 8.35% 4.70% 0.87 4.11% 91.65%
Mar 1998 55.90% 7.17% 4.01% 0.82 3.29% 92.83%
Mar 1999 55.39% 5.88% 3.26% 0.82 2.69% 94.12%
Mar 2000 55.36% 5.92% 3.28% 0.9 2.95% 94.08%
Mar 2001 55.32% 5.31% 2.94% 1.02 2.99% 94.69%
Mar 2002 55.09% 5.72% 3.15% 0.98 3.08% 94.28%
Mar 2003 55.86% 8.45% 4.72% 1.02 481% 9155%
Mar 2004 56.57% 10.48% 5.93% 1.08 6.40% 89.52%
Mar 2005 57.01% 12.23% 6.97% 1.13 7.90% 87.77%
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Comment on TableC 1

TheP/V Ratiowhich showstherate at which surplusisgenerated to recoup fixed
costsand then earn profit isin therange of 55% to 57% for the study period of 1989-
2005. TheMargin of safety whichisindicative of the cushionwhich businessenjoysvis-a
visbreakeven salesisintherangeof 7%to 12%. Apparently thisisnot very high. Infact
lessthan 10% meansthat break even sales (BES) is90% of sales. Thisisahighrisk
scenario. However in recent times (2003 to 2005) the Margin of safety hasimproved
from 5.7%t0 12.2%. Therisk levelshave been well managed causing reductioninfixed
costs - thanksto outsourcing, divestments (hiving off), planned reductionsin level s of
investments (lean and mean asset portfolios), downsizing and overall productivity
improvement inIndialnc Manufacturing Sector. Thecorreponding complementary impact
isvighbleinthehigher total assetsturnover ratio which hasincreased from 0.82timesin
1998-9910 1.13in 2005. Hence, the return on total assets has shown improvement of
nearly threetimesthat isto say from 2.95 per centin 2001 to 7.9 per cent in 2005. Thus,
entrepreneurshavelaunched amulti pronged attack on variousinefficienciesthat plagued
Indialnc. during thelicenserg. Liberdisatioin has enabled and empowered enterpriseto
enact themselves by taking bold, daring and imaginative stepsto improvethe result-
resourceratio.

Table D
India Inc. - Manufacturing Sector
Debt — Equity Ratio
2:1 3.1
v Nos. of Nos. of Nos. of
ear . . )
Companies | Companies | Companies
(%) (%)

Mar 1989 938 63.97% 83.26%
Mar 1990 1005 65.17% 82.79%
Mar 1991 1236 63.27% 82.77%
Mar 1992 1391 65.78% 83.11%
Mar 1993 1644 70.32% 85.10%
Mar 1994 2111 78.40% 89.48%
Mar 1995 2502 83.37% 92.45%
Mar 1996 2623 83.87% 92.95%
Mar 1997 2605 82.46% 91.40%
Mar 1998 2570 80.66% 90.82%
Mar 1999 2669 78.01% 88.46%
Mar 2000 2675 78.13% 87.93%
Mar 2001 2583 78.16% 87.80%
Mar 2002 2520 77.70% 87.30%
Mar 2003 2589 77.17% 86.87%
Mar 2004 2522 78.71% 88.22%
Mar 2005 2106 79.68% 89.03%

Research Department - Dr V.N. BRIMS 51




Comment on TableD

Debt-Equity Ratio-After 1993 number of companies showed substantial increase
upto 2004. In 1993, 85% of the companieswere having amaximum debt-equity ratio of
3:1. Till 2004, the said per cent (85) increased to 88% indicating that more and more
companies preferred reasonabl e and manageabl e debt-equity ratiosnot exceeding 3:1. In
fact after 2005 better managed compani es have shown preferencefor equity rather than
debt ingpite of tax advantagein debt finance.

Comment on TableE

Table E
India Inc. - Manufacturing Sector
Aggregates Rs. Crores

Years Sales (NNPF?I'; Net worth |Total assets e m;%@;zl
Mar 1989 129388 2525 33949 126941 77663
Mar 1990 154219 3974 39637 153831 89275
Mar 1991 182031 4592 45621 185792 104341
Mar 1992 216040 4891 51529 226709 126174
Mar 1993 249015 4154 63963 272701 149026
Mar 1994 287902 7620 90219 334508 190859
Mar 1995 372890 16171 132099 421857 251974
Mar 1996 452680 20688 164576 512570 301697
Mar 1997 509045 14269 176762 582235 344683
Mar 1998 544275 10880 193172 663212 398511
Mar 1999 600632 5267 201465 728160 431405
Mar 2000 713432 5746 220142 792565 448094
Mar 2001 845405 6063 221931 831385 468700
Mar 2002 840283 1658 208330 859383 441088
Mar 2003 958063 18327 219793 940575 460129
Mar 2004 1101558 38349 260431 1019401 500510
Mar 2005 1240379 55371 310158 1094106 557000

Till 2000 Indialnc.’sTotal Assetsweremorethan Indialnc.’s Sales. But after the
year 2000 Indialnc reduced fixed assetsaswell ascurrent assetsby hiving off divisions
or by sale of business or of landed property. Outsourcing hasfacilitated this change.
Again, interest rates and taxes both were reduced from 1999 onwards. Thusthereisa
jump of amost 3timesin profit after tax (PAT) in 2005 compared to 2003 and 9timesin
profit after tax compared to 2001. The number of companies reduced by 18% from
2001 t02005.0bvioudly, salesof Indialnc grew by 29% only whiletota assetsgrew by
16%. Whereas PAT increased by 300% during 2003-05, Indialnc.’snetworth increased
by 45% only for the same period. Apparently, the PAT was distributed rather liberally
through unreasonably high dividend payouts. The PAT increased, to reiterate, dueto
reductionininterest and taxes. Thus, thoughtop linedid not show much of anincrease, the
bottom lineresponded very positively. Excellencein financial management of Indialnc
cameto theforeto contributeto itsbottom line.
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Graph 1: Return on Total Assets - Book Profit Basis
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Graph 2: Return on Total Assets - Cash Profit Basis
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Graph 3: Return on Net Worth - Book Profit Basis
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Graph 4: Return on Net Worth - Cash Profit Basis
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Graph 5: 2 ROI's - Book Profit Basis
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Graph 6: 2 ROI's - Cash Profit Basis
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Comment on Graphs—Based on TablesA & B
Based on the Graphsthefollowing inferences can bemade:

Graphs1& 2 1. Return on Total Asset (ROTA)-Book Profit vis-a-visCash
Profit Basis

ROTA (book profit basis) isaphysical product of Profit Margin (%) and Total
Asset turnover ratio (times). Theturnover ratioismoreor lessstableand iswithina
narrow range of .82t0 1.13. Thus, ROTA isadirect function of the profit margin (%) .
Henceasper Graph 1 the profit margingraphisamost intota aignment withthe ROTA
which ranges between .19% to 5.06%. Thus,thefinancial productivity of INDIA Inc
(ROTA —book profit basis) islinked with the profit margin (%) ratio. Theratiosof Graph
2, which are computed on cash basis, are pitched at |evel shigher than those depicted in
Graph 1.

Graphs3& 4 Return on Networth (RONW) : Book Profit vis-a-visCash
Profit Basis

RONW (%) (book profit basis) isafunction of Profit Margin (%) and Turnover of
Net Worth(Times). RONW (%) (book profit basis) rangesfrom .80% (2002) to 17.85%
(2005). Therdatively high RONW (%) in certain yearsisduetoimprovedratio of Sales
/ Net worth, profit margin (%) ratio being the same as compared to Graph 1. RONW
(%) cash profit basis(Graph 4) ispitched at level shigher than their counterpart in Graph
3aswell asGraph 2.

Graphs5-6 showsthe profitability ratioscomparisonfor ROTA and RONW

on book and cash profit basisrespectively. Sincedepreciationis
added back to profit after tax al cash based profitability ratiosare placed at much higher
level thantheir counter partsexpressed asbook profit profitability ratios.

Indialnc’sfinanciaspresentedintables, graphsand prosereved certain changesin
thestructure of corporatefinance. These changesarewel | corroborated by the episodes,
eventsand experiencesof Indialncin particular and the Indian economy ingeneral. The
said changesarewdl | discussed inthe course of theforegoing and following Sections.
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“ To speak of the abolishing of usury isidle. All states
have ever had it, in onekind, or rate or other. So asthat
opinion must be sent to Utopia.”

( Francis Bacon, Essay ‘of Usury’ 1618, England)

: SECTION 4
Financial Excellence: Managing interest
e Interest asan Input Cost
e Negative Interest Rates
e Nominal and Real Interest Rates
e Short Term and Long Term Interest Rates
e Cheap Money Policy and Funding Strategies
e Four Case Sudies
- e DEBT and EQUITY
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Operating ExcellenceLink to Total M anagement Excellence

ROCE isonly onesideof thestory. Operating excellence captureswithinitsfold
revenues and costs and that too only operating costs. Operating excellenceisalmost a
pre - condition for overall excellencethough there may be exceptionsto therule. And
therearemany. Given certain assetsemployed to operate abusinessit isnecessary that
those assetsare gainfully employed in business. If not, the portfolio of non-performing
assetsemerge and thisisatoll on businessand abane on society at large. Hencethe
theme that operating excellence is a necessary condition for overall excellenceis
recommended with the cavesat that there are exceptionsto therule.

Box no.37

4 N

Therearemany Stuationsin businesswhen operating lossesemerge. However,
thefinal bottom line ( profit after tax) may bepogtive. Thanks, toincomeother
than saleswhich emergesby design or default. Planned sale of fixed assetsor
hiving off of Strategic busnessunitsare Strategic decisons. Theseeventsemerge
out of design. Bonanzagainsarising out of favourable devel opmentsin markets
—say foreign exchange can bring about improvementsin bottomline by default

9 —unplanned and unthought of , yet tangibleand redl. y

( Financia Excellence— Managing Capital, Structure, Interest Costsand Taxes. J

ROCE asseen earlier, isameasure of operating excellence. However, theend
objectiveisto measure performance of shareholdersinvestment i.e. Return on Equity
(ROE). Thelink between ROCE and ROE isthe obligationstowards creditorsand the
exchequer. Interest paymentsand income taxesintercept the * operating profit’ and net
profit ( profit after interest and tax)

Box 38
4 N

Operating X Financial Leverage X Tax Impact
Excellence

] 1 1

ROE =ROCE X~ Profitbeforetax x Capital Employe xJ Profit after interest and tax
(%) Operating Profit Ownersfund) Profit before tax

(%) (times) (%)
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Financial OperationsRatio

Theratiosrdating tointerest and tax management and themix of debt and equity are
known asfinancial operationsratios. Theratio of profit before tax to operating profit
indi cates the extent to which operating excellenceis depressed on account of obligations
tothecreditors. A high ratio indicatesthat treasury has been ableto shield operating
excdlenceinfavor of equity shareholders, protanto, and vice-versaThus, treasury skills
and motivation cometo thefore—interest costsand al so management of debt and equity.

Interest asan I nput Cost

I nterest dependson theborrowing policy of thebusiness. Theamount of debt depends
onthepolicy governingleverageanditsrolein business. It aso dependsontheneed for
borrowings. Theremay be an intent to lever but no need to lever. There may be aneed
aright but availability and affordability are cons derationswhich cannot be overlooked.
Sinceleverage helpsto boost ROE and an aggressive leverage hel psto catapult ROE,
enterpriseshould beinterested in using their equity baseto raise asmuch debt aspossible.
Itislikespeedingacar a ahigh or highest gear. Infact leveragedternatively expressedis
known asgearing of capital. Yet, borrowingsdo not take place asaroutine perfunctory
exercise. Thereareextra—commercia cond derationsinfluencing capita structuredecisons
like, the attitude of borrowers, creditworthinessin the market, nature of industry, tax
cons derations, cash flow needsand ability, nature of industry, reinvestment plansaswell
asopportunitiesand government regulations ( if any) and last but not the least autonomy
desired by the enterpreneur.

A highratio of capital employed divided by fundsisindicative of high gearing of
capitd, and viceversa. Increasing roleof debt helpstolever thecapita structuretoimprove
ROE. A low leveragerestricts opportunitiesto boost ROE. The presence of debt also
means creditorsare aways observing and theautonomy of the business could belimited
to the mind-set of the lenders. Leverage per se helpsto boost ROE and so long asthe
marginal efficiency of capital isgreater thanthemarginal cost of capital the benefits of
leverage can continuerather indefinitely- adinfinitum. However, thenon-quantitetivefactors
like control sexercised by lenders, covenantsimposed by lending financid ingtitutionsand
thefear of exposureto banks punitive action arefactorswhich inhibit unfettered use of
leverage. In addition to these qualitative considerations, businessenvironment may see
changesinfiscd, monetary and trade policieswhichrequireenterprisetorevist, periodicaly,
the choi ce between debt and equity. Hence, the choi ce between debt and equity isone of
evauating, likeal other decision choices, the quantitative and qualitative dimensionsand
ng the combined impact of the same on corporatefinancial objectivesin particular
and corporate objectivesingenera. Thechoicefinaly boilsdown to risk-return matching
and eval uation of the best option available and arrive at apossible solution given aset of
circumgtancesintoday’ sdynamicever dis-equilibrated businesssituation. Financid leverage
requires decision making with respect to interest management nature, form, source, cost,
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currency, country from where debt issourced, tax ratesand the proportions between
debt and equity subject to constraints (if any) imposed by lawsof theland in which
businessistransacted. Yet, borrowingsneed not necessarily happen.

Companieswhich arenot interestedin expansion or diversification may not need
funds and hence the question of borrowings does not arise. Companieswhich are not
interested in using debt for expansion or diversification tend to restrict expansion and
diversfication planstofundsavail ablefromwithin through interna generations.

Companiesdo tend to be conservative with respect to borrowingsasapolicy and
a so becausethey would not liketo loose control —the presence of creditors, individuals
or ingtitutions, meanslossof control to theextent of the restrictive covenants agreed upon.
Invariably bankers impose covenantsthat tend to be harsh on borrowers. Moreover,
bankers have anotoriousreputation - * offering an umbrellawhen thereissunshineand
withdrawingitwhenit sartsraining”.

Hencetheurgeof enterprise, for thisand other valid reasons, to be out of theclutches
of thebanking system.

Underutilization/ over utilization, under trading/ over trading and under capitaization
and over capitalization of enterprisewereal driven by the motivation of entrepreneurs
whichwasinfluenced inthe main by licensing lawsand controls prevailing during the
permitrg.

