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FOREWORD
I am delighted to write this foreword because I deeply believe in the educative value of this

book, written by such a fine author colleague who I have known for more than two decades. Prof.
(Dr.) Rajinder Aurora’s passion to get to the depth of the subject is spectacular and would strive
to bring the most contemporary and relevant content for the readers.

This book should provide valuable reading not only to students and academicians but also
corporate professionals in the field of Strategic Financial Management. An important book that
would arm investors and firms alike with rigorous analytical frameworks to examine financing
and investment decisions with a chapter dedicated to the Indian context.

This book is comprehensive in its coverage, dealing with basic principles of financial
economics to understand how shareholder value is affected by a firm’s investment and financing
decisions. Due importance is given to a fine balance of theory and problem solving exercises at
the end of chapters and the extensive coverage of concepts makes their practical applications
through exercises and case studies simple and interesting.

I have great pleasure in recommending this book to beginners for strong foundation building
while practitioners and academicians would derive enormous complimentary insights to their
practice and teaching.

Dr. Pritee Saxena
Senior Director and Campus Head,

IBS, Mumbai Campus.





PREFACE

This book focuses on strategy, the knowledge of strategy drives business today. It involves
not only managing a company’s finances but managing them with the intention to succeed — that
is, to attain the company’s goals and objectives and maximize shareholder value over time.

I acknowledge the blessings on my mother Smt. Jaswant Kaur Aurora and the support of my
family members whose valuable inputs were instrumental in framing the structure of the contents
of the book. The repeated inputs and discussions helped me to cover the interdisciplinary
approach with ease while keeping within the finance framework.

I am very grateful and thankful to my Campus Head and Director Dr. Pritee Saxena, Senior
Director and Campus Head, IBS, Mumbai Campus who constantly encouraged me in completing
the task of writing the book. It would have been impossible to complete this task without her kind
repeated words of encouragement and support. She also agreed to write the preface for this work
which was a major motivational factor and a great push in completing this task. She along with
Prof. Hemant Purandare, Director-Academics at IBS, Mumbai constantly instilled in me the
confidence to complete this book in this challenging and difficult phase, with their kind words
and morale boosting words.

My wonderful and supportive colleagues at IBS also kept motivating me and pushing me to
complete this book while we were all working from home.

My dear friend CA Anil V. Tilak and CA Farhan Hemani have been constantly motivating
me to completing the task of writing this book by sharing valuable inputs on the subject and
helped me in ensuring that I do not leave out any topic from the book. They acted as my
lighthouse in the sea of knowledge that helped me in completing my project systematically and on
time. Their constant inputs and professional insights helped me in giving due coverage to all the
topics related to the subject and helped me writing this book in very lucid and simple language..

I would be failing in my duty if I do not express my gratitude to the publisher Himalaya
Publishing House Pvt. Ltd. and Mr. S.K. Srivastav for ensuring the books get written and
published in the right time frame.

There are so many people who have helped in the book completion in small ways. I would
like to thank all of them for their words of encouragement and continuous motivation done.
Without their words of motivation, this book would never have seen the light of the day. I would
like to express my heartfelt thanks to all of them.

This book has been written on the syllabus of the subject covered across universities in India.
I am sure they will all benefit from the book while addressing the concerns of the students and
enriching their learning.

Dr. Rajinder S.Aurora
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1 UNDERSTANDING FINANCIAL
POLICY AND CORPORATE

STRATEGY

Learning Outcomes:
After going through this chapter, student shall be able to understand:

Strategic Financial Decision Making Framework
Strategy at Different Hierarchy Levels
Financial Planning
Interface of Financial Policy and Strategic Management
Balancing Financial Goals vis-à-vis Sustainable Growth

1.1 INTRODUCTION
Every entity requires finance to run its affairs effectively. The finance is raised following

appropriate guidelines and control mechanism. If there is absence of a proper control and
implementation of policies, the entity pays a heavy price due to ineffective use to which financial
resources get allocated resulting in chaos and also impacts the future plans of the entity as it may
not be able to attract investors in future. The most important element here is to have in place
proper policies that channelize and control the financial resources and ensure they get deployed
effectively and profitably.

1.2 FINANCIAL POLICY, STRATEGIC FINANCIAL DECISION MAKING
FRAMEWORK
In order to understand the strategic financial decision making frame work, it is critical to

understand the concept of Financial Policy first.
Financial policies defined: “Financial Policies refer to a framework of guidelines followed

for proper regulation, supervision, oversight and control of the financial and payment systems,
including markets and institutions, with the view to promoting financial stability, market
efficiency and consumer protection”. The main aim is to ensure that the available resources are
deployed effectively and profitably to the purposes they have been raised for. The Financial
Policy statement should avoid conflict of interest or insider transactions so that the entity
functions smoothly. It also requires having a clear authority to spend funds, subject to taking
proper approvals, signing the cheques, and having a transparent payroll system that values the
skills and abilities of the team. The Policy should have a clear assignment of authority to enter
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into contracts and a clearly spelt out responsibility for maintaining accurate financial records of
the transactions that take place in the organisation.

