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I. Introduction

Terams such as 'Tinancisl stwatsgoyv’ and ztrategig'flnan:e

are much 1n UvEe tocevy arcrg ececdemicians who &re trving Tc
extend itheir suwdience beyvond Tinancial m&naaers, in an
attempt fc engace the interecst and atvention of top
managers of coroorations. However, 1t is not at all clear
What precisely is meant by such terms. nor ie it cleatr
that finance and sirategv have anvihing much to do witn

each cther.

Almost every stancdard teut in coroorate  finance makes &t
least an attempt in passine te discuss the implications of
corporate strategy for finance:r theoryv. For instance.
Brealev and Mvers (1%%1, Chapter 3&) observe. that
strategic planning can be considerea to be really just

ar, extended- form of capital budgetint.

There is zisc some discussicn which concludes that finance
and =tratecy. need not clacsh, For instance Barwise. karsh,
and Wensley. (198%) nrnote that <the use of rigorous
discocunted cash flow (LCF) analvsis Torces top manaaers to
ask* the right questions of their marketino and operations
people, which presumably would lead ta the right strategic

;;decislan.

However, the literature, by and large, remains relatively
silent on specifics, such as what kinds of firm strategies
imply what kind of ‘'dividend policy. (One exceontion 1is
Mvere (1977, 1964)1).

in this article, we shall attempt- to derive some
propositions linking cofporate. strategy with financial
strateay. which may be of direct relevance to top managers
cT f1rms.

11. Financial Strategy and Corporate Strategy -
Défﬁnitions

Financial Strategy

By financial strategy decisions, we shall mean the broad
corporate f1nance decisions such as capital structure and
dividend pnl*cy,

The essenze of the capital structure decision is the
decision of what mix cof debt and eguity the firm should
finance its operations with, the desirzble level of usage

-
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ct internel funds versus enternsl Tunds, and elsc  the
choice of instruments - shart-teerm borrowing verssuas lonc-
termy, public ectitv iscsues versus richte.

such as

Fividend oclicy is primarily concernzad with issues
the proporticn of earnincs to be peic cuvt te sharehcliders
ather than fe oioughed back intoc the comzany

‘cliciez recerdinge proiect evaltaticn inciude the choi
f techniaues such as the Net Fresent Valug (NFV
internel Rate of rketurn (IRFA} and Favback Fericd. &
rezated policy decision 1s now to calzuiate the discount
rate to be apolied in the analysis. and how eften it
showld be updated.

cE
:
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Corporate Strategy :

By cotroorate sirategy. w2 <chali mezn the entire <eet cf
coordinasted pelicies, sveters and procedures, coucled with
the central wvisicn which drives the corporation. which
tecether define how the corporation choosez te compete in
its business.

We begin by proposing that corporate strategy, by
definitign, is prior to financial strategy. That is,
financial etrategyv ie mereiy one of the strands in the
tfabric of corporate stratenv — the otners being product
strategy, RE&D strategy, marketing strategy, HRD strategy,
and so. on. ~ -

PROPOSITION O '
Corpnra%e_sfrategy Defines Financial Sfrategy

The issue then bpcomes, what does a given corporate
strategy imply for financial strategy? At the same time,
what financial strategy must a firm be committed to follow
if it wishes to pursue a given corporate strategy?

#
>

We shall examing this question systematically, for a small:
number of major corporate strategy types. This 1lisy may:
not he exhaustive, but it will cover a wide range of
_corporate strategies both observed .in practice and
discussed in thecry. For each type of corporate strategy, .
we: shall derive propositions relating to the firm's
capital structure policy, its dividend policy, and the
financial toeols the firm should use to implement its
policies. :



i111. Types of Corporate Strategy and their Implications
for Financial Strateaqy.

.

Lifferent Tirmz, oiten irn +the same industry., may ke =zeen
£s be pursuing ZDiftferent kinds of corporate stratecies.
Gernerally cspecskinc, & given firm would nct emoloy more
than ore kind of strategy. at a time, since the Funciiznzal
anc coeresticnal implicetions of each stratecy tyoe are
gJlits different. vinat dzes eacsh kKind o©f corporaze
etratesy imply for financial stratecvyy Table 1 presents a
summary of carporate strateagy types.