Corporates, as a policy, do not wish to entertain a fair weather cock. While
conservative policiesmay resultinlow leverage, cash rich companiesa so need not borrow.
Hencetheleverageisrather low or may benil. Onthe contrary cashrich Situationsdemand
cash deployment policiestoidentify re-investment opportunitieswhich can absorb surplus
funds. A fundamental financial tenet isin operation — cash rich companies suffer from
surfeit cash—highliquidity. However, liquidity and profitability areat |loggerheads. Cash
rich businesseshaveto find waysand meansof literally disposing off cash, into productive
ventures, as soon aspossible. Otherwise, cash surpluses can posit asevere problemto
enterprise. Several examplescan becited. What istrueat the corporateleve istrue, with
greater force, a thecountry level . For instance Switzerland enjoysor sufferstheinflow of
cash of all stripes, black, whiteand grey, from different parts of the World.

The cash excessreaches apoint where the country can no longer afford to allow
further inflows. If further cash comesin bankershave problemsof identifying reinvestment
opportunitiestoinvest the surplusfunds. Thereturnson theseinvestments haveto meet
themodicum expectations, whichisjust not possible.

Research Department - Dr V.N. BRIMS 59




NAGATIVE INTEREST RATES
Box 39
4 InSwitzerland : N

Keep themoney inthe bank pay interest,
Withdraw money from thebank earninterest.
Though negativeinterest rateisatheoretical concept, it occurs inthereal
World. It takesplace in Switzerland and Japan fromtimeto time dueto the
strong currenciesviz the Swissfranc and the Japanese yen respectively. The
mora of the story —excessof anything isan unmitigated nuisance.

/

Box 40

Theinterest ratesin Switzerland have beenvery low over thelast severd years.
Between 1975-2005, the highest rate per cent per annum, of short terminterest
rates, hasbeen 10.47 % and that too only once ( 1974).

The concept of negativeinterest ratesworksin commodities marketstoo. Excess
agricultural or dairy production tendsto create serious problemsfor Governmentsand
farmers. Farm pricesbecome unremunerative and Governments haveto bear the burden.
To overcomethisproblem, World over, farmersbehaviour isuniform and thisemerges
from thefundamental tenets governing capitalism—mass production, mass consumption
and massdestructionif necessary. Thus, agricultural produce—wheat inUSA, potatoesin
Canada, applesinAustralia, coffeein Brazil, sugar in Cuba, onionsin Maharashtra(
India) dairy productsin Scandinavian Countriesand excess production of carsin Europe
all get dumped literaly as scrap because cost of holding the productionisgreater thanthe
benefits of the same. Production that isjust not of any use, on the contrary an obstruction
to profit motivation, isdumpedinthe sea, or just left on theroads.
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TABLETHREE

Switzerland : Profileof Short Termlnterest Rates-1974-2006

Interest Rate Frequency

0% 1

less than 1%

1% but less than 2%

2% but less than 3%

3% but less than 4%

4% but less than 5%

5% but less than 6%

RIN|R O

6% but less than 7%

7% but less than 8% 2

8% b less than 9% 2

9% bt less than 10% 1
10% but less than 11% 1
TOTAL | 33

Table Three issdlf-explanatory and showsthelevelsof interest ratesin Switzerland.

Box 41

Switzerland had avariety of capital controlsin effect snce1971. Thecontrols
which were strengthened between 1973 and 1975, included negativeinterest
rates on Swiss Franc Deposits of non-residents (1970's). Again, Japan had
introduced various control sbecause of the strength of the Japaneseyen. Interest
ratesin Japan tend to be negative from timeto time sincel998. Recently, on
January 24, 2003 domestic interest rateswent negativein Japan.

~
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TableFour
World Interest Rates
Major Central Banks—An Overview

Central Bank Date of Change Interest Rate(%)
Bank of Canada 24.05.06 4.25

Bank of England 11.01.07 5.25

Bank of Japan 14.07.06 0.25

European Central Bank 7.12.06 35

Federa Reserve 29.01.06 5.25
SwissNationa Bank 14.12.06 2.00

Reserve Bank of Austraia 8.11.06 6.25

v/[] Relationship between nominal and real ratesisasfollows:

Box 42
(1+Nominal) =(1+ Real) x (1 + Inflation)
OR
@A@+N)=AQA+R)x(1+1)

whereN, Rand | representsrates

A zeronominal interest rate occurswhentheinterest rateisthesameastheinflation
rate. If inflation rateis4 per cent andinterest ratesarea so 4 per cent, investing for ayear
at azeroreal interest would result in astatus quo position at theend of theyear vis-a-vis
the starting point. A loan of Rs. 100, at 4 per cent per annum would fetch Rs 104 at the
end of theyear. However, Rs 104 isrequired to command apurchasing power of Rs.100.
Hencethe statusquo prevails. Thus:

e Ifthenominal rateisgreater thantheinflationrate, theinvestor’srea payoff is
diluted but positively;

e Ifthenominal rateequastheinflation ratetheinvestor isindifferent; and

e Ifthenominal rateislower than theinflation ratetheinvestor isadversely
affected abinitio.
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Box 43

4 v/ According to someeconomistsazero nominal interest rate can be
caused by aliquidity trap:

TheLiquidity trapisaK eynesianidea. When expected returnsfrominvestments
insecuritiesor real plant and equipment arelow, investment falls, arecession
begins, and cash holdingsin banksrise. People and businessesthen continueto
hold cash because they expect spending and investment to below. Thisisasdlf
created trap.

Box 44

Wikipediaexplainstherel ationship between theliquidity trap and zero nomina
interest rates:

In monetary economics, aliquidity trap occurswhen the economy isstagnant,
thenomina interest rateiscloseor equal to zero and themonetary authority is
unableto stimulate the economy with traditional monetary policy tools. Inthis
kind of situation, people do not expect high returns on physical or financial
investments, so they keep assetsin short-term cash bank accounts or hoards
rather than making long-term investments. Thismakes recession even more
\_ severe.

/

New Dimensionsof I nterest Management - Inverted Interest Ratein India

At onestage, prior to 1991, Indiawas practising adear money policy with high
interest . Inflation used to berather high, usualy, near about, doubledigit. Interest rates
werekept high to prevent profligacy and encourage parsimony, with respect totheend
useof loanablefunds. Further, short terminterest rateswerehigher thanlong terminterest
rates. Inother words* interest rateswereinverted.” ThelMFWorld Bank rescue package
of 1991 made specid mention of inverted interest ratesand itsincons stency withnormalcy.
Theneedto correct theinversionininterest rates, and that too quickly, was emphasi zed.
Post 1991 Indiahad tofall inlinewith therest of theWorld. The RBI did initiate policy
measuresto driveinterest rates southwards. Between 1991 and 2004 short term interest

ratesmoved from 16.5 % to 10.25 %.
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Box 45

4 Short Term and Long Term Interest Rates- THE INDIAN SCENE

Therelationship between short and long terminterest rateshasa so undergone
achange, albeit the structure of interest rates has not been corrected, intoto,
frominverted to aregular relationship whereinterest ratesare driven by tenure
of lending. However thefollowing pointsemerge:

Between 1970 and 1990 the short term interest rates continued to be
higher thanlong termrates.

Between 1991 and 1996 the respective interest rates were either at
par or driven by thetenure of lending except in 1993 when short term
rateswere again higher thanlong termrates.

Theyears 1997 and 1998 again encountered inverted interest rates
withacorrectionintheyears 1999 and 2000 and areversontotheold
order in 2002 and 2003.

For alongtimeinIndia thelongterminterest rateswerelower, infact
much lower, than short term interest rates. Thisrunscontrary to the
interest ratetheory that theleve of interest ratesshould befunctionally
related to the tenure of theloan.

~
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TableFive
Profileof linterest Ratesin I ndia- 1970 to 2004

Rates(%) Rates(%)
Years
(SBI) (IDBI)
1970-1972 8.5 8.5
1973 9 9
1974 13.5 10.25
1975-76 14 11
1977-78 13 11
1979 16.5 11
1980-89 16.5 14
1990 16.5 15
1991 16.5 20
1992 19 19
1993 19 175
1994 15 15
1995 16.5 19
1996 14.5 16.2
1997 14 13.3
1998 14 135
1999 12 17.1
2000 115 14
2001 115 11.5
2002 10.75 10.2
2003 10.25 8.9
2004 10.25 -

NB : SBI ratesrefer to benchmark ratesfor short term.
IDBI ratesrefer to benchmark ratesfor long term.
BorrowingsAgain

Companies do not borrow because they do not want to or they need not. What
about companieswhich useleverage?

Relianceisavery good exampleof successful leveraging year onyear basis. Perhaps
thisistheonly exampleof itskind whereleverage hasbeen proactively employedtoraise
funds, pre-empt outflows on account of repayment and boost returnson equity througha
seriesof conversionsof debt into equity.
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Similarly, certain types of businesses which are capital intensive tend towards
borrowingsasanecessity. Aviation, shipping, cement, machinery manufacturing aregood
examples. No entrepreneur would liketo risk hisown money into such ventures. Hence,
borrowing is aninevitablecomplement.

Box 46

-

Inairlinebusinessit issaid that to enter the aviation industry one hasto bea
billionaire. He should belucky to get out asamillionaire.”

However, venture capitalists and now private equity volunteer to offer risk
capital asapolicy withtheintent of encashingtheir roleat alater datethrough
divestment of controlling interest and that too at a bonanza price. Such a
divestment followsonly after theinitial contribution of theventurecapitalistis
converted into equity. e.g: Citigroup, Progeon, and Infosys. (casestudy 1, pp
69-70)

~

Box 47

-~

Cheap Money Policy and Funding Srategiesof Enterprise

InIndiainflation control isapredominant desiderata of monetary policy.
Hence, short terminterest rateswere and may continueto be used asalever
to balance the demand for and supply of loanablefunds. Infact, in monetary
parlance, high powered money wasacritical parameter to be watched and
controlled. Therefore, even between 1991 to dateinterest rates have been
inverted fromtimeto time. Infact, unfettered expansion of credit through
overdraft, cash credit and pledgeresulted in flow of fundsinto hoarding of
stocksgiving vent tothe profit motive, nay profiteering. By default or otherwise
thisfanned thefumesof inflation. Hencefromtimeto timeinterest rateswere
raised to make hoarding lessattractive. High interest ratesincreased the cost
of hoarding and therefore hoarding became expensive making it uneconomical
to practice profit motivation viahoarding. Thiswasthe Singapore experience
too. Asastrategy, interest rateswere placed at level stwicetheinflation rate
to make hoarding an unattractive proposition. Henceinverted interest rates
emerged and had to be accommodated and sometimesinducted asapart of
planned policy. Thisseemedto bea'fait accompli’ at least till 1998.

However, since 1999 theinversion of interest rates stands corrected dueto
fdl ininflationrates tolevel sbelow eventhefloor rate of four percent. Though,
generally short term interest rates have to belower than long term interest
rates, thisrelationshipisdeliberately distorted fromtimeto time, becausein
Indiainflation management isthekey consideration.

Box 47 contd. -/
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Box 47 (contd.)

Between 1991-1998, thiswasthemain reason for which distortionsbetween
short term and long term interest ratesweretol erated even thoughiit defied
thefinancia fundamental s. After 1998, the Government Started using interest
rateasaninstrument relevant for enterpriseinvestment decisionsand cost of
capitd. Hence, short terminterest rates continuoudy lowered themsda vesfrom
1997 to 2004 as part of the new paradigm shift from dear money policy to
chegp money policy and frominflation management to investment decisions.
Now, the main objective wasto encourageinvestment with aview to offer
attractivereturnsto enterprise. The side-effectsof thiseffort wasthat short
term debt became cheaper than before. However, low tax rates and low
interest ratesmade post- tax debt cost not very attractive. Thus, theimpact of
tax breaksdemotivated use of debt. Further, low interest ratesimproved the
bottom line and increased the dividend. The equity investorswere happy
because profit levelsimproved and dividendsweretax free. They responded
positively to new issuesof equity through Initia Public Offers(IPO’s). Hence
equity becameattractive and chegper than debot. However, chegp money policy
did not redlly interest many enterprises. Since bankswere keeping industry
on their tenterhooks,industry wanted to be as unfettered aspossible by being
outs dethe scope, ambit and purview of the stranglehold of banks. Enterprise
wanted total freedomfromthecontrol of banks. Bankswere putting acondition
that the end purpose of term |oans given should be strictly complied with.
Moreover, using cash credit facilities from a particular bank was made
compulsory, if the borrower had availed of term loans facility from that
particular bank.

Box 48

Entrepreneurs—Changing Mindset

Industry wanted autonomy with respect to investment decis onsbecausedaring
entrepreneuria decisionlike acquisitions, mergersand demergerswereinthe
offing. Hence, asadtrategy many enterpriseshived off certain Srategic business
unitsto augment cash flowsand enjoy unfettered useof thesame. Smultaneoudy
they were outsidethe banking system. Thisupset the apple cart of thebanking
sector. Intheanxiety of thebanking systemto retaintheir customers, thebanks
wanted to ensurethat customers compl eted their tenure asborrowers. Hence
the concept of pendty clausefor premature amortisation of |oan wasintroduced.
Companieslikelmperia Chemica Industries(India) Ltd.(1Cl), Nestle, Glaxo,
NicholasPirama hived off their basic strategic businesses from 2001 onwards,

Box 48 contd.
/
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Box 48 (contd.)

generated alot of cash and freed themsel vesfrom theyoke of thebanks. This
was aparadigm shift in the mindset of enterprise notwithstanding the cheap
money palicy.

Therewasonemore paradigm shift and that wasrelating to themix of finance
used to run business. Companies preferred equity to debt. Thisserved their
purposeinasmuchasfdlinginterest rates, faling tax rates, improved dividends
and abuoyant capital market, rendered equity cheaper than debt after 2002.
Asif thiswasnot enough, entrepreneurs started giving vent to their ambition
by seekingloansat cheaper ratefrom foreign countriesintermsof external
commercial borrowings, global depository receipts, american depository
receiptsand foreign currency convertible bonds, after 2002. SincetheINR
was continuoudly appreciating, it became cheaper for entrepreneurs to borrow
inforeign currenciesnow and repay at alater datetaking full advantage of an
appreciating loca currency viz. INR. The paradigm shift that hastaken place
isthe changein mindset towardsthe currency mix inthefinancia structure. In
the past, therewasafear of foreigncurrency becauseof afalling INR and
theadverseimpact of deva uation onloan amortisation. Now, enterprisewanted
toride at thecrest of thewaveof arising INR.