Capital investment is the basis for an organisation to exist and help entities to create
shareholder’s wealth by facilitating effective deployment of capital resources. In reality in the
commercial world economic uncertainties are a way of life. Both the company and its investors
want to maximise their wealth by selecting optimum level of investment and financial
opportunities that will generate maximum expected returns at minimum risk. While deciding the
right amount of capital business entities counter both under-investment and over-investment.
Both these financial conditions cause an imbalance and reduce the wealth creation or profitability
potential by increasing the risk. It is the entities management that is ultimately responsible to the
stakeholders who undertake risk by investing money in the business. The key objectives of
corporate financial management include:

Financing decisions
Investment decisions and
Dividend decisions

They are a sure way of satisfying all the stakeholders and achieving organisational growth
and prosperity. These three managerial functions of financial management ensure determination
of the optimum financial level and help an organisation to maximise returns while minimising
risk. They pave the way for effective strategic financial decisions. Attainment of strategic
financial structure in a way ensures satisfaction of the interests of all the stakeholders. In fact, it
should be perceived as a means to an end, i.e., maximisation of stakeholders’ wealth and also the
prosperity of the organisation under review. What needs to be remembered is that capital is a
limiting factor, i.e., the problem that the management faces in running the unit calls for strategic
allocation of limited funds available between alternative uses in such an effective manner so that
every penny is effectively used for maximising returns. It is all about finding out the probability
of the companies to ascertain its ability to sustain or increase investor returns through a continual
search for profitable investment opportunities. This is done through a proper market research on
customer expectations and producing what consumers demand.
1.3 STRATEGIC FINANCIAL MANAGEMENT

Strategic Financial Management (SFM) is all about identifying the opportunities that
generate funds for their business and are more favourable and conducive for the investors.

Therefore, all businesses need to have the following three fundamentally essential elements:
Evolving a clear and realistic strategy which is achievable but are not on paper.
The financial resources, controls and systems to see it through the details.
The rightmanagement team and processes to work towards this end.
Making this happen.

This can be precisely put in the form of an equation as given below. We may summarize this
by saying that:
Strategy + Finance + Management = Fundamentals of Strategic Financial Management

Having a Clear Strategy + An Optimum Level of Finance raised from the right sources +
Effective and Realistic Management = This enables attainment of Business and
Organisational Goals.
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Strategy is defined as “the long term direction and scope of an organisation to achieve the
reality and concept of competitive advantage through the configuration of available resources
within a changing environment for the fulfilment of stakeholder’s aspirations and expectations”.

It is also defined as “a method or plan chosen to bring about a desired future”.
Another definition of Strategy is “achievement of a goal or solution to a problem”.
It is looked upon as the art and science of planning and marshalling resources for their

efficient and effective use. The term is derived from the Greek word for “general-ship” or
“leading an army”.

Still another definition of Strategy is “The art of planning and directing overall business
operations and movements in a war or battle.”

In an ideal world, management is ultimately responsible to the stakeholders of the company.
Investors try to maximise their wealth by selecting optimum investment and financing
opportunities, using financial models that aim to maximise the expected returns in absolute terms
vis-à-vis minimum risk. What concerns the investors is just maximum profit but also the
likelihood of it arising in relation to minimum risk. In other words, one can say that look for a
risk-return trade-off from a portfolio of investments, with which they feel comfortable and which
may be unique for each individual investor. The risk-return profile also depends on the following
factors.

Sector to which the company belongs.
The resources available with the company
The manner and sources to be tapped for raising additional resources
Monitoring the ROI on investments
Adopting strategies for maximising returns and minimising costs.
The economic growth being achieved in the country
The capital structure of the company.
The manner in which the available opportunities should be exploited.

This can be called the overall approach to strategic financial management and defines it as
being the application to strategic decisions making to financial issues. It is the key to achieving
the financial objectives of the organisation. Although they are linked to accounting in general but,
the focus of strategic financial management is not just accounting as is presumed. It combines the
backward-looking approach to effective management, It is in fact a report-focused discipline of
(financial) accounting and financial planning with the more dynamic, forward-looking subject of
financial management that helps in identifying the problems and solutions are determined to these
problems. It is basically about the identification of the possible strategies that are capable of
maximising an organisation’s profitability and specifically its market value. It involves the
allocation of scarce capital resources among competing opportunities. It encompasses the
determination and implementation of a firm’s financial goals and monitoring the chosen strategy
so as to achieve the predetermined objectives of wealth and value maximisation.