We Gegin with the tvypolecoy of corporate stratecies
sugzested by FPorter (19827 - differentiation. cost
leacership, anc focus. 0F these, Yocus mav be considered a

soecial cese of differentiation.

For each type of corpoarate strategy, we shall cderive
progositions about  financial strategy ana the related
Tinancial tocls for implementation of strategy, which
shoulc neld ceteris _garibus. While other things are naver

reelly  egual. these proposticn=s  should provide come
guidance to top ievel managers on the kinds of actions and
stresiegies they should peay relatively more attention c.

Fer 1instance, when we aifirm that firms of a certain kind
should constantly update their capital structures, we de
not mean that othev: kinds of firms should not:. the search
for & minimum cost of capital is a worthwhile. search. for
any company to undertake. ke are merely affirming that
Tirms pursuing a certain kind of srategy should pay
special’ attention to. such problems. Given that top
-management can focuz ondy cn a small number of - critical
parameters, thie is a critical parameter for certain kinds
cf firms, perhacs not so _critical for others. )



Teble 1
Types of Corporate Strategy

1. Zoet Leadership: Cainirg comcmetitive eadvantaoce over
ther Tirms by sustaining a lower overall cost cof doing
cuziness. frices charced o the customer mey o may not be
the low=szI.
Z. Differsntiation: Gsinino competitive sdvantace oaver
ciher firms by affering & supericr praduct and/or service,
cften. but not alwsys. built around supericr brancs and.
tranc imsce.

. Speed: Gaining competitive advantage cover other firms
ty being &ble (o respond faster to changes in market
trends., customer prefersnces. technoloay changes, etc.
£. Firet Mover: Gaining competitive advantage over other
firms by virtue of bzina the Tirst ¢to enter a given
cusiness or industry. '

<



1. CORPORATE STRATEGY: DIFFERENTIATION

Differentiaticn 525 & strategy hirges oo creating
‘eomething differert’ about the ’:m:;m, zrnd its croducte -
distinguishing the comsany from its cormpetitors by wasy of
bebter products, better cervice. o & €imply & better.

imaoe.

To sustzin diTferentiation basec cn better oproducts. the
company must usually invest heevily in R4E. Te sustain
differentiation through image-building. heavy advertising
must usually be resorted tc.

FINANCIAL STRATEGY FOR DIFFERENTIATION

a) Capital Structure

Companiez pursuing & differentiation strateav woulg tend
tc have a very large cert of their valiue in the form of
intarnibles, - which may be viewed as ostions on future
business opportunities. .

Such companies ‘would be wise to borrow as little as they
can. To summarize the arouments advanced by Myers (1977},
if such companies were to acouire fixed liabilities such
ac debt repayments, their manacers may pass up even good
(i.e., positive NPV} investment opportunities in " the
future if the cash filow from suckh opportunities is not
enough to pay off the fixed 1liability and =till bhave
substantial value left <for shareholders.. (This argument
presumes that managers generally have the interests of
shareholders closest to heart, which is guite a plausible
supposition, at least in India.).

Since such future investment decisions are not optimal,
the value af the firm would be iower if It had a high
level of debt than if it did not. This is because , if- -the
firm  had no debt'at all, for instance, its managers would
presumably be  free to evaluate ' future investment

pnrtunxtlet‘?ﬁhl:h are yet- ‘unknown): strictly on thcar;
merlts.

Thus, we conclude that firms with high ‘R&D equity’ aor
- "brand equity’ should avoid debt. A dxfferent1atxon
strategy calls for largely equity financing.
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PROFOSITION 1

Differentiation as a corpaorate
levels relative to eguity.
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PROPOSITION 2

Differentitation as a corporate strategy calls
and frequently increasing dividend payout.

[

for

strateay

=

SitROre

c) Financial Tools For Implementation

The wvalue in
compased mainly of
pecple. The scarce resource
often good pecple than money,

the constraint, sven more than

of companies

Capital budgeting technigues