Theappreciating INR had itsown problems. Salestargetsof export sector, as
mentioned in Box was continuoudly disfigured. Thelossin earningsdueto
receipt of relatively weak currency particularly the USD wasfeared by many.
However, thislosswas morethan offset by theincremental volumes mopped
up by abooming I T export salesin particular and other productstoo viz gems
andjewd lery. Incidentally the paymentsfor importswerereduced because of
an gppreciaing INR and thefavourabl eeffectswerereduced imports, improved
ba anceof tradeand afavourable current account balance. Themodd examples
cited above namely Infosys, ICl, Nicholasand Bharat Forgefollow.

Four Case Studies: A SynopticView
Box 49

\

Infosys, Progeon and Citigroup : Win Win Business Strategy

Imperial Chemical Industries Divestment with aview to bein the core
businessand attain and maintain lean and mean operationsfree of mogt, long
term encumbrances.

Bharat Forge Funding Strategy to minimise cost of capital and maximise
investment opportunities|eading to maximising present val ue of future benefits
for thebusiness.
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Box 50
4 NicholasPiramal N

e Visonedtodevelopahubfor state of theart manufacturing and research
and development facilitiesfor end to end servicing.

e Edablished asupply chain management with atrained salesforce.

e Enteredinto collaborationsto manufacturetheir productswhichweretota
value addition to the total enterprise. Emerged as “World Class
Manufacturer”. The benefitswere: quality production, larger volume,
economiesof scale, unit cost productivity, range of therapeutic products
under oneumbrella.

e Market shareimproved by legpsand bounds.

e Fundingdrategy usedthe followinginstruments :
— redeemabl e preference sharesRs53.37 Cr @ 5% - 6% Dividend rate;
— equity sharecapitd for acquigtions,
— externd commercia borrowings(to replace costly debt) —Rs. 67 crores,

— rightsequity issueat substantial premiumRs. 173-for Rs. 2—facevaue
(IssuesizeRs.332.7 crores); and

\_ — saleof real estate and other fixed assetsover aperiod of time. Y,
Case Study -1
Financial Implicationsof Infosys-Progeon- Citigroup Deal

InApril 2002 Infosysformed a100% subsidiary caled Progeon. Themain purpose
wasto capture non-voice business. Thiswasanovel proposition at that point of timein
the BPO market. Theinitial capital of USD 5million wasputin by Infosys. Infosys
selected Citigroup I nternational Fund asaventure capitd investor. Therewasan agreement
that Citigroup will invest USD20 million intheform of non-voting sharesi.e. 0.005%
Cummulative Convertible Preference shares. 25% of Infasysbusinesscamefrom Citigroup
and itsassociate companies. In June 2005, Citigroup had aready exerciseditsconversion
right at Rs. 75.83 per share asconversion price per share (facevaueof sharebeing Rs.
10/-). Infosyswanted to retain 100% control over itsBPO unit Progeon, whichwas to
bemerged with Infosyslater on. Thisrequired buying post conversion equity portionheld
by Citigroup (approx. 23%) in Progeon’sequity capita. Thisdea wasconcludedfinally
inApril 2006 at apriceof USD 115 million (Thisdeal wasdenied by Infosysin March
2006).
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Theimportant messagesareasfollows:

e Infosysdid not want to go the debt route becauseit wasflushed with cash.
Question of borrowing wasdone away fromtheview point of thegoodwill of
the company.

e Infosyspaid morethan 5timestheamount initially taken by way of issuing
preference shares. These, preference shareswere convertible. It may benoted
that inthenormal course enterprisewould have avoided thisapproach for fear
of lossof control. However, inview of thebusinesspartnership Infosysadopted
thesaid route.

e Whilelnfosyspaid an astronomically high amount (USD 115 million) for
acquisitionfor Citigroup it wasabonanza.

e Ultimately it wasstill awin-win situation becauseinthe said 4 years (2002-
2005) Citigroup wasInfosys most val ued customer. | nfosys benefited through
thebusinessthat it got from Citigroup of the order which exceeded therole
of theabove conversion. Inultimate the vaueof thebusinessfrom Citigroup
exceeded USD 300 million or Rs.1300 croresinthesaid 4 years. The ded
paidforitself.

e Infosyscould managethesaid deal financially because of healthy financia
gtuationintermsof profit, profitability and extra-ordinary liquidity. Wherever
these aspects of economic performance do not coincide, by default capital
intensive dealshaveto befunded through debt.

Itisinteresting to know that the cash received by Citigroup was, strategically and
quickly so, deployed into another business where the entrepreneur was on exit
route.Citigroup acquired theholding of Standard Lifeplc; U.K.,in HDFC. When Standard
Lifelns.co.Ltd. decided to get out of non-core housing finance business to raisemoney
to overcomethefinancid crisesit faced inthe UK., Citigroup captured that opportunity
by investing into housing finance businesswith theeventua intention of getting footagein
mortgage backed financing businessin Indian Financia Markets.

Case Study -2
TABLE SIX
Imperial Chemical Industries(India) Ltd.(ICl)

— Alook intotheAnnual Report of ICl givesinsghtsinto the businessstrategies
andtheir financia implications, asreflected through financial statementsshown
inTablesix.
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TABLE SIX

6yrs. ending 2004 (RsCrores)
Profit before Tax 301
Exceptiona ItemsProfit 298
Provisonfor Tax 107
Post Tax Profit 492
Dividend 200
LoanAmortisation 109

Cash Surpluseven after Loan Amortisation (Since 2000) 229

Debt (since 1999) NIL
Debt/Equity (snce2000) Negative
Working Capital (since2003) Negative

Thepictureisvery clear. The company enjoyed adebt freesituation since 1999. The
debt-equity wasreported negative. Further theworking capital defined ascurrent assets
minuscurrent liabilitieswas also negative and placed at Rs.48 croresfor theyear 2003.
The negative working capital continued to be negativefor the years 2004-2006. Asa
result of theabovetheassets profile of thecompany underwent changein 2006 asagainst
2003 asshown below:

TABLE SEVEN
2003 % 2006 %
(Rs. Crores) | InTotal Assets | (Rs. Crores) | In Total Assets
Net Fixed Assets 187 30 145 21
Investments 200 33 253 36
Current Asset 228 37 296 43
Total Assets 615 100 694 100

It can be seen that investment asa % of Total Assetshasgone upto 36% , whilethat
of Net Fixed Assets reduced to 21%. Therate of increaseininvestment is 27% for a
company which had reasonably high Net Fixed Assetsin 1999. The business strategy
wasto increase investment outside the company per sebut within the umbrellaof 1CI
group. Thisstrategy hel ped the company to becomelean and mean. VRSwasthekey to
this and thesubstantial reduction in staff dueto the hiving off of divisionsbear testimony
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to the same. Inspite of the hiving off of divisions, the salesof I Cl have shown a20%
increase whilereaching to Rs. 993 croresover the 8 yearsending 2006. Thelong term
liabilitieson account of obligations towardsemployeeswerefunded through long term
onetime cash flowsmade possiblethrough saleof divisions. Theextinction of obligations
was Rs. 294 crores and the funding of the same order came, to reiterate, from sale of
divisions. In the same period though increasein saleswas meagre 20%, the extent of
increasein profit was mindboggling 95% over the said 8 yearsending 2006. Thesurplus
which emerged on account of sale of divisionswas used to extinguish obligationsto
employeesand repayment of debt. Further cash surpluseswereusedto pay 325%dividend
for the 3yearsending 2004. Thisamounted to Rs. 41 croresin 2002 and 2003 each year
and Rs. 51 croresin 2004. Thetotal dividend paidisof theorder Rs.133 crores.

ICl stuationisinteresting - today it hasno debt to bepaid, minimal staff, initial
capital of Rs. 41 crores more than fully recouped- 3 times; infact recouped umpteen
times. Thecompany istotally free of any responsibility whatsoever. Thecompany ismean
andleaninthetrue senseof theterm. Thus|Cl asaforeigninvestor canwak away with
their realizations at market pricesas soon aspossible. (See Tables Eighteen and Ninteen
for hefty dividend payoutsof select companies.)

Box 51

4 ThelCl experienceindicatesthat the company eventually wantsto delist N
itself and go into the background so that disclosures, transparency and
accountability pro tanto getsdiluted. Governance getsrestricted to thefour
walls, of a neat closely held group, which hasits own advantage along with
opportunitiesfor quick decisionmakingwithrespect toawidevariety of issues.
Today corporate management isguided by the compliancesrequirement of
SEBI, Company law, et a. Hence decision making iscircuitous.

Itisinteresting to notethat “ Tatas have decided to keep Corusasan unlisted
company to be held by one of Tata Steel’s subsidiaries’. ( Times of India
dated 5/3/2007)
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Case Sudy-3
Bharat ForgelLtd.

Annual Report 2005-06 showsfollowing changesin financial structureof the
company.

TABLEEIGHT
Loans Repaid (Long Term) Rs. Millions
9.25 % Redeemable secured N on-Convertible Debentures 100
Foreign Currency Term Loan (secured loan) 112
Rupee Term Loan (secured loan) from Banks 53
Public Deposits (unsecured loans) 77
Foreign Currency/Rupee Demand Loans from Banks 628
Total 970
Unsecured L oans Raised
0.5% Convertible Foreign Currency bonds (FCCB) 4752
Short term finance for import of goods by buyers line of credit 111
Pre shipment Packing Credit from Banks 68
Total 4931

Thisobviously reduced the cost of financefor the company but morethan that it
released charge on assets of the company becauseit repaid “ secured loans” whereas
Foreign Currency Convertible Bondswas an unsecured loan. Taking astep further, it
repaid 0% I nterest Sales Tax Package L oan of Rs. 43.86 millionsand obtained adiscount
on early repayment of loan whichwasa* capita profit” !

Evenonthe sharecapital sidecompany used threedifferent instrumentsto generate
hugefunds(though not immediately required for businessoperations, but certainly keeping
inmind future businessacquisitions) by taking advantage of abooming capital market.

1. Global Depository Receipts (GDR)
2. Rightissueat substantial Premium in October 2004

3. Conversion of Detachable Warrantswhich wereissued alongwith right sharesat
hefty premiumi.e. Rs. 266/- per shareof Rs. 2/-
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Inthismanner company generated Rs. 6946 million extramoney by way of share
premium for increasein share capital of Rs. 49 milliononly! Nowonder at first it repaid
9.5% Redeemable Cumul ative Non- Convertible Preference sharesof Rs. 100 million.

Totop it up the company converted Foreign Currency Convertible Bonds (FCCB)
at apremium of Rs. 334/- per share of Rs. 2/- face valueinto equity capital with amost
negligiblecost of financefor ever. Thismodusoperandi of the company clearly indicates
strategi c approach to funding decisionswith least congtraints.

Case Study - 4

NicholasPiramal IndiaLimited (NPIL)—consolidationfor al round competitive
edge THEPIRAMAL WAY

Mr. Ajay Piramal charted adifferent route by acquiring NicholasL abs. from Sara
Leein 1988 and went on taking over more pharmaceutical companiesone by onesince
then. Today Piramal EnterprisesisRs. 2500 croresgroup, with aresearch centrein Scotland,
U.K. Heachievedinorganic growth of pharmabus nessby acquiring followingwell-known
pharmacompaniesor their established brands:

Roche ProductsLtd.; Boehringer Mannheim IndiaLtd.; Hoechst Marrion Russel
Ltd.’sresearch centre; Rhone Poulenc Ltd.; ICl’spharmadivision;

Aventis sResearch Facility; (in Dec.05) AveciaPharmaceuticalsplc., U.K., Rhodia
OrganiqueFine Chemical Ltd.(w.ef. 11.1.05)

NPIL hasentered into 2 strategic agreementswith AstraZenecaAB, of Sweden and
Pfizer Internationd Inc., USA.

Initidly financia strength was created by disposing off landed property of some of
theacquired pharmacompaniesand that money was pumpedintothe flagship Company
NicholasPiramal IndiaLtd. But many of the subsequent acquisitionswerecarried out by
issuance of equity shares, without losing control over the business. NPIL hassizable
Redeemabl e Preference Share capital of Rs. 53.37 crores (even morethan equity share
capital of the company) at just 5%-6% rate of dividend.

NPIL used convertiblesharewarrantsaswell asright sharesthat it dlotedin Sept.’ 05
at hefty premium of Rs. 173/- for Rs. 2/-face value equity share. NPIL alsoraised USD
15million (Rupeeequivaent 67 crores) as Externd Commercia Borrowing (ECB) from
two foreign banks at cheap rate and repaid unsecured loans, totalling Rs.115 crores,
whichwere costly domesticloans.

Rightissueresultedin Rs. 3.8 croresincreasein equity share capital and added Rs.
328.9 croresto Reserves. Right sharesissued in FY. 05-06 at high premium brought
downWeighted Average Cost of capital (both Debt aswell as Equity taken together)
substantidly. At the sametimethe company invested afresh Rs. 460 crorein Fixed Assets
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that gave an advantage to the company intax saving through depreciation on assets.
Company aso part financed additional requirement of working capital of Rs. 88 crore
necessitated by growthinbusiness.

NPIL has Joint Venture 49:51 with Bootsplc. U.K., since April ' 02 inthe name of
BootsPirama Hedthcare Private Limited for OTC segment with productslike Polycrol,
Lacto-Cdamine, Saridon, Streps| and Clears| tomakeit aleader in OTC Pharmabusiness.

NPIL hasbusnesspartnershipwithAllergan IndiaLimited for Medicad Opticsbusiness
(e.gtreatment of blindness)

Box 52

4 N

Theme : The company adopted inorganic growth route for faster
devel opment through acquisitionsand strategic alianceswith foreign pharma
majorsand converted its production and research and development facilities
intoworld classmanufacturing and research facility centrefor large numbersof
pharma productsof other companies. It concentrated on end chain production
processes rather than full chain production of pharmaceuticals. At the same
timeit strengthened itsAll-Indiadistribution network to provide end to end
solutionsin marketing pharmaproductswith wide range of over the counter
productsinitsfold. All thiswasfinanced in stepsby re-investing profitsand
relying onrisk-capita rather than costly borrowings.