Relationship between Financial Policies and Strategy: Financial policies and strategies of
corporation are associated with each other for they pave the way for effective raising of funds,
from the right sources and using the funds effectively. A corporation's financial policy denotes to
the company’s overall approach to manage its financial resources for carrying out the plans and
pursuing the Goals. A company’s financial strategy is composed of Capital budgeting decisions
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and adopting the most conducive and acceptable dividend payment policy. Having the right
financial policy using an effective strategy ensures attainment of the following:

Evolvement of the right principles of a risk and return.
Giving due weightage to time value of money.
Adopting the most appropriate cash flow principle.
Ensuring a balance between profitability and liquidity.
Encouraging a principle of diversity.
Having the most appropriate hedging principle in place.

1.4 KEY FUNCTIONS OF STRATEGIC FINANCIAL MANAGEMENT (SFM)
Strategic Financial Management is the portfolio constituent of the corporate strategic plan

that embraces the optimum investment and financing decisions required to attain the overall
specified objectives. In this connection, it is necessary to distinguish between strategic, tactical
and operational financial planning. While strategy is a long-term course of action, tactics are
intermediate plan, while operations are short-term functions. Senior management decides strategy,
middle level decides tactics and operational are looked after by line management.

Irrespective of the time horizon being adopted, the investment and financial decisions
functions involve the following key functions:

Continual search for the
most profitable

investment avenues

Monitoring the ROI in a regular
and continuous basis so that
timely action can be initiated
from avoiding deviation from

the planned path

Taking appropriate steps to
improve the ROI of the entity

and rewarding the investors with
appropriately and timely returns

Adopting investment decisions
that can be justified and explained
so that investors gain confidence

in the activities of the entity

Adopting strategies that increase
the profitability of the entity and

help justify the investments
made

1.5 UNDERSTANDING FINANCIAL PLANNING AND CORPORATE STRATEGY
Financial Planning is preparing a statement showing the amount of funds required,

proportion of debt to equity and the administrative policy concerning management of financial
resources. It is about the plan adopted by a company to manage and utilise the financial resources
available effectively.

It focuses on the following points:
The organisation’s financial requirement;
Determining the internal financing prospects;
Planning for allocation of resources;
Ascertaining the Profit-volume-cost relationship;
Analysis of possible financial results;
Evolving financial recommendations for future;
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Selection of the best profitable opportunities using different product mix;
Determination of optimal mix of funds required for exploiting the available
opportunities;
Establishment of effective and appropriate systems for internal controls; and
Analysis of the results for future decision-making.

Since capital is a major limiting factor, the strategic problem for financial management is
how limited funds are allocated between available alternative uses. This dilemma of corporate
management is resolved by the pioneering work of Jenson and Meckling (1976), through their
popularly known ‘Agency Theory’, i.e., a principle that is used to explain and resolve issues in
the relationship between business principals and their agents. Most commonly, that relationship is
the one between shareholders, as principals, and company executive, as agents. According to this
theory, Strategic Financial Management is the function of four major components based on the
mathematical concept of expected NPV (net present value) maximisation — Financing decisions;
Investment decisions; Dividend decisions; and Portfolio decisions.

1.6 FACTORS AFFECTING THE FINANCIAL PLANS OF THE ENTITY
The following factors affect financial plans:
1. Nature of the Industry: The nature of the industry to a great extent influences the

Financial Plans adopted by the company. The nature could be capital intensive unit,
consumer goods industry or trading industry. Each of this industry impacts the
financial plan in use.

2. Status of the firm within the Industry: The status of the industry reflects sunrise
industry, stagnant industry or sunset industry. The financial plans will change
according to the status of the unit under consideration.

3. Evaluation of alternative sources of finance: Identifying the sources of financing
adopted by the entity also influences the financial plans. The company may be a high
levered entity or a low levered entity. Depending on the alternatives used to finance
the activities of the entity, the financial plan varies.

4. Attitude of Management towards control: The attitude of the management towards
control is another factor that influences the financial plan of the entity. A company
may prefer a closely held business model that calls for more reliance on debt capital. In
cases where control is diluted, the reliance will be towards ownership capital.

5. Magnitude of external capital requirements: The magnitude of external financing
also impacts the financial plan adopted by the entity. Excessive dependence on
external sources of financing raises the debt-equity ratio and vice versa. This impacts
the profitability of the company as the cost of financing keeps changing.

7. Flexibility: Flexibility in the financial plan is the key to effective financial
management. The company should like to adopt a plan that can be modified according
to the circumstance.