Corporategrowth through Mergersand Acquisitions(M andA)
Ajay Piramal Syle

Thedifferencesbetween the stereotypica predator and somebody like Pirama who
isakintoanartistintermsof M and A activitiesisasfollows:

Stereotype Artist
Canny negotiator Compelling persuador
Focused on details Bigpictureman
Hands-on deal-maker Strategy-maker
Post-takeover integrator Total delegator
Source: Prof. S Shiva Ramu, Corporate Growth through Mergers and Acquisitions pp 246
Sage Publications 1998
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Box 53

Piramal’sTacticsin Acquisitions

"« Tekedecisonsaone Consultationscan obscuretheobjectives. )
+ Never pay morethan you want to: The benefitsmay not beworthit.
o Actasquickly asyouthink: delayscan sour deal sand attract competitors.
+ Bepatentif thetimingisnot right: A good acquigtionisworthwaitingfor.

+ Accedeto unreasonable demands: It allowsyou to draw on your credit

later.
+ Donot get snarled in details: The nitty-gritty never needs top-down
attention.
Source: Prof. S Shiva Ramu, Corporate Growth through Mergers and Acquisitions pp 246,
\_ Sage Publications 1998 Y.
Box 54

(" Pirama’stact csmay not besuccesstul in other industriessuch ascars, computers N
and processindustries. Pirama started to diversify from hisfamily’sMorarjee
Millstextilebus ness. Hefirg moved from non-patented medicinesand antibiotics
tonutritiona and biotechnology products. Inthe pharmaceuticd industry, Piramd

first acquired theIndian associ ate of the French multinational Nicholasgroupin

July 1988. Thiswasfollowedin 1993 by theacquisition of German multinationa
Roche'sindiansubsidiary.

Source: S Shiva Ramu, Corporate Growth through Mergers and Acquisitions pp 246,

\_ Sage Publications 1998 J

Low Interest Rates—A New Paradigm —L eading to Newer Paradigms

High Interest rates and high tax rateswere complimentary and worked on many
occas onsto theadvantage of enterprise. High tax ratesmean an opportunity for leveraging
thebenefitsof tax deductibility.

Thus, ‘if e=expenseand t = tax rate, tax shelter =*t x e’ and tax adjusted
expenses="‘(1-t) e. Inthe context of thisformula, higher thetax rate, higher wasthetax
shelter. Inthe seventies, when theintensity of marginal tax rate was as high 95 percent
plus, ( morethan 100 % including wealth tax ) an incremental amount of Rs.100 tax
deductible expense meant that the Exchequer bore the burden to that extent namely at
least 95 % of the expense. Only theresidual 5 % or lesswas borne by the business.
Enterprisewasa so motivated to boost the amount of expensesclaimed for tax purposes..
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Over theyearsthings have changed and there has been aparadigm shift fromtheideaand
concept of a“ highest tax nation” to amoderately taxed nation. With falling tax ratesthe
impact of tax shield isreduced. Thishasfurther reduced the motivationto usedebt asa
component inthecapitd structure. Theroleof leverageismoderated and with abooming
stock market which facilitatesraising equity capita a apremium, debt becomesare atively
expendveproposition. Thereisaparadigm shift indeed from thethemethat debot ischesper
than equity to areversesituation viz equity ischeaper than debt.

DEBT and EQUITY

e Whenincometax rateswerehigh and interest rateswere also high thetax adjusted
interest cost wasreduced substantialy. 1n93-94 Reliance Capita and IDBI could
pricetheir sharesat Rs.130 per share (Rs.10 face value). The post issue price
ruled around Rs.55-60. The substantial premium of Rs. 120 per share(1200 %)
depressed the effective cost of equity to such an extent that equity was cheaper
than debt even with the combination of doubledigit interest rate and tax rates
placed above 50%.The post issue price gave shock wavesto many entrepreneurs
whowantedtofollow the Reliance Capitd route. While Reliance Capita managed
the show and so did Larsen and Toubrofinance, Mahindra& Mahindrafinancia
servicesand the Kotak group, afew othersfailed miserably viz. Lloyd Finance,
Suman Motelsand Mafatld’ sfinance.

In 2006 the corporatesraised alot of money through PO equity issues
aongwith hefty premium. Sun TV raised Rs. 500 croreswith equity sharesof face
valueof Rs. 10at apriceof Rs. 730to Rs. 875 per equity sharegiving apremium
of at least 630%. Similarly D.S.Kulkarni buildersraised Rs. 100 croreswith an
equity sharefacevaueof Rs. 10 and apremium of 230%. Plethico Pharmaceutica
raised Rs. 110 croreswith afacevaue of Rs. 10 and apremium of at |east 240%.
Inthecaseof SUNTV the premiumitsalf was substantial and would have helped
the company to servicethe capital almost into perpetuity. Inall such situations
thereisno such thing asachoi ce between debt and equity. Equity isbound to be
prefered. Till recently sincetax rateswerelow and interest rateswerealsofalling,
companieswhich managed to go to the primary market by issuing shares, at a
premium prefered equity to debt. Thusthethemethat debt ischeaper than equity
isnot adictum applicable universally in vacuo. The cost of debt and equity is
driven by interest rates, tax rates and the ability of the companiesto mop up
surplusesby way of share premium at thetime of issue of shares.

After tracking and tracing different dimensions of interest management —
macro as well as micro, it is necessary to understand various aspects of India
Inc’sissues concerning managing taxes — pre and post 1991.
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IntheWorld nothingiscertain but Death and Taxes
Letter to J.B. Levoy (13.11.1789)

SECTION -5
FINANCIAL EXCELLENCE
MANAGING TAXES

Tax Planning

India — The Highest Tax nation
Reliance Industries Ltd.
Minimum Alter native Tax
Depreciation as Source of Funds

Tax Avoidance and Tax Evasion

S X X X X

Mc Dowells Case
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TAX PLANNING

TheExchequer’sralein garnering taxesand mohbilizing resourcesmay beat loggerheads
with the entrepreneur’sobjective of maximizing post tax profits. If theincidenceof tax is
high, profit after tax islow to that extent . Tax management isthereforeavery important
functioninbusinessall over theWorld. Newspaper advertisementsinviting applications
for positionsliketax accountants, tax managers, tax executives bear ampletestimony to
the specid statusfor thetax functional over theWorld. Theroleof thetax manager isto
minimize tax liability of enterpriseand yet make surethat no law isflouted —neither the
letter nor the spirit of law should beinvoked to meet perverted, short run, mala- fide
objectives. The concept of tax management hashad achequered history . Intheearlier
years, effortsweremadeto minimizetax liability by arranging incomesand expensein a
manner that profitsalwaystend to zero or negetivelevels. Thereare caseswhere corporates
had not paid taxes sinceinception—hencetheexpression* zero tax companies evolved
inIndia. Alook a thefinancia statements, of Reliance I ndustries, showsthat provisionfor
tax appearsat ‘nil * valueyear onyear basis. Thisistruefor severa businesshouses. In
fact at onetimein the late sixties and during the seventies, it was accepted that * tax
evasionisillegal but tax avoidanceislega ‘. The subtle difference between thetwo
expressions provided breathing spaceto enterprise to usetheintellectual capital of the
accounting world to make pervers onsstemming fromintent to evadel ook asif theideais
toavoidtax liability. To pre-empt the possibilities of zero tax situations, the 1996-97
Union Budget introduced the concept of MinimumAlternative Tax (MAT) oncompanies.
Today, MAT stands, even today, as part of thelncome Tax Act through S115J. (Box 61)

Themodus operandi of tax planning and itsimpact on tax liability on corporatesis
represented in Table Nineregarding Reliance IndustriesLtd. What wastrue of Reliance
wastrue of other companiestoo. Theintroduction of S115Jin 1996-97, toreiterate, was
to bring zero tax companieswithinthefold of tax paying assessees.

India-TheHighest Tax Nation-OnceUpon aTime
Box 55

/" e Inindia,incometaxesonindividuals, even prior tothe Union Budget-1970, N
wasthe highest intheworld. The gap between theintensity of tax ratesin
Indiaand other countrieswassubstantial. At onepoint of time, if weathtax
was included along with the tax on urban properties, tax would exceed
100% of incomein certain cases. Thisispreposterous but true! Though
such progressivetaxation hel ped mopping of resourcesfromthe affluent,it
had itsown adverseimpact. Eventhemanagerid, professond andintellectua
classeshad to bear with theincidence of amarginal tax rate of 66%to 77%,
depending upon the position in theincomesranging between Rs. 40,00/- to

\_ Box 55 cont.. - )
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Box 55 (cont.)

.

Rs. 80,000/- per month. Thissubstantially destroyed theincentiveto work
and acted asadisincentivetowardsintellectual capital formation.. Eventhe
morad fibreof the country wasadversely affected becausehigh tax ratesput
apremium on dishonesty. It led to the creation of black money and the
emergenceof aflourishing paralel economy. Inthosedaystax rateswere
unfair and rather expropriatory and adversely affected the economic and
technical development of the country. Thusthetop 10 nations based on
high taxation and the countrieswith relatively low tax rates are shown
below inTableEight.

~

/

TABLEEIGHT

Top 10 Nations (High Incidence of

Top 10 Nations (Low Incidence

Taxation) of Taxation)
Congo- 55.7%avg. tax rate M exico-13.8%
China-46.9% Singapore-11.5%
Argentina-44.3% Ghana-9.9%
Brazil-38.8% Ecuador-8.2%

Germany-38.1% Ukraine-7.7%

United States- 38.0% Hong kong-6.1%

Russia-37.6%

Canada-36.6%

Japan-32.2%

France-32.1%

Box 56

-

Impact of Tax Planning
Over thelast thirty yearsending 2006, tax record of Reliancelndustries
showsthat

. On 15 occasionsbetween 1975-1995i.e. over 21 years, the provisonfor

taxisNIL;

. From 1996-97 to 2005-06 the provision for tax is positive. The said

provisionrangesfromaminimum of 1.73% to amaximum of 8.41% of
profit beforetax.

. Over thethirty years ending 2005-06, thetotal profit beforetax isRs.

2744.15 crores and the provision for tax isamere 5.53 % of profit
beforetax. Even after theintroduction of MAT thetax record of Reliance
I ndustriesshowsthat the provisionfor tax asapercentage of profit before
tax israther low, amaximumof 8.41% intheyear 2005-06.

Box 56 cont.y
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Box 56 (cont.)

4. Theeweresverd companieslike Reliancewhich have enjoyed the benefits

of the bonanzaof tax planning using the several benefitsand incentives
\ providedinthelncome Tax Act.
TABLE NINE
Reliance | ndustries L td.
Column 1 Column 2 Column 3 Column 4
(Rs. In Crores)

Year Provision for Tax Profit before Tax Col.2 as% of Cal.3
1975-1976 NIL 0.6 -
1976-1977 0.05 2.98 1.67%
1977-1978 0.2 6.75 2.96%
1978-1979 NIL 8.21 -
1979-1980 NIL 11.2 -
1980-1981 NIL 19.69 -
1981-1982 NIL 29.16 -
1982-1983 NIL 38.52 -
1983-1984 NIL 61.09 -
1984-1985 10 71.33 14.02%
1985-1986 NIL 14.17 -
1987-1988 2 80.77 2.47%
1988-1989 NIL 79.37 -
1989-1990 10 90.5 11.05%
1990-1991 NIL 125.55 -
1991-1992 NIL 163.32 -
1992-1993 NIL 321.75 -
1993-1994 NIL 575.49 -
1994-1995 NIL 1064.85 -
1995-1996 NIL 1305.27 -
1996-1997 45 1367.7 3.29%
1997-1998 63 1715.67 3.67%
1998-1999 30 1733.69 1.73%
1999-2000 57 2460.25 2.32%
2000-2001 135 2780.62 4.86%
2001-2002 190 4428.7 4.30%
2002-2003 245.9 4974.21 4.94%
2003-2004 351 6301.14 5.57%
2004-2005 705 9068.68 7.77%
2005-2006 900 10704.06 8.41%

TOTAL 2744.15 49605.29 5.53%

Research Department - Dr V.N. BRIMS

8l




Indialncs—— Incidence of Tax
Box 57

1. Ontheeveof liberalisation, that isto say in the assessment year 1990-91 the
Income Tax rateswere as high as 54% including surcharge. For closely held
companiesit washigher by at least 10%. The highest incidence of taxation was
on foreign companies. However from assessment year 1991-92, as part of
liberalization process, these rateswere scaled down. Today for assessment
year 2006-07 theratesfor domestic companies areaslow as 36.59% (including
surcharge and education cess). For foreilgn companiestheincometax ratesare
40.80%

Box 58
INDIA INC'SEFFECTIVE TAX RATEISONLY 17%

2. According to arecent newsitem the effectivetax rate for corporatesisa
mere 17%. A panoply of tax breaks have contributed to thelow incidence of
taxation and the actual tax rate of 33.66%isonly atheoretical rate. Therange
is11.7% (I T sector) to 32.5% ( paintindustry ). The effectivetax ratesaccording
to the study made by thefinance ministry isOil and gas22.8% ; Banks22.0%

 Metals25.6% ; Capital Goods28.4% ; Paints32.5% ; I'T 11.7% ; Telecom
14.0% ; Cement 12.0% ; Textiles 15.8% and Power generation 13.9%.

Source : The Economics Times February 2007.

Box 59

3. According tothe Finance Minister Mr.P.Chidambaram, corporatetax rateis
already low and at par with ASEAN levels. To quote Mr.Chidambaram, “
Effectivetax rateisnot only moderate...... Theeffectivetax rateinIndiais 19.2
per cent. Show meoneASEAN country which hasan effectivetax of lessthan
19 percent.” he said at apost-budget interaction at FICCI.

(Mumbai Mirror, 6.03.07, p 22)

Box 60

4. A recent study showed that of thefifty companiespaidlessthan 33 per cent
tax ontheir profit. A few companies paid more than the applicable corporate
tax rate. However, thiswasattributableto arrearsand appeal decisionsdividend
distribution tax, interest tax and other taxes. ( BusinessWorld, 26.02.2007,
P54)
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Box 61
=»>Minimum Alter native Tax on Companies—1996-97 Union Budget

o

In recent times, the number of zero-tax companies and companies paying
marginal tax has grown. Studies have shown that inspite of the fact that
companies have earned substantial book profits and have paid handsome
dividends, no tax hasbeen paid by themto the exchequer.

The new proposal providesfor those companiesto pay tax on 30% of the
book profits, whosetotal income as computed under thelncometax Actis
less than 30% of the book profits as per the books of account prepared in
accordancewith Parts1l and 111 of Schedule VI to the CompaniesAct, 1956.
“Book Profit” isdefined and certain adjustments are aso provided in the
proposed section.4

The proposed amendment will take effect from 1 April, 1997 and will,
accordingly, apply in relation to assessment year 1997-98 and subsequent
years.

(Clause 37)

/

TAX PLANNING —How Depreciation becameatangible sour ce of funds?

Box 62

-

e Duringthelicenserg), licenseswere obtained. However, capacitieswere
not installed. This process of preempting production capacities, through
procurement of licensesfor holding, resultedinthelegidationthencaled as
MRTP-Monopoliesand Restrictive Trade PracticesAct. MRTPAct came
into the scenefollowing the Hazari Committee Report inthe late sixties.
Preemption of capacitieswasthekey maa sewhich then plagued themindset
of enterprise. Thusevenwith under utilisation of capacity new licenseswere
obtained, onceagainto retain the monopoly, prevent new entrants and
initiate new activitiesonly at thewill of the entrepreneur. In some cases
machinery was obtained from abroad, installed,duly licensed but not put to
production. Thus, capacity was created and the depreci ation on the same
was claimed for 365 daysthough the machinery wasowned only for afew
days- in some cases owned only for aday because the tax statutesthen
allowed claiming of depreciation for 365 daysthough the asset wasowned
andingtalled only for aday. Thehigh marginal tax rate only added fuel to
thefire by encouraging such motiveswhichwerenot transaction driven but
drivenonly by tax benefitsaccruing tothebusiness. Inthissense depreciation
became atangible active source of cash (funds).

~
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Box 63

Tax Planning-Tax Avoidance Ver sus Tax Evasion -Then and Now

-

-

Inthe past there was asubtle but real difference between avoidance of
tax and evasion of tax. Over theyearsthisdistinction wasaccepted. Infact this
distinction evolved in 70 sthrough the Wanchoo Committee Report on black
money. Thewide variety of incentives provided under the Income Tax Act
(1961) section 32 (depreciation), section 32 (A) (investment alowanceearlier
known as development rebate), section 80 J (tax holiday at a prescribed
percentage of capital employed), section 35 (aseriesof incentives by way of
amortisation of preliminary expenses, patentsand copy rightsaswell asexport
promotion incentives) et a. Theseincentivesweretaken full advantageof. It
was accepted aslegitimateto take advantage of theseincentivesand minimise
tax ligbility, maybe, year onyear bass. Hence, the concept of zero- tax companies
evolved. However in adecisionin 1985, the Supreme Court in the case of
McDowell and Company Ltd. (1985) came out with anew version of judicial
view ontheissueof tax planning, tax avoidance and tax evasion. According to
the court tax avoidanceis*”theart of dodging tax without breaking thelaw”.

Inthe English casethis principle of Westminster was buried. Said thejudge
“No onecan now get away with atax avoidance project with themere statement
that thereisnothingillegal about it”. The court observed that whiletax planning
isperfectly legitimatethe presenceof thefollowingin planning of tax could be
termed as “tax avoidance’:

a) fraudulent motives; or b) malafideintentionsor ; c) colourabledevices;
or d) form of transaction in accordance with theletter of law but absence of
substance of transaction defeating thelegidativeintent.

Tax planningisaperfectly legitimateexerciseif it complieswith under-mentioned
ingredients:
— Tax planning should reflect the basic intention of legidature behind the
Satute.
— Taxincentivesavailed of by the assesseeiswithintheambit of legitimate
tax planning.

— Planning of financial affairsby aseriesof transactions (doctrineof form)
each havingindividud legitimacy and compositeeffect produced asawhole
(doctrineof substance) following thetruespirit of law isperfectly legitimate.

Tax planning should not invol ve use of colourable devicesfor reducing tax
lighility.
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The Government had a so acomplicated network of sections, which providedfor a
variety of incentivesannounced by State Governmentsthrough State Financid ingtitutions.
All incentivestaken together it appeared, at |east primafacie, that enterprise could be
sarted withlittleor no capitd, physica incentivesmadelife easy to do businessand finaly
tax planning could keep the Exchequer at adistancefor yearstogether. Thespirit underlying
bus nessmanagement wasnot to pay taxesat al through appropriatetax avoidancepalicies.
Addedtoall thiswasthe high margina tax rateswhichwereunduly high—tax rateswere
rather preposterous. Hence, the motivation of enterpriseto aviod taxes.

Managing abusinessduring thelicenserg and ahighly taxed and controlled regime
waslikedevel opingamathematical modd whichwould captured| congraintsand conditions
imposed by law and yet al businessesto survive happily. The skill and attitudesthat
devel oped were perverted in nature and talent was hired mainly to meet objectiveswhich
could easily be defended asbonafideyet had ahidden agendaof achieving ulterior may
be mala fide, goals. The environment of high taxes also encouraged conspicuous
consumption, ostentation and prodigd dispensation of wedlth.

Post 1991 thingsunderwent aradical change. For thefirst timein several decades
fiscdl policy wasdesigned tofacilitate active participation of asseseesinfavour of compliance
rather than avoidance or evasion for that matter.

Following M c.dowell’s case the subtl e difference between evasion and avoidance
waserasedinfavour of compliance and adoption of ethical coupled with bonafide attitudes
towards payment of incometaxes, giventherelatively low tax rates.

Thelncome Tax Authorities al so started | ooking at assessees not with suspicionand
distrust but with pro-active support for compliance. Over the yearsthe approach to tax
management has undergone areasonable change—from the corporate perspectiveaswell
asfrom assessee’ sperspective. Yet if corporatefinancia objective, of maximizing returns
on shareholdersequity, hasto bemet on acontinuousbas's, tax planning and management
Isinevitableand imperative. Minimizing tax ligbility in accordancewith thelawsgoverning
taxesisabonafide objectivefor any category of assessees. Any apriori assumption that
tax planning designed to minimizing tax liability isunethical and intended to depriveand
defraud the Treasury of revenueisunacceptable. Hencetheimportance of tax management
in corporatefinancia management.

Thus, financiad management performanceisfunctionally related to management of at
least three aspects—interest liability, debt-equity policy and tax management. All these
threefactors, representing financia leverage and tax impact, viewed together will decide
the extent to which operating excellence can be or istransmitted to shareholders. Should
financial management carve out a separate proactive, niche in business, treasury
management can not only complement operating excdllencebut actudly, actively, contribute
to boosting the bottomlineaswell asreturn on equity. To start with treasury management
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isessentially acost or expense centre. As activitiesincrease and treasury contributes
proactively, it assumesthe status of aprofit centreat par with such centreslike marketing,
production (asynthetic profit centre) and other segmentsof business. Ultimately, treasury
operations may become solarge, important and profitablethat it assumesthe status of an
independent investment centreand isfloated asafull fledged corporateorganisation. L& T
Finance, Reliance Capital, Mahindraand MahindraFinancial Servicesand many other
groups have pursued thisroute. Among other advantages onewhich standsout isthehigh
leverage permitted to finance companies. Thes ster companiesarelegitimatebeneficiaries
of thisbonanzaleveragefacilitieswithout resort to bankers. Thus, theautonomy of enterprise
vis-a-vistheclutches of the banker isfully protected.

Of coursetheautonomy of thefinance company and other sister companies, inter-se, is
retained and yet al actionstaken by all theinter-related companieswill haveto
convergetowardsthe overal organisational objective of maximising thewealth of
shareholders.

Finally the measure of performance is Return-on-Equity that is to say total
management performancewhichisaproduct of operating excellenceand excellencewith
respect tointerest and tax management, asshown in Box 38.

Theissues presented and discussed so far have given the components of total
management performance viz operating and financial excellence. It is now
necessary to capture the impact of the changes that have take place since 1991.
Section Six addressesvariousissuesthat seem to be pointerstowardsthe changes
that have occurred.
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Commer ce defies every wind, outrides every tempest and
invades every zone.

George Bancraft

SECTION -6
FROM HERE TO WHERE? - VISION 2050 ! ! !

v From License Raj to Liberalization
v Indian Farmers— From Farming to E Chaupal

v India - From Downgraded to Up graded Sovereign
Rating

v Indian Financial Markets to Foreign Financial
Markets
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From LicenseRaj toL iberalization

InIndia, during thelicenserg capacitieswererestricted by law. Limited production
resulted in monopolieswith demand exceeding supply. Priceswerehigh and profit margins
wereadso high. Thequantum of profitswasdriven by the extent of freedomwith respect to
pricefixation. However, high tax ratesand interest ratesreduced the post tax profit. Capita
mobilization wasadversaly affected partly dueto poor profitsand mainly dueto controls
imposed by the office of the Controller of Capita | ssueswith respect to quantum of funds,
mix of funds, cost of funds, frequency of fundsraised through rightsissue and or public
issueand pricing of securitiesraised inthe market. Thissituation continued until thedawn
of liberalisation (1991). Aspart of theliberalisation processtherewasaseriesof reforms
since 1991 asshown in Box 16.

Asaresult discretion for decision making emerged ondl thethreefrontsviz. capacity
creation (production capacity), imports of raw materialsaswell as capital goodsand
interest ratesfixation by banks.

Thus, industry went infor an almost unfettered expansion during the said period
1991-1996. However, demand continued to exceed supply.

Expang on programmesfor mediumandlarge-scaleunit got afillip. Further, production
activity hitherto the preserve of the reserved sector were opened. This created new
opportunitiesfor industry to expand inal directions- main production aswell asauxiliary
production. Perhapsthiskind of expansion was unprecedented in recent businesshistory.
Simultaneousto the aboveliberdization the opening of the economy toimportsadded to
thevolumeof goodsand servicesavailableinthe markets. Therewasasuddenglutinthe
market and supply exceeded demand. Between 1998-2000 therewasaslow downin
industrial activity and the stock marketsresponded sharply- creating adivideknown as
old economy sharesand new economy shares. Monetary policy had to addressamood of
pessmism and revive business activity. Thismotivated the dawn of cheap money policy.
Moreover, interest rateshad to be aligned with therest of theWorld. Theideawasto give
aboost to industry and improve the returns on investment. Wholesal e banking and
devel opment banking became athing of the past and retail banking emerged from 2001
onwards. Therewereother effects supply increases, low interest rates, inflation control
and activity revival which wasrestricted primarily to India. Other countries, particularly
the USA, wereexperiencing astagflation. FDI'sand FlI’sincreased and the banking and
insurance sector got anew fillip. Mutua fundsbecameanimportant outlet for investment
because of high savingsrate, whichweredriven by theoverdl per capitaincomeincrease.
Thanksto thelead taken by the software sector, thisfavourabl e phase continued upto
2003. Downward interest rates continued till July 2004. After the change of Government
in May 2004 the actual inflation rate in the economy, which was more than 6%, was
addressed by Government. It became imperative for interest ratesto risein order to
control inflation. Since stock market had revived, companiesincluding banks encashed
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on theequity boom from October. 2004 onwards. Changesin taxation of dividend and
exemption of long term capitd gainfrominvestment in sharesquoted onthestock exchange
assured attractive returns on stock market investment which never looked back since
October 2004 . Industry was a so comfortabl e because of cheap foreign currency loans
through Global Depository Recel pts, American Depository Receipts, Foreign Currency
Convertible Bondsand Euro Bonds route. Without fear of rupee depreciation thiswas
coupledwith heavy inflow of foreign fundsin thenatureof FIl investment, FDI and private

equity.

The paradigm shiftsininterest rate, taxation and other policiesrelated to permitting
freer flow of fundsfrom foreign countriesaswell asabolition of the office of Controller of
Capitd Issuesfollowed by aregul ated, market driven, sock exchangetransactionsincluding
demat and screen trading showed that Indian marketsmoved fromitserstwhile narrow
and shallow profileto anew avatar with the required breadth and depth. Aboveall it
portrayed the spirit of entrepreneurship, thedareand ambitionto riseto the occasion by
unleashing the hidden potentia of entrepreneurship, and exhibiting thetrue spirit of India
totheWorld and ourselves.

Indian Farmer: FarmingtoBour ses

e A newdevelopmentinthefield of ‘ development of markets' isthe emergence of
commodity markets. Till recently commodity marketswererather inactiveexceptin
caseof oil seeds, grams, dd and tamarind. Of late commodity marketsareemerging
indifferent regionsin Maharashtraand other places. Thus, wehaveavery active
and busy commodity market for grains(da, gram) and sugar, gur, tamarind (Sangli
Digtrict) inMaharashtra. Smilarly thereisawheat commodity market in Harayana
and the Punjab. AndraPradesh boastsof strong commodity marketsfor tobacco,
cotton, chilliesand tamarind. These marketsared owly getting integrated. Through
connectivity there canbeconsolidation finaly leedingto unificationwith agricultura
produce market committee. Such anindependent market for commoditiesfor future
trading, on the basis of spot market, has enabled farmers to take advantage of
business motives without necessarily playing on the stock markets. Thisisan
important devel opment in the overall context of devel opment of marketssince
1991and helped farmersto feel marketsand externalise, to reitrate, their business
motiveswithout going to the equity market. M oreover thefarmers have knowhow
of commodity marketsand feel very comfortableusing their native skills, acumen
and confidencein taking decisionson the commodity bourse. Thiscomfort zone of
familiarity, confidence and concomitant motivation does not exist when they look
towardsthe stock exchanges.

e EChaupd isaplacewherethefarmersgot afirst fed of commodity marketswithout
goingtothe*mandi’. Communication linkswere established through mobileand the
processgot into action. Bullion marketsdeveloped, intheir initial stages, through
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thisprocesswheretraders could get the prices of gold everyday inthe morning.
Thiswas happening with asmall group of traders, though. now, it ishappening to
farmerson areasonably largescae.

India’sSovereign Rating Upgraded

Standard and Poor (S & P) aninternational rating agency hasrecently upgraded
Indid srating asan investment destination. India’s sovereign rating has moved up
from aprevailing specul ative gradeto aninvestment grade. According to the agency
“The upgrade reflectsthe country’ s strong economic prospects, external balance
sheet anditsdeep capita market, which supportsaweek, butimproving fiscal postion.”

Moody’ sanother global rating agency had upgraded Indiato investment gradein
2004. Fitch also did the samein August 2006.