8. Government policy: The statutory provisions also impact the financial plans. A
company may have a different financial plan but statutory compulsions force it to
modify the plans. For example, banking companies are required to tune their capital
according to Basel norms. It is more a case of compulsions rather than the need of the
business.
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1.7 LIMITATIONS OF FINANCIAL PLANNING
1. Accurate forecasting difficult: The fact of matter is that absolutely accurate

forecasting is very difficult as conditions are fluid and it keeps changing. The
environment is so fluid that one cannot predict the conditions accurately. This makes
the financial plans unreliable to a great extent and brings in uncertainty.

2. Absence of coordination with other functional areas: In order to have realistic
financial plans and make them operational, coordinating the financial plans with other
functional areas is very critical. Each and every functional area has its own priorities.
This makes it very difficult for each area to coordinate with all the related functional
areas. This makes the execution of the financial plans difficult.

3. Rigidity in plans: The financial plans result in rigidity in the functioning of the entity.
The actual requirements are being flexible so that changes in environment can be
incorporated in the financial plan. But this is better said than done with rigidity in the
financial plans.

4. Rapid technological changes in industry: We are living in an era of rapid
technological advancement and changes. This again makes the financial plans
unrealistic as is unable to incorporate the changes in the environment into the business
plans.

5. Customer preferences: Ever changing customer preferences also make financial plans
inoperative. The financial plans are often made, keeping in mind the prevailing
customer preferences. If they change during the course of execution the plan becomes
non-operational and redundant.

1.8 KEY FINANCIAL DECISIONS
The key decisions falling within the scope of financial strategy include the following:
1. Financing decisions: Financing decisions deal with the mode of financing or deciding

the mix of equity capital and debt capital.
It includes the following areas of concern:

Identifying the sources of funds to be tapped
Funds to be raised through the primary markets
Funds to be raised through financial institutions and international markets.
Determining the expected cost of capital is prime consideration

2. Investment decisions: Investment decisions involve profitable utilisation of firm’s funds
especially in long-term projects (capital projects) as they give a much needed fillip to returns.
Since the future benefits associated with such projects are not known with certainty, investment
decisions necessarily involve a certain element of risk. The projects are therefore evaluated in
relation to their expected return and risk they are expected to generate.

Investment decisions involve the following key areas:
Allocation of funds between capital/long-term assets and current/short-term assets.
Balance between long-term and short-term sources of funds.
Effective Capital budgeting and CVP analysis to determine the returns earned on
various investment.
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3. Dividend decisions: Dividend decisions determine the division of earnings between
payment to shareholders and possible re-investment in the company.

The following are the key areas under this group:
Paying regular and assured rate of return.
Stakeholders evaluate company based on the returns paid year after year
Creation of sufficient reserves for capitalizing on the future growth opportunities
Helping in attaining wealth maximisation

4. Portfolio decisions: Portfolio decisions involve evaluation of investment based on their
contribution to the aggregate performance of the corporation rather than on the isolated
characteristics of the investments themselves.

1.9 AGENCY PROBLEM
A conflict arising when people (the agents) entrusted to look after the interests of others (the

principals) use the authority or power for their own benefit instead.
Handled with:

Tough screening
Reward for good behaviour
Punishment for bad behaviour
Ensuring the interest of Principals are safeguarded

For Example: When a company’s assets are used to underwrite personal loans. Another
agency problem occurs when financial analysts invest against the best interests of their clients.
Agency theory is a principle that is used to explain and resolve issues in the relationship between
business principals and their agents. All principals delegate the decision-making authority to
agents so that timely decisions can be made. Because many decisions that affect the principal
financially are made by the agent, differences of opinion and even differences in priorities and
interests can arise. This is sometimes referred to as the principal-agent problem.
1.10 STRATEGY AT DIFFERENT HIERARCHY LEVELS

Strategies at different levels are the outcomes of different planning needs. There are three
levels of Strategy – Corporate level; Business unit level; and Functional or departmental level.

1.10.1 Corporate Level Strategy:
Corporate-level strategies address the entire strategic scope of the enterprise. This is the “big

picture” view of the organisation and includes deciding in which product or service markets to
compete and in which geographic regions to operate. For multi-business firms, the resource
allocation process — how cash, staffing, equipment and other resources are distributed — is
typically established at the corporate level. In addition, because market definition is the domain of
corporate-level strategists, the responsibility for diversification, or the addition of new products or
services to the existing product/service line-up, also falls within the realm of corporate-level
strategy. Similarly, whether to compete directly with other firms or to selectively establish
cooperative relationships — strategic alliances — falls within the purview of corporate-level
strategy, while requiring ongoing input from the concerned strategy.
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Table 1.1: Corporate, Business, and Functional Strategy

Level of Strategy Definition Example
1. Corporate strategy Market Definition Diversification into new product or geographic markets
2. Business strategy Market Navigation Attempts to secure competitive advantage in existing

product or geographic markets
3. Functional strategy Support of corporate

strategy and
business strategy

Information systems, human resource practices, and
production processes that facilitate achievement of
corporate and business strategy

The most critical questions answered by corporate level strategists include:
1. What should be the scope of operations; i.e., what businesses should the firm be in?
2. How should the firm allocate its resources among existing businesses?
3. What level of diversification should the firm pursue; i.e., which businesses represent

the company’s future? Are there additional businesses the firm should enter or are
there businesses that should be targeted for termination or divestment?