India srating was downgraded in May 1991 when the external account was under
severe stress. We had enough foreign exchange only to meet two weeksimport bills.
Thisgrading did not changetill recently because of fiscal imbaances. Thecombined
fiscal deficit of the stateand central governmentswas till hovering around 7.5%
GDP. Thisismuch below comfort zones. Infact India' stotal debt equal s 85% of
annual output and interest onloan absorbs35% of revenues. The current Situation
isbullish because of abuoyant buying spreefrom thegrowing affluent middleclass-
8x4hilliondallars. Indiaisrated asthefourth fastest growing economy inAsa-Pacific
thisyear. According to Goldman Sachsthe country will becomethe second largest
economy ahead of the United States and next only to Chinaby 2050. Sand P say
“Further rating improvementswill depend on sustained prudent fiscal policy that
leadsto adeclinein government debt and interest burden, and further reformsthat lift
thegrowth prospectsandincomelevels,”

TABLETEN
IndiaAhoy 10 Year sof Change

Feb-97 Feb-07
GDP Growth Avg for 3 yrs (%) 7 8.6
Forex Reserves ($ bn) 26 190
FIl inflows ($ bn) 7 8
Tax Revenues (Rs cr) 153,347 442,153
Tax Payers (million) 12 35
Service Tax Collections (Rs. Cr)  |1,059 34,500
Peak Customs Duty (%) 50 12.5
Total Expenditure (Rs cr) 232,481 563,991
Prime Lending Rate (%) 145-16.0 |11.0-11.5
Credit to agriculture (Rs cr) 28,000 1,75,000

Source: TOI, 26, Feb. 2007, pp 01. News Item“ 10 years on, will the FM dream again?”
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From Indian Financial Marketsto Foreign Financial M ar kets

Over a period of timelndial NC hasmanaged variousoptions, toimprovereturnon
investment, such asincreaseinrevenue, reductionin cost, effectiveand efficient management
of capital and last but not the least management of cost of capital . The corporate
financial objective of maximisation of present value of future benefits getsfulfilled
automatically asand when cost of capital movesdownward . Thisis because projects
which arergjected with atough, rigorous, target or hurdlerate would get accepted if the
rigour of thesaid rateisdiluted through shrewd and timely management of cost of capital.

n

Now, Z .
i

isthe present value of future benefitswhere, asmentioned earlier,

Bi = prospectiveyields expected over the economic life of aproposal at theend of
each year, inrupeesand K = discount rate (%) used asthe cut off point.

Thefina valueto shareholdersisgiven by thedifference between the present value of
future benefitsand theinitia commitment of capita (say Rs.‘ C'). Thisdifferenceisknown,
infinancia parlance, asNet Present Value (NPV), whichisexpressed infinancid termsas
an absolute amount. NPV isameasure of performance used to eval uate worthiness of
investment proposals. Thustheexplicit goa towardswhich financia management must be
directed iscontinuous maximization of the present val ue of future benefitsof shareholders
investment. Through thisprocessthe market value of the bus ness can be maximized.

Asthedenominator ‘k’ becomes|ower and lower the val ue of the above agebraic
expressionisautomatically increased. The degree of changeintheamount of wealthand
value created depends upon the extent to which the cost of capital islowered, al other
thingsbeing equdl.

Box 65

(" MANAGING COST OF CAPITAL )

Managing cost of capital usually denoted by an algebraic expression
(k) iskey towedth maximising strategiesof enterprise. Infact,k isaninput
to establish the minimum acceptablerate of return (R). Thus:

R>k_

R refersto the expectations of management on account of avariety of
factors. These expectationstend to push Rasaway fromk_, intheupward
direction, aspossible. Thefactorsinfluencing the shift of R away fromk

\_ Box 65cont... /
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Box 65 (contd.)

/" includeavariety of risks—currency, exchange, sovereign, businessand
financid riskstolist afew. Variousmetricsareused to quantify (R). However
somejudgmenta input isaso required and thefinad imputation of valueto R
may not always originate from pure quantification. R thus represents a
fundamental standard of financia performance against whichinvestment
proposals are assayed. R may be defined as atarget rate or hurdle rate
whichmust besurpassedin order tojustify theuseof capitd. Thecomputation
‘k " isquiteinvolved particularly inthe context of capital asset pricing model

\_ (CAPM) andispresented inthe glossary. W

Inthepost liberalisation era, managing cost of capital hasbeen akey challengeand
opportunity toimprovethe competitiveedge. Therehasbeen aprogressive shift fromone
method of funding to aternative methods of funding and from onekind of instrument to
another and further, again, from one country and type of currency to another. Thusinthe
early years 1991-1997, debt was cheaper than equity, thanksto high marginal tax rates
and interest rates. However asinterest rates moved downwardsfrom-double digit to
sngledigit andtax ratesa so moved fromtherigoursof ahighest tax nationto amoderately
taxed nation, the benefits of leverage on account of high tax rates got diluted. With a
buoyant capital market and high, positive, bullish, optimistic expectations coupled with
improved book profits, increased payout ratioswerethe order of theday. The entrepreneur
found equity to be better and cheaper than debt for more reasons than one—hefty
premiumsand simultaneoudly out of the clutches and fetters of the banker. Enterprise
autonomy was also ensured. In the sameway the effort of enterpriseto allow cost of
cgpitd tomovefurther down resulted in adventuresof Indian enterpriseintoforeignfinancid
marketswhich historically have enjoyed or suffered from cheap money policy. Thus,
corporates ventured to raise, to start with, debt or debt related instrumentslike externd
commercia borrowings(ECBs) and euro bonds. Further IndialNC also raised funds
throughforeign currency convertiblebonds, globa depository receipts(GDR) and american
depogitory receipts (ADR) . Theseinstrumentswere convertibleinto equity at apremium
onthe basisof the covenantsestablished at thetime of issuanceinforeign markets. Thus
corporatesventured to raisefinancethrough chegper ingrumentsinforeignfinancia markets
. To start with two new instrumentsnamely GDR and ADR werelaunched in 1993. It
may be noted that GDR/ADR holderswere entitled to dividends (subject to tax) aswell
asbonusand rightsissueduring thetenureof the said recel pts. Thiseliminated theexchange
risk, when rupee was depreciating in 2002. Theinvestor had an option to either accept
the conversioninto equity or claim redemption of theinstrument. Migration to new
insrumentstook placeat atimewheninterest ratesat homewerearound 21% per annum.
Indialnc. also raised fundsthrough ECBsor Euro bondsand interest rateswerevery
low. Theinterest rate payablefor the said borrowingswereaslow as 1% (2001) inthe

92 India - From License Raj to Liberalisation




USmarket. Theratesof interest werealittle higher in European markets. However in
Japan theinterest rateswererather low, perhapsthelowest. It isbdieved that theissuance
cost amounted to 1.25% on an average. Of course, theinterest cost excludestheissuance
cost. It isinteresting to know that aslate as 2006 Bharat Forge raised funds through
foreign currency convertiblebondsat haf per cent interest rate asindicated inthe * Annua
Report’ of the company for 2005-06. However these were debt capital raised in
foreign currency andinforeignland. In any case debt had to berepaid. Inthe event of
default thedifficultiesthat emerged wererather awkward. Thesovereignrating could be
damaged too. Thereputation of entrepreneursand the country may beadversely affected.
Hence convertiblebondswereissued toforestal therepayment of principa asand when
necessary, provided all other covenants are met. Thus this was the final act of
entrepreneuria adventureof Indialnc toissue equity capital inforeign markets, through
Foreign Currency Convertible Bondskeeping cost of capita aslow aspossbleandaso
enabling them to maximisethevalue creation for the shareholders. Needlessto add that
shifting from onelevel of cost of capital to another, lower level, isacontinuous process
and will undergo several proactiveiterationsto push the cost of capital toitslowest
possible so asto maximisethe present value of future benefits of shareholders.

Box 66
a HDEC INITIATIVES I

Upto 92-93 therewasal ot of conservatism regarding the sources of
foreignfinancesfor Indian enterprises. Two new instrumentswere permitted
for launchin 1993. Only very highly rated companieswithalot of credibility
and excdlent fundamenta swere alowed tolaunch suchingruments. Further,
companieswhich desiredto go ahead with thesetypesof instrumentswhich
had to belisted on New York Stock Exchange and L uxemberg exchange.

Incidentally HDFC to date hastapped several innovativeinstruments
of railgng financeinforeign countrieslikeexterna commercia borrowings,
foreign development institutions (Asian Development Bank) and also
development bankslikelnternationa Financial Corporation and banksfrom
Germany. They have also issued floating rate notes and foreign currency
convertiblebonds. Theinterest rates, for the said instrumentswere much
lower thantherateprevailing in Indiaat thetime of theissuance. Similarly
HDFC hasrai sed hugeamountsby way of locd insrumentslikecommercia
paper for funding operationa requirementsof ashort term nature.

k Source : Annual Report of HDFC-2005-06 J
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Box 67

a4 Bharat Forge: Global Depository Receipts( GDR)

The company hasissued 3, 636, 500 Equity sharesof Rs. 10/- each
(later sub-divided into 18, 182, 500 Equity sharesof Rs. 2/-each) inApril
and May 2005 represented by 3, 636, 500 Global Depository Receipts
(GDR) (on sub division 18 182 500 GDRs) evidencing “Master GDR
Certificates’ at apriceof USD 27.50 per GDR (including premium). GDR’s
outstanding at the close of the year are 9,75, 950. The said money, after
incurring issueexpenses, aggregated Rs. 4, 235 million, have beentemporarily
deployed by Investmentsin Debt oriented Mutual Fundsto the extent of Rs.
2, 271 millionandthebalanceamountingto Rs. 1 964 millionisheldin Fixed
Depositswith banks.

\ Source : Annual Report of Bharat Forge-p-60

Box 68

" FccB (Foreign Currency ConvertibleBonds):

On March 17, 2006 1,753,246 Equity Shares of Rs. 2/- each were
issued and aloted at apremium of Rs. 334. 105 per shareon Conversion of
USD 13,500,000, 0.50% Foreign Currency Convertible Bonds (FCCB)
Tranche-1intermsof Offering Circular dated 15" April, 2005.

\ Source : Annual Report of Bharat Forge-p- 60

Box 69

/" TATA Chemicals

During the previousyear the Company hasissued Foreign Currency
Convertible Bonds (FCCB) of afacevalue of US$ 1000 aggregatingto US
$ 150 million. Asper theterms of theissue, the holdershave an option to
convert the FCCB’sinto Ordinary Sharesat aconversionrate of Rs. 231,
375 per Ordinary Share at afixed exchangerate conversion of Rs. 43.65=
US$1, from 13" March, 2005 to 22™ January, 2010. The conversion price
Issubject to certain adjustments of corporate actionsand consequently the
conversion price has changed to Rs. 230.78 per Ordinary Share. Further
under certain conditionsthe company hasan option of early redemptionin
wholebut not in part. Unless previously converted, redeemed or purchased
and cancelled, the Company will redeem these bonds at 120.89 per cent of
the principal amount on 1% February, 2010.

\ Source : Annual Report of TATA Chemicals-p- 68

94 India - From License Raj to Liberalisation




Cheap, Cheaper and Cheapest Cost of Capital

Inthepost liberdisation period (Nov. 1992) thegovernment wanted Indian enterprise
totap fundsinforeign markets, with aview to encourageinflowsof foreign currency into
India. To start with government permitted tapping Foreign Currency Convertible
Bonds(FCCB), Globa Depository Recel pts (GDR) and American Depository Receipts
(ADR). The GDR'sand ADR’srepresent ordinary shares. The rupeewasthen not as
strong asitistoday. Infact it wasdepreciating. A fall inthe value of INR would make
foreign borrowingsrel atively costly. Therepayment amount increases. GDRand ADR
becamevery handy. Thiswasaroute preferred to External Commercial Borrowings
(ECB). However in 2001, interest rateswere low all over the World. Therupee started
appreciating from-2002 onwards. In the circumstances borrowingsbecameaviable
proposition because payment of interest and repayment of loan werein favour of India
Inc.The exchangeriskswerelow and the rupee, to reiterate, was appreciating. Thus
corporates|aunched freshinitiativestoimprove companies debt repayment plan. Witha
view to reducecost of capita Indialnc. wentinfor another instrument viz. FCCB which
had many advantagesviz. very low interest rates (half per cent), no exchangerisk because
of the conversion facility and hefty premium available on conversions. Asaresult the
post tax cost of capital becamevery negligible. ThusIndialnc. hasmoved from cheap
source of finance (GDR and ADR) to cheaper sourceof financeviz. ECB andfindly to
the cheapest source of financeviz. Foreign Currency Convertible Bonds(FCCB). The
important messageiscontinuousfinancia restructuring andinnovation, aongwith pre-
emptive movesto take full advantage of market conditions, iskey to maximisation of
shareholderswedlth.
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TABLE ELEVEN

Transition To Foreign Financial Markets

1993-2001

2001-2003

2003-2006

GDR/ADR

ECB

FCCB

e GDR/ADR are referred
to as tradeable receipts
issued overseas in foreign
currency and are
exchangeable at pre-
determined ratio with
ordinary shares issued and
held in India.

e Low interestrates in
Overseas Markets.

e Very low interest rate.
Due to conversion, no
exchange rate risk.

e GDR/ADR proceeds
were to be used mainly for
acquisition of assets and /or
partly for working capital or
for acquisitions abroad.

° Share market was
at low ebb, due to
slowdown World- over
after 9/11 event in US.

e Low cost of capital
due to hefty premium on
conversion.

e Hence debt was
preferred despite
exchange risk involved.

° ECB reduced cost of
borrowed funds.

e Dividends paid were
moderate and tax rates
were high and interest rates
were also high till 1998.

e Rupee became
stable, in fact appreciated
during 2003-05

e Lower crude prices

° Inflation was low and
exports were on rise.

° Interest rates
increased for ECB and
exchange risk also
increased

e Infotech shares were in
demand during June 1999 to
April 2001(thanks to Y2K-

hype).

° Profit after tax
increased.

e  But high dividend %
resulted in high price
/equity ratio enabling
companies to encash
high premium.

e  Dividend payout %
increased.

e Economic growth
started

e Dividend and long
term capital gains from
shares both were tax
free.
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“Whoever can make two blades of grass grow where only one
grew before deserves better of mankind than any speculative
philosopher or metaphysical system builder”

- JONATHAN SWIFT

CONCLUSION

TheYear 2006-2007 has been an excellent year on all counts- booming economy,
bullish stock markets, buoyant tax collections (coffersfull), burgeoning forex reservesand
better and better management of the fiscal deficit-from 3.8% to 3.0% of GDP. The
assumption madeisthat the Indian economy will continueto grow at, at least, 8.5-9.0 per
cent per annum. Asthe Finance Minister putsit :

“Therearemany plusesand afew minuses, and | shall deal with both candidly.
Thebiggest plusisthat the growth rate of GDP hasimproved from 7.5 per centin
2004-05 to 9 per cent (Quick Estimate) in 2005-06 and, according to Advance
Estimate, to 9.2 per cent in 2006-07. The average growth ratein thethree years of
the UPA Government is, therefore, 8.6 per cent.” (Speech of the Finance Minister
Mr. P. Chidambaram as on Feb. 28, 2007).

TheFinance Minister isambitiousand isentertaining an optimistic expectation that
theIndian economy will, grow at adoubledigit rate-10% per annum. Considering that the
Chinese economy grew at 10.7% per annum in recent times, Indiahasto keep up and
improveto come up to expectations. It israther heartening to note that the economy has
gathered greater and greater momentum. Theindustria growth hasgoneupto 11%during
Jan. 2007. During A pril 2005-2006 industrial growth was placed at 8%. Thisaugurswell
for every one including the optimistic expectations of the Finance Minister Mr. P.
Chidambaram (TOI, 13" March 2007, pp-21). In particular, our foreign exchangereserves
are surging ahead almost every day- placed at 195 billion USD ason 04.03.2007. Itis
believed that inMarch 2007, 1 billion USD wasadded withinjust 7 days. A mind boggling
situation compared with therather patheticfigureof 1.1 bnUSD inAugust 1991.

Theissuetoday isdightly different. In 1997 the Finance Minister proudly announced
that foreigningtitutiona investor’sinvestment had accumulatedto atotal of 7 billion USD
since 1993 whenthey werefirst allowed. Today, thisisarather meagre amount becausein
2006 adone8billion USD camethrough Foreign Ingtitutiond Investors(FII's). In2005, a
10 bn USD entered the country through the Fl1 route. Indiaisnow talking of itsforex
reservesinbillionsof USD andtheissueishow to usethe surging, surfeit, foreign exchange
reserveswhich are standing at morethan 190 billion USD (March 07). Thefuture seems
to bevery bright asper al indicatorsand fromall quarters.

Itissaid that “ Indid s per capitaGDPwill grow four timesby 2020.” (TOI, 24" Jan
07, pp-01).
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Per Capitalncome, GDP Growth and Indian MiddleClass

The per capitaincome has moved up progressively from Rs. 9,913in 1990-91 to
10,711in1995-96. Further the per capitaincome moved up fromRs.12,916 in 2000-01
toRs. 15,357 in 2005-06. The GDP growth at factor cost also revived from 5.57% in
1990-91 t0 7.34% in 1995-96. Again after aslump in 2000-2001 at 4.37 %, the GDP
growth looked northwards at 8.43 % in 2005-06.

India’'smiddleclassmarket of morethan 300 millionisoneof thelargest markets of
theWorld. Further they represent aglobal movement. Againthe high net worthindividuas
inIndiaarealso growing at nearly 15 per cent per annum. The averages spend per head
per year isnearly USD 10,000.

The Indian economy will be aleading economy inthe World. A Goldman Sachs
report saysthat there hasbeen astructural increasein India’'sgrowth potential fromthe
historic Hindu growth rate of 2 per cent or 3 per cent to 5% and now new levelsof 8%
and above. To quotethereport “Productivity growth hasbeen thekey driver behind the
jump in GDP growth, contributing to nearly half of overal growth since 2003 compared
with acontribution of roughly one-quarter inthe 1980'sand 1990's,” (TOI, 24" Jan, 07,

pp-01).

Productivity growth will help Indiasustain over 8% growth until 2020 and makeit
the second largest economy intheWorld, even ahead of the US,(next only to China) by
2050.(TOl, 24" Jan. 7). Infact, itisgratifying to notethat, today productivity isslowly
gaining grounds. It seemsthat the key factor to high growth isgoing to be productivity
improvement and that too quickly through quantum jumps.

Productivity Again

It may be noted that 1984-85 onwardstherole of the services sector hasimproved.
Intermsof contribution to GDPthe services sector isplaying avery crucia roleasshown
below :

TABLETWELVE
Sector wise Contribution to GDP (%)

1984-85 | 2002-2003 | 2003-2004 | 2004-2005
Agriculture (%) 35.2 26.5 21.7 20.5
Industry (%) 26.1 22.1 21.6 21.9
Services (%) 38.7 514 56.7 57.6

Source : Economic Surveys (GOI, Publications)

The contribution of agricultureleavesmuch to bedesired. With alargelabour force
still inagriculture (60 per cent plus), ameagre contribution to GDP, from the primary
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sector, could act asadrag on the Indian economy now and even later. Thisisat atime
when Indiaispoised to hoist itself asa\World economic superpower. Hence productivity
improvements, in agriculture, areatop priority for policy makersand every citizen of
India AsMr. M.S. Swaminathan says*“Wemust remember that if agriculture goeswrong,
nothing elsecan goright” And as Jawahrala Nehru had saidin 1947 “everything elsecan
walt, but not agriculture”’

Box 70
mdian Economy Vital Statistics. A

v Productivity inIndustry and servicesismorethanfour timesthatin
agriculture, which employsnearly 60% of thelabour force.

v Since 2003, therehasbeen astructural increasein potential growth
to nearly 8% from 5% -6% in the previoustwo decades

v From 2007 to 2020, India' s GDP per capitain US$termswill
quadr uple(athird higher thantheorigina BRIC' sprojections).

v Indianswill aso buy about fivetimesmore carsand consumethree
timesmorecrudeoil

v According to demographic trends, more than 100m people will
enter |abour force by 2020

v Indiahas 10 of theworld' s30 fastest-growing cities andiswitnessing
rapid urbanisation. 140 m rural dwellerswill moveto urban areas
by 2020, while700m  will urbaniseby 2050

\_ Source : TOI, 24th Jan, pp-01 Y.

Human AssetsProductivity

Aspart of improved productivity of thecountry asawhole, human assetsmanagement
hasto assume anew roleto take full advantage of, and contribute to, the knowledge
society. Thekey input for weal th maximisation isknowledge stemming from newer and
newer ideasthat isto say, from creativity and innovation. It isexpected that careerswhich
devel op theright hemisphere of the brain will be pursued. So far there have been rat-
racersfor safe careersin engineering, management and civil services. Theserat-racersare
mainly theleft brained group. If we haveto appropriatefully the benefits of knowledge
society, risk taking isinevitable and imminent. Hence parents should start encouraging
their children to pursue new profess onswhich providefor proper nursing and nourishment
of theright hemisphere of the brain. Innovation and creativity ssemsfrom peoplewiththe
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right kind of risk taking ability. Devel oped countrieslike US and Japan had focused alot
ondeveloping thesequalitiesof creativity andinnovation of individuas. If thiscan happen
successfully, thegrowth rateswoul d assumeageometric progresson providing opportunities
for exponentia growthratesinlieuof historicratesintermsof an arithmetic progression.
According to an article The Times of India by M.SGhogre-Take aright turn “India
cannot affordto rest onitslaurels, which arelargely earned inleft-brained professions.
We needto correct thisimbalancein order toredlly take Indiatothebig league. Itishere
that parents need to encourage children to create their own professiond career, depending
onwherethar naturd strengthslie. Thetimetotaketheriskisnow.” Theyounger generation
must develop a‘ spirit of inquiry’ to createa’ scientific temper’ in our environment.

Expectationsof Society

Of coursethere are afew expectations of one and all interms of more reforms,
further amplification of tax lawsand administration, and opportunitiesfor entrepreneurship
of foreignersinIndia(global expectations) and Indiansinforeign lands. The country looks
forwardfor further investmentsinthetertiary sector likeeducation, hedth, infrastructural
facilitiesand devel opment of younger generation consdering that youthisthekey factor in
thedemographic profileof India.

Will Indiamakeit —Super Economic Power -(2050)

Therearemany ‘ifs and‘ buts in Indiareaching itsdestination asaWorld economic
super power- third largest, second highest or the top asthe case may be. After all 2050
isnot far off. Fifty years (43to be precise) isasmall spaninthelifeof acountry that has
beenthecradleof civilisationitsdf. Itisnot thefirst timeinitslifetimethat Indiawould be
asuper economic power. Indiansand foreigners should know and beinformed onthis
score. If vision 2050 materialisesitisonly aregain of itslost position. The panoramaof
Indid spast lendssupport toitshistoric, leading, globa competitiveedge. Smilarly periods
of “‘mental stupor’ and 350 years of Imperialism and social, economic and political
brigandage of the British had brought thingsto anought. Thingswere aggravated further
by an unparalled holocaust ontheeve of 15.08.1947.

Now the ‘ifs and‘buts', enumerated bel ow can still act asinhibitors, constraints
and obstructing factors. It isbelieved, and the belief isnot untrue, that the foundation of
the present boom israther shaky. A few thoughtsin thisbehalf :

— 350 million middle classconsumers s owly moving up theladder of purchasing
power ; however morethan oneout of every 5Indiansisofficialy poor , - 35 per
cent of our population gets by with under Rs45 aday and another 45 per cent
liveson Rs45—Rs. 90 aday.

— Indiaisranked 126" out of 177 countriesinthe UNDP Human Development
Index.
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In Maharashtrapower failureisaseriousproblem. Mgor citieslose power one
day aweek toreducethe pressureonthegrid. Intel Corporation choseVietham
over Indiaasthesitefor anew chip assembly plant. Lack of reliable power is
believed to be animportant factor.

India’sexport, even asitisincreasing, accountsfor lessthan 1 per cent of global
trade compared with 7 per cent of China

Industry islosing millionsof USD on account of weak and woefully inadequate
infrastructureviz. inefficient roadsand rail services, erratic power supply, poor
alr and ship portsfacilities, inadequate health facilitiesand low levelsof literacy
and education amongst masses.

Public debt stands at 82% of GDP, the eleventh worst ranking in the World.
Hence much of infrastructure financing hasto comethrough privatefinancing
from home and abroad. However Indiacaptured only 3 billion USD asforeign
directinvestment in 2006 compared to awhopping 65 billion USD mobilised by
Chinathrough the sameroutefor infrastructure projects.

Inadequate size of Indian enterprises, by global standards, which may inhibit
enterprisefromtaking full advantage of theeconomic prowessof size;

| nadequateinvestmentsin research and devel opment to set into motiontheengine
of economic growthinfull momentum.

Corruptionindex of Indiaisamongst the highest intheworld. A polished lingo
used to describe corruption is ‘leakage’. Corruption has emerged to stay.
Unfortunately, it has been accepted asaway of life. Perhapstherest of the
World has al so accepted the same. It isnot without reason that Swaminomics
says*“ So, perhaps democracy explainswhy India, despite being as corrupt as
many African failurescan neverthelessregister 7.5% GDPgrowth. Democracy
isprobably good enough reason for the World Bank to keep lending to corrupt
India”. (TOI, 15" April 2006).

Indiaunpoised could pose many problemsto vision 2050.
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Box 71

Indiaisnot Poised !

Indiaispoised. Yes. But which India?Millionsof Indian do not know who
their President is, or for that matter, who their MPor MLA ist Our GDPis
zooming, but mainly dueto the redoubtabl e services sector. Agriculture, on
which 65% of Indiansare still directly dependent, does not appear to be
“poised” at al. Sensex has scaled peaks of 14,000 plus. But lessthan 1%
Indiansinvest in stocks. 70% Indiansdo not have even abank saving account.
Indiaispoised indeed, but for what?Wither India?

Source: Dr. Tapan K Pradhan, My Times, My \oice

Mr. N.R. NarayanaMurthy hasgone onrecordto say “If our infrastructure
getsddayed, our economic devel opment, job creation and foreign investment
get delayed. Our economic agendagetsdelayed —if not derailed.”

Further Prof Jadgish Bhagwati hasrightly pointed out that “ domestic product
growth would run two percentage points higher if the country had decent
roads, railwaysand power”.

If Indiaisto beasuper economic power by 2050 certain effortsarerequired
inagiven direction and required pace, asshownin Box- 66. If weareable
to meet the said bench marksthen Indianswill hold theglobal fort and India
will ruletheWorld waves.

Box 72

-

o

v

If IndiahastoemergeasaWorld Economic Power 2050

Indialnc hastoimproveitssize by 8-20 timesintermsof revenues, 10-
33times withrespect to assetsand 10-20 timesintermsof Szeof profitsvis-
avisUSInc (based on Fortune 500 datafor 2005-06). (See Boxes 73
and 74)

v/ Indiahasto grow at an average rate of 10.52 % p.a. Chinamay grow

v

at7.97% p.a. USmay grow at 5.43% p.a., and Japan may grow at 1.51
% p.a. However, asfar asindiaisconcerned, thegrowthrate of 10.52%
isnecessary to achieveaprojected GDPsize of $69,630.07bn. Compared
tothe projected US GDP of $ 136,006.38 bn. by the year 2050, ceteris
paribus. Even, witha10.52 %p.a. there is a gap between the two
countriesIndia& USA. US GDP continuesto be ahead.

I ndian demographic pattern showsthehighest percentage, (57% and more)
Box 72 contd...
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Box 72 (contd.)

of working population in the age group of 15-59 years, in the World.
Unlike their forefathers who were predominantly risk averters, this
percentageof workingpopulation haveto berisk takersto take advantage
of thebenefits of entrepreneurship.

Mergersand Acquisition seemsto bethe only choicefor quick growth.
Tata- Coruswasworth about $ 12.01 bn. Werequire 14 such Tata- Corus
dealsto smply comeuptotheleve of thelargest acquisitioninthe USby
America Online—TimeWarner ( January, 2000; $166 bn.), not considering
the timevaue of money and fluctuationsin exchangerates. However, well
begunishalf done. (SeeTables13t0 17)

Research and Devel opment ( R and D)efforts have to improve by leaps
and bounds. Ranbaxy laboratorieshaveaR & D expenditure of about $

4.05million, whichisabout 17.88 % of itsrevenuesfor 2005-2006. The
efforts of Ranbaxy haveto bereplicated acrossthe network of Indialnc.