4. How diversified should the corporation's business be? Should we pursue related
diversification, i.e., similar products and service markets, or is unrelated diversification;
i.e., dissimilar product and service markets, a more suitable approach given current and
projected industry conditions? If we pursue related diversification, how will the firm
leverage potential cross-business synergies? In other words, how will adding new
product or service businesses benefit the existing product/service line-up?

5. How should the firm be structured? Where should the boundaries of the firm be drawn
and how will these boundaries affect relationships across businesses, with suppliers,
customers and other constituents? Do the organisational components such as research
and development, finance, marketing, customer service, etc. fit together? Are the
responsibilities or each business unit clearly identified and is accountability established?

6. Should the firm enter into strategic alliances — cooperative, mutually-beneficial
relationships with other firms? If so, for what reasons? If not, what impact might this
have on future profitability?

As the previous questions illustrate, corporate strategies represent the long-term direction
for the organisation. Issues addressed as part of corporate strategy include those concerning
diversification, acquisition, divestment, strategic alliances, and formulation of new business
ventures. Corporate strategies deal with plans for the entire organisation and change as industry
and specific market conditions warrant.

Top management has primary decision making responsibility in developing corporate
strategies and these managers are directly responsible to shareholders. The role of the board of
directors is to ensure that top managers actually represent these shareholder interests. With
information from the corporation’s multiple businesses and a view of the entire scope of
operations and markets, corporate-level strategists have the most advantageous perspective for
assessing organisation-wide competitive strengths and weaknesses, although as a subsequent
section notes, corporate strategists are paralysed without accurate and up-to-date information
from managers at the business-level.

Corporate level strategy is fundamentally concerned with selection of businesses in which a
company should compete and also with the development and coordination of that portfolio of
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businesses. This is necessary to ensure that the company enjoys good returns in all its ventures. It
gives direction of purpose to the company.

1.10.2 Business Level Strategies:
Business-level strategies are similar to corporate-strategies in that they focus on overall

performance. In contrast to corporate-level strategy, however, they focus on only one rather than
a portfolio of businesses. Business units represent individual entities oriented toward a particular
industry, product, or market. In large multi-product or multi-industry organisations, individual
business units may be combined to form strategic business units (SBUs). An SBU represents a
group of related business divisions, each responsible to corporate headquarter for its own profits
and losses. Each strategic business unit will likely have its own competitors and its own unique
strategy. A common focus of business-level strategies are sometimes on a particular product or
service line and business-level strategies commonly involve decisions regarding individual
products within this product or service line. There are also strategies regarding relationships
between products. One product may contribute to corporate-level strategy by generating a large
positive cash flow for new product development, while another product uses the cash to increase
sales and expand market share of existing businesses. Given this potential for business-level
strategies to impact other business-level strategies, business-level managers must provide ongoing,
intensive information to corporate-level managers. Without such crucial information, corporate-
level managers are prevented from best managing overall organisational direction. Business-level
strategies are thus primarily concerned with:

1. Coordinating and integrating unit activities so they conform to organisational strategies
(achieving synergy).

2. Developing distinctive competencies and competitive advantage in each unit.
3. Identifying product or service-market niches and developing strategies for competing

in each.
4. Monitoring product or service markets so that strategies conform to the needs of the

markets at the current stage of evolution.
In a single-product company, corporate-level and business-level strategies are the same. For

example, a furniture manufacturer producing only one line of furniture has its corporate strategy
chosen by its market definition, wholesale furniture, but its business is still the same, wholesale
furniture. Thus, in single-business organisations, corporate and business-level strategies overlap
to the point that they should be treated as one united strategy. The product made by a unit of a
diversified company would face many of the same challenges and opportunities faced by a one-
product company. However, for most organisations, business-unit strategies are designed to
support corporate strategies. Business-level strategies look at the product's life cycle, competitive
environment, and competitive advantage much like corporate-level strategies, except the focus for
business-level strategies is on the product or service, not on the corporate portfolio.

Business-level strategies thus support corporate-level strategies. Corporate-level strategies
attempt to maximise the wealth of shareholders through profitability of the overall corporate
portfolio, but business-level strategies are concerned with: (1) matching their activities with the
overall goals of corporate-level strategy while simultaneously (2) navigating the markets in which
they compete in such a way that they have a financial or market edge — a competitive advantage
relative to the other businesses in their industry.
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The nature of the different strategies is explained in the table given below:
1.11 STRATEGIC FINANCIAL MANAGEMENT

Corporate level strategy should be able to answer three basic questions:
Suitability Its aim is to determine whether the strategy would work as anticipated for the

accomplishment of the common objectives decided to be pursued by the entity.
Feasibility Its aim is to determine the kind and quantum of resources required to formulate and

implement the required strategy planned by the entity
Acceptability It is mainly concerned with the stakeholders’ satisfaction and can be financial and

non-financial in nature.

1.12 BUSINESS UNIT LEVEL STRATEGY

Level of Strategy Definition Example
Corporate Level
Strategy

Market Definition It aims to throw light on diversification into new product or
new geographic market segments.

Business Level
Strategy

Market Navigation SBU attempts to secure competitive advantage in existing
product or geographic markets

Functional Level
Strategy

Support of corporate
strategy and business
strategy

Information systems, human resource practices, and
production processes that facilitate achievement of
corporate and business strategy

Strategic business unit (SBU) is any profit centre that can be planned independently from
the other business units of a large corporation. At the SBU level strategy, the entity evolves issues
that involve practical coordination between the operating units and developing and sustaining a
competitive advantage for the products and services that are produced by the entity.

1.12.1 Functional-Level Strategy:
Functional-level strategies are concerned with coordinating the functional areas of the

organisation (marketing, finance, human resources, production, research and development, etc.)
so that each functional area upholds and contributes to individual business-level strategies and the
overall corporate-level strategy. This involves coordinating the various functions and operations
needed to design, manufacture, deliver, and support the product or service of each business within
the corporate portfolio. Functional strategies are primarily concerned with:

Efficiently utilising specialists within the functional area.
Integrating activities within the functional area (e.g., coordinating advertising,
promotion, and marketing research in marketing; or purchasing, inventory control, and
shipping in production/operations).
Assuring that functional strategies mesh with business-level strategies and the overall
corporate-level strategy.

Functional strategies are frequently concerned with appropriate timing. For example,
advertising for a new product could be expected to begin sixty days prior to shipment of the first
product. Production could then start thirty days before shipping begins. Raw materials, for
instance, may require that orders are placed at least two weeks before production is to start. Thus,
functional strategies have a shorter time orientation than either business-level or corporate-level
strategies. Accountability is also easiest to establish with functional strategies because results of
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actions occur sooner and are more easily attributed to the function than is possible at other levels
of strategy. Lower-level managers are most directly involved with the implementation of
functional strategies.

Strategies for an organisation may be categorised by the level of the organisation addressed
by the strategy. Corporate-level strategies involve top management and address issues of concern
to the entire organisation. Business-level strategies deal with major business units or divisions of
the corporate portfolio. Business-level strategies are generally developed by upper and middle-
level managers and are intended to help the organisation achieve its corporate strategies.
Functional strategies address problems commonly faced by lower-level managers and deal with
strategies for the major organisational functions (e.g., marketing, finance, production) considered
relevant for achieving the business strategies and supporting the corporate-level strategy. Market
definition is thus the domain of corporate-level strategy, market navigation the domain of
business-level strategy, and support of business and corporate-level strategy by individual, but
integrated, functional level strategies.

The functional level is the level of the operating divisions and departments. The strategic
issues at this level are related to functional business processes and value chain. Functional level
strategies in R&D, operations, manufacturing, marketing, finance, and human resources involve
the development and coordination of resources through which business unit level strategies can be
executed effectively and efficiently. Functional units of an organisation are involved in higher
level strategies by providing input to the business unit level and corporate level strategy, such as
providing information on customer feedback or on resources and capabilities on which the higher
level strategies can be based. Once the higher level strategy is developed, the functional units
translate them into discrete action plans that each department or division must accomplish for the
strategy to succeed.

Among the different functional activities viz. production, marketing, finance, human
resources and research and development, finance assumes highest importance during the top-
down and bottom-up interaction of planning. Corporate strategy deals with deployment of
resources and financial strategy is mainly concerned with mobilisation and effective utilisation of
money, the most critical resource that a business firm likes to have under its command. Truly
speaking, other resources can be easily mobilised if the firm has adequate monetary base. To go
into the details of this interface between financial strategy and corporate strategy, and financial
planning and corporate planning, let us examine the basic issues addressed under financial
planning.