Source: Raj Sngh and Amit Pal Sngh Ossan, Vision 2050, India as Super *
Economic Power, March 2007 ( Working Paper).
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Table — 13
US Largest Acquisition in 2000-2006
Price

Acquirer | Target |Location| ($bn.) | Year
America |Time us 166.00| Jan-00
Online Warner

AT&T BellSouth |US 86.00| Dec-06
Sprint Nextel usS 36.00| Aug-05
SBC AT&T us 16.00| Oct-05
Verizon |MCI US 8.50| Jan-06

Source: Wikipedia (URL: http://en.wikipedia.org/wiki/Merger_and_acquis

Table — 14
Europe Largest Acquisition in 2000-2006
Price
Acquirer Target Location | ($bn) | Year

Royal Dutch Shell Transport |Europe 75.00| Oct-04
Petroleum and Trading

Glaxo SmithKline Europe 76.00|--

Mittal Steel Arcelor Luxembourg 33.10[ Jun-06
Vivendi SA Seagram Europe 32.00[ Jun-00

Source: Wikipedia (URL: http://en.wikipedia.org/wiki/Merger_and_acq

Table — 15
Top 10 India Acquisition till February 2007
. Price Stake
Acquirer Target S bn) %)
Tata Steel Corus 12.009( 100
Hindalco Novelis 5.659 NA
Rain Commodities Carbon Canada 0.369| 100
Alembic Dabur Pharma 0.036] 100
Gujarat Heavy Chemicals Best Manufacturing 0.035 NA
Investor Group Spicejet 0.032|] 10.01
Koon holdings Valecha Engineering 0.027 NA
Triveni Group Sadhna TV 0.011 60
Champagne Indage Monash Winery 0.008| 100
Investor Group Jyoti 0.007 NA

Source: BusinessWorld, 26" February, 2007

N.B: The top two acquisitions shown above are also the top two Asian Acquisition.
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Table — 16

Top China Acquisition in 2006

by Citigroup Inc | Development Bank

: Price | Stake
Acquirer Target @bn)| 6
Consortiumled  |China's Guangdong | 3.114| 85.6

Source:All-China Federation of Industry and Commerce (ACFIC)(China.org.cn), Jan 07

Box 73

Market Capitalisation (in US $ Bn)
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Source—S& P Emerging Stock Market Fact book 2004

Box 74

Comparison Of Exxon Mobil And India
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Source- Fortune 500

N.B: Whilethestock marketisbullishfor along period now (since Oct. 05)
and had scaled anew peak of 14,500 (January 07) Exxon Mobil alone accountsfor more
than themarket capitaisation of entireIndialNC quoted onthe Bombay Stock Exchange
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TABLE SEVENTEEN

PROFILE OF CERTAIN PARAMETERS
INDIA VISA-VISSUPER POWERS

India | Japan UsS UK China
Steel Production 44  |116.2 (985 |1.1 |418.8
(Million Tonnes)
Cementt Production 110 |72 92.6 (11.35 |750
(MillionTonnes)
Health Expenditure 1.2 1|64 |68 [69 |2
(% of_QDP) _
Blectricity Production |630.6 (996 (3,717 |363.2 2,500
(Billion kwh)
%ageof RoadsPaved |47 4 |78.19 |64.77 |100 |81.03
Overall Productivty per 17279 (50504 | 7462550825 |--
personin$
Agricuitral Productivity | 382 | 26557 |36863 |26897 [373
(Value added per
worker-USD)

TABLEEIGHTEEN

INDIAINC : PROFILE OF DIVIDEND PAYOUTSOF SELECT

COMPANIES
W yeth E quity Capital D ividend
2006 22.72 56.8
2005 22.72 45 .44
2004 22.72 22.72
2003 22.72 13.63
HLL Equity Dividend
Capital
2005 220.12 1100.6
2004 220.12 1100.6
2003 220.12 1210.66
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Hero Equity Dividend
Honda Capital

2006 39.94 399.4
2005 39.94 399.4

2004 39.94 399.4
2003 39.94 399.4

Legend: Equity Capital and Dividend (Rs. Crores).

TABLENINETEEN
INDIAINC : PROFILE OF DIVIDEND PAYOUTSOF SELECT

COMPANIES
éompany Dividend Yield (%) Average Payouts (0/&
Colgate PAmoalive 19 74.36
Essel Propack 3.67 65.85
HLL 2.07 69.03
Lakshmi MachineWorks 1.6 75.52
ApolloTyres 1.6 67.82
Titan Industries 0.04 50.44
elaxoSmithKIinePharma 21 52.13 )

Legend: Dividend yield = (dividend per share divided by market price per share) * 100

Dividends Paid
Average Payout = * 100
Profit After Tax
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GLOSSARY

4 EXPLANATION OF KEY EXPRESSIONS
v EXHIBIT 2: CORPORATE FINANCIAIMODEL
PERFORMANCE
v Box 66 What is ROI ?
v Box 67 What isP/V Ratio ?
v Box 68 What isMargin of Safety ?
v Box 69 What isTurnover Ratio ?
v Box 70 What isProfit Margin  ?
v What isFinancial OperationsRatio ?
v What isTax Management  ?
v Computation of WACC (Ko) and Capital Assest Pricing Model
(CAPM)
9 v Responsibility Centres
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CORPORATE FINANCIAL PERFORMANCE MODEL

Return on Equity (ROE)

= Profitsafter Tax
Owners Funds

v

A 4

Return on Capital Employed

_  Operating Profit Financia Leverage Tax Impact
Capital Employed
Profit beofretax ||Capital Employed | | Profit after tax
Operating Profit || OwenersFunds | | Profit beforetax

\4

PIVRatio (06) = <0

butionMargin X 100

Sales

Operating Profit

I 0, o
Marginof safety (%) Contribution Margin X 100
- Sales
Turnover Ratio — :
Captid Employed
(times) PHaEMPOY
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Box-75

4 What isR.O.l ?

—  isaratioexpressed asapercentage.

—  hasanumerator which captures’ Profits’ i.e. Results,
and

— adenominator which shows' Total Assets’ or ‘capital employed’ or
‘net worth'’ i.e. resour cescommitted in business.

— isanindicator of financia productivity or profitability and isexpressed as
apercentage.

— isanindicator of thefinancia returnsgenerated on every rupeeinvested
inbusness,

— isagrandoverdl measureof bus nessperformancethat guidesmanagement
invariousbusinessdecisons.

— isexpressedindifferent waysfor different purposes—different ROI for
different purposes.

—  can beexpressed as Return on Capital Employed (ROCE) to indicate
thefinancia productivity of every rupeeinvestedin business, or asReturn
on Equity (ROE) to indicatethefinancial productivity of every rupee

N invested by the owner (equity sharecapital plusreserves).
Box-76
/" WhatisP/V Ratio?
— defined ascontribution margin divided by sales
— P/V ratio (%) =Profit/VolumeRatio
—  Contribution Margin x 100
Sales
— showsthe speed with which the company ismoving towardsits profit goal .
— optionsopentoimprovePV ratioinclude:
o sdling priceincrease per unit
o variable cost decrease per unit
— showstherateat which surplus(salesminusyvariable costsi.e. contribution
L margin) isearned to recoup fixed costsand eventually contributeto profits.
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Box-77

4 What isMar gin of Safety?
—  Marginof Safety (%) isdefined asoperating profit dividend by contribution
margin.
, — Operating Profit
%) = X 100
= Marginof Safety (%) {Contri butionMargin }
—  Margin of safety (%) isalso defined as (Budgeted sales minus Break
even saes) divided by Budgeted sales.
—  Marginof safety refersto the extent to which sales can be depressed
beforelosses start.
—  Marginof safety also refersto the distance between budgeted or actual
N salesvis-a-visbreak evensaes.

Box-78

—)

—)

4 What isTurnover Ratio?

showstheefficacy withwhich capital isutilised;
showshow many timesthe capital hasturned over or the vel ocity of
capitdl;
‘result —resourceratio’;
toimprovetheturnover ratio abusinessshould :
e improvesaes(capital being constant —say) ;
e reduce capital (salesbeing constant —say) ;
e increase salesand reduce capital ; and

e an unwanted Situation would beareductionin salesaccompanied
by anincreasein capital.

can also be used to project the additional capital required to sustain
planned additionsto saleslevd;

OR

can beused to project theadditiond saesrequired to sustainthe planned
additionsto capital.
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Box-78
4 What isProfit Margin (%) ? )
Profit Margin (%) isanindicator of :

profit
—  profit margin (%) = des * 100 ;

—  marketing performance or productivity of every rupeeof saes,

— cost performance or cost productivity because (1 — profit margin %)
representsthe cost incidence as percent of sales; and

— amount of profit generated for every rupee of revenue.

What isFinancial Oper ationsRatio?

Financid OperationsRatio refersto two aspectsof treasury management in particular
and financiad management ingenerd. Therdevant ratiosinclude:

Profit before Tax X100 And Canitd Errr]mloved
Operating Profit Net Wort
(times)
» Indicates the extent to which profit » Indicates the mix of financei.e. Debt :
before tax is depressed on account Equity.
of interest.
» Higher the debt greater the risk and vice
» High borrowingsand high Interest versa.
rates unduly depress operating
profit. W Risk - return relationship play their

role.
» Judicious use of debt and competitive
pricing of borrowed fundsiskey to
success.
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WHAT ISTAX MANAGEMENT ?
Profit after tax
{Profit beforetax} X 100

Indicatestheroleof taxes in depressing profit after tax.
Successful tax planning will help transmission of profit beforetax to shareholders
inincreasing proportion.

Treasury management and line managers haveto co-ordinateto timeinvestment
decisionsto suit the cutoff points prescribed by incometax authoritiesto claim
depreciation and other deductions.

Supernorma profits, not finding itself reinvested into new ventures, get taxed for
want of adequate deductions, including depreciation.
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COMPUTATION OFWACC (k) and CAPM

Thecost of capitd isusudly aweighted cost inasmuch asthe portfolio of sourcesof
finance of any bus nessismade up of fundsprocured from different sources. Thus, WACC
for any given capital structureisdefined as follows:

k,=(k,xwl) + (kp X w2) + (k. x w3)
where
k, = WACC
k_=cost of shareholdersequity(%)

k , = cost of preference shares capital (%)
k. = cost of debt (%),

w1, w2 and w3 are proportions which the respective sources of finance viz
preference share capital, shareholdersequity and debt bear to thetotal sourcesof finance

AND
wl+w2+w3equa unity

The cost of debt isastandard measure and isarrived at using theformula(l —t)i
wheret=marginal tax rate and i=interest rate, contracted for the loan. There may be

variationsin cost depending on themethod used to val ue debt viz historic cost asagainst
market value.

The cost of preference sharesisagain acontracted rate of dividend. However
thereisnotax deductibility in caseof dividends. Hencethe contracted rate of dividendis
the cost of capital. However there can be variationsin the cost of preference share
capital depending on the method used-again historic cost asagainst market value of the
preferenceshares. Alternativeformulacould betheyield concept defined asdividend per
sharedivided by market price per share.

The computation governing cost of equity isbeset with many difficultiesand the
issuesare unresolved. Thereare many optionsasshownin Boxes 79 and 80.
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Box 79

ke=) dividends per share
market price per share X 100
or
ke = earni nqs_ per share X 100
market price per share
or
ke = [ dividendsper share
+ rowth rate of dividend in per cent
[ market price per share] 9(g P )
N J
Box 80

4 Asafina improvement, the cost of equity iscomputed using the CAPM formLh
which definescost of equity asfollows:

Re:Rf + Be (Rm - Rf) >
R_=cost of equity
R = risk freerate

B, = riskness of the stock andisknown as Beta

\_ R, =Risk Premium Rate -
N.B.
° CAPM establishestherelationship between risksand return.

° Risk of aportfolioismeasured through Beta ().

° B reflectsaco-€fficient which quantifiesthetendency of stock tomove
up or downwiththemarket :
° B can haveavaueasfollows

+ B=1meansAverageRisk
+ B>1meansAboveAverage Risk

+ B <1meansLessthanAverageRisk
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INTERPRETATION OF

B=1: Interpretationisthat theextent of increasein market and stock

pricesareuniform.

Market 4 by 10% Market | by 10%

Stocks f by 10% Stocks ¢ by 10%

B=2: Intepretation isthat stock istwice asvolatile asaverage stock

Market 4 by 10% Maket | by 10%

Stock 4 by 20% Stocks v by 20%

B<1: (say p=0.5) Interpretationisthat stock ishalf asvolatile asaverage stock.
Market by 10% Maket § by 10%

Stock T by 5% Stock ¢ by 5%

Anaveragerisk stock isdefined as* one that tendsto move up and downin step
with the general market as measured by someindex Dow Joneson S& P 500.Such a
stock hasap =1

Illustrativelist of B coefficientsin India:

TABLE 20

(" srock BETA )
Merrill Lynch 1.85
AOL TimeWarner 1.65
Generd Electric 1.30
Microsoft Corp. 1.20
IBM 1.05
Coca-Cola 0.85
Energen Corp. 0.75
Procter & Gamble 0.65
Henz 0.55

\_ FPL Group 0.45 )

Source: E. F. Brigham and J.F. Houston, Fundamentals of Financial Management
pp-189 to 195, Thomson, Tenth Edition - 2004
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TABLETWENTY ONE
INDIA INC :B of Select Companies

4 BSE N
Company Name B
Gujarat AmbujaCementsLtd. 0.71
Hindustan Lever Ltd. 0.65
Hindustan Petroleum Corpn. Ltd. 1.14
| CICI Bank Ltd. 0.78
I T CLtd. 0.5
Infosys TechnologiesLtd. 1.15
Oil & Natural GasCorpn. Ltd. 1.03
Ranbaxy LaboratoriesLtd. 0.76
TataMotorsLtd. 0.86
\_ TataSted Ltd. 1.14 )

Source : CMIE DATA BASE — PROWESS - 2006
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Responsibility Centres

Responsibility Centr e meansasubdivision of the organisation around which
respons bility ismeasured by someyardsticks depending onthe nature or status
of theresponsibility centre

Responsibility Centr esinclude Revenue Centres, Profit Centres, Cost Centres,
Expense Centresand Investment Centres

Revenue Centres are those segments of business or subdivisions of an
organi sation around which revenueisidentified for purpose of control

Cost Centres are segments of business around which costs which have an
engineered relationship with output areidentified for purposes of control. The
costscollected areknownas*engineered costs' or’variable costs

Expense Centr esare those segments of businessaround which non-engineered
costs are identified for purposes of control. The expensesidentified include
discretionary fixed costsand committed fixed costs

Profit Centresare those segments of businessaround which profits, defined as
revenue minuscost (engineered and non engineered) areidentified for purpose of
control

I nvestment Centr esare those segments of business around which profitsand
investment/ asset employed/ capital employed areidentified for purposesof control
investment centreisthe segment of businesswherethe ROI (return oninvestment)
or ‘returnonassets or ‘returnon capita defined as* profitsdivided by investment/
assety/ capital’ ismeasured.
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