1.12.2 Financial Planning:
Financial planning is the backbone of the business planning and corporate planning. It helps

in defining the feasible area of operation for all types of activities and thereby defines the overall
planning framework. Financial planning is a systematic approach whereby the financial planner
helps the customer to maximise his existing financial resources by utilising financial tools to
achieve his financial goals.

There are 3 major components of financial planning:
Financial Resources (FR)
Financial Tools (FT)
Financial Goals (FG)
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1.12.3 Financial Planning: FR + FT = FG
For an individual, financial planning is the process of meeting one’s life goals through

proper management of the finances. These goals may include buying a house, saving for
children’s education or planning for retirement. It is a process that consists of specific steps that
helps in taking a big-picture look at where you financially are. Using these steps you can work
out where you are now, what you may need in the future and what you must do to reach your
goals.

Outcomes of the financial planning are the financial objectives, financial decision-making
and financial measures for the evaluation of the corporate performance. Financial objectives are
to be decided at the very outset so that rest of the decisions can be taken accordingly. The
objectives need to be consistent with the corporate mission and corporate objectives. Financial
decision making helps in analysing the financial problems that are being faced by the corporate
and accordingly deciding the course of action to be taken by it. The financial measures like ratio
analysis, analysis of cash flow statement are used to evaluate the performance of the Company.
The selection of these measures again depends upon the corporate objectives.

1.12.4 Interface of Financial Policy and Strategic Management:
The interface of strategic management and financial policy will be clearly understood if we

appreciate the fact that the starting point of an organisation is money and the end point of that
organisation is also money. No organisation can run an existing business and promote a new
expansion project without a suitable internally mobilised financial base or both, i.e., internally
and externally mobilised financial base.

Sources of finance and capital structure are the most important dimensions of a strategic
plan. The need for fund mobilisation to support the expansion activity of firm is very vital for any
organisation. The generation of funds may arise out of ownership capital and or borrowed capital.
A company may issue equity shares and/or preference shares for mobilising ownership capital
and debentures to raise borrowed capital. Public deposits, for a fixed time period, have also
become a major source of short and medium term finance. Organisations may offer higher rates of
interest than banking institutions to attract investors and raise fund. The overdraft, cash credits,
bill discounting, bank loan and trade credit are the other sources of short term finance.

Along with the mobilisation of funds, policy makers should decide on the capital structure to
indicate the desired mix of equity capital and debt capital. There are some norms for debt equity
ratio which need to be followed for minimising the risks of excessive loans. For instance, in case
of public sector organisations, the norm is 1:1 ratio and for private sector firms, the norm is 2:1
ratio. However, this ratio in its ideal form varies from industry to industry. It also depends on the
planning mode of the organisation. For capital-intensive industries, the proportion of debt to
equity is much higher. Similar is the case for high cost projects in priority sectors and for projects
in under-developed regions.

Another important dimension of strategic management and financial policy interface is the
investment and fund allocation decisions. A planner has to frame policies for regulating
investments in fixed assets and for restraining of current assets. Investment proposals mooted by
different business units may be divided into three groups. One type of proposal will be for
addition of a new product by the firm. Another type of proposal will be to increase the level of
operation of an existing product through either an increase in capacity in the existing plant or
setting up of another plant for meeting additional capacity requirement. The last is for cost
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reduction and efficient utilisation of resources through a new approach and/or closer monitoring
of the different critical activities. Now, given these three types of proposals a planner should
evaluate each one of them by making comparison within group in the light of capital budgeting
exercise. In fact, project evaluation and project selection are the two most important jobs under
fund allocation. Planner’s task is to make the best possible allocation under resource constraints.

Dividend policy is yet another area for making financial policy decisions affecting the
strategic performance of the company. A close interface is needed to frame the policy to be
beneficial for all. Dividend policy decision deals with the extent of earnings to be distributed as
dividend and the extent of earnings to be retained for future expansion scheme of the firm. From
the point of view of long term funding of business growth, dividend can be considered as that part
of total earnings, which cannot be profitably utilised by the company. Stability of the dividend
payment is a desirable consideration that can have a positive impact on share prices. The
alternative policy of paying a constant percentage of the net earnings may be preferable from the
point of view of both flexibility of the firm and ability of the firm. It also gives a message of
lesser risk for the investors. Yet some other companies follow a different alternative. They pay a
minimum dividend per share and additional dividend when earnings are higher than the normal
earnings. In actual practice, investment opportunities and financial needs of the firm and the
shareholders preference for dividend against capital gains resulting out of share are to be taken
into consideration for arriving at the right dividend policy. Alternatives like cash dividend and
stock dividend are also to be examined while working out an ideal dividend policy that supports
and promotes the corporate strategy of the company.

1.13 FINANCIAL POLICY AND CORPORATE STRATEGY
Thus, the financial policy of a company cannot be worked out in isolation of other

functional policies. It has a wider appeal and closer link with the overall organisational
performance and direction of growth. This represents the policies being related to external
environment of the firm, especially the awareness of the investors about the firm with respect of
its internal performance. There is always a process of evaluation active in the minds of the current
and future stake holders of the company. As a result, preference and patronage for the company
depends significantly on the financial policy framework. Hence, attention of the corporate
planners must be drawn while framing the financial policies not at a later stage but during the
stage of corporate planning itself. The nature of interdependence is the crucial factor to be studied
and modelled by using an in-depth analytical approach. This is a very difficult task compared to
usual cause and effect study because corporate strategy is the cause and financial policy is the
effect and sometimes financial policy is the cause and corporate strategy is the effect.
1.14 BALANCING FINANCIAL GOALS VIS-À-VIS SUSTAINABLE GROWTH

The concept of sustainable growth can be helpful for planning healthy corporate growth.
This concept forces managers to consider the financial consequences of sales increases and to set
sales growth goals that are consistent with the operating and financial policies of the firm. Often,
a conflict can arise if growth objectives are not consistent with the value of the organisation’s
sustainable growth. Question concerning right distribution of resources may take a difficult shape
if we take into consideration the rightness not for the current stakeholders but for the future
stakeholders also. To take an illustration, let us refer to fuel industry where resources are limited
in quantity and a judicial use of resources is needed to cater to the need of the future customers
along with the need of the present customers. One may have noticed the save fuel campaign, a
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demarketing campaign that deviates from the usual approach of sales growth strategy and
preaches for conservation of fuel for their use across generation. This is an example of stable
growth strategy adopted by the oil industry as a whole under resource constraints and the long run
objective of survival over years. Incremental growth strategy, profit strategy and pause strategy
are other variants of stable growth strategy.

Sustainable growth is important to enterprise long-term development. Too fast or too slow
growth will go against enterprise growth and development, so financial should play important
role in enterprise development, adopt suitable financial policy initiative to make sure enterprise
growth speed is close to sustainable growth ratio and have sustainable healthy development.
1.15 STRATEGIC FINANCIAL MANAGEMENT

What makes an organisation financially sustainable?
To be financially sustainable, an organisation must:

have more than one source of income;
have more than one way of generating income;
do strategic, action and financial planning regularly;
have adequate financial systems;
have a good public image;
be clear about its values (value clarity); and
have financial autonomy.

The sustainable growth rate (SGR), concept by Robert C. Higgins, of a firm is the maximum
rate of growth in sales that can be achieved, given the firm’s profitability, asset utilisation, and
desired dividend payout and debt (financial leverage) ratios. The sustainable growth rate is a
measure of how much a firm can grow without borrowing more money. After the firm has passed
this rate, it must borrow funds from another source to facilitate growth. Variables typically
include the net profit margin on new and existing revenues; the asset turnover ratio, which is the
ratio of sales revenues to total assets; the assets to beginning of period equity ratio; and the
retention rate, which is defined as the fraction of earnings retained in the business.

SGR = ROE × (1 – Dividend payment ratio)
Sustainable growth models assume that the business wants to: (1) maintain a target capital

structure without issuing new equity; (2) maintain a target dividend payment ratio; and
(3) increase sales as rapidly as market conditions allow. Since the asset to beginning of period
equity ratio is constant and the firm’s only source of new equity is retained earnings, sales and
assets cannot grow any faster than the retained earnings plus the additional debt that the retained
earnings can support. The sustainable growth rate is consistent with the observed evidence that
most corporations are reluctant to issue new equity. If, however, the firm is willing to issue
additional equity, there is in principle no financial constraint on its growth rate. Indeed, the
sustainable growth rate formula is directly predicted on return on equity.

Economists and business researchers contend that achieving sustainable growth is not
possible without paying heed to twin cornerstones: growth strategy and growth capability.
Companies that pay inadequate attention to one aspect or the other are doomed to fail in their
efforts to establish practices of sustainable growth (though short-term gains may be realised).
After all, if a company has an excellent growth strategy in place, but has not put the necessary
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infrastructure in place to execute that strategy, long-term growth is impossible. The reverse is also
true.

QUESTIONS FOR TESTING THE LEARNING
1. What do you mean by the term Strategic Financial Management? What are its functions?
2. Write Short Notes on:

(a) Risk-return profile
(b) Financial Planning and Corporate Strategy:
(c) Key Financial Decisions
(d) Strategy at Different Hierarchy Levels
(e) Financial Planning
(f) Interface of Financial Policy and Strategic Management
(g) Financial Policy and Corporate Strategy

3. The concept of sustainable growth can be helpful for planning healthy corporate growth.
Comment

4. What makes an organisation financially sustainable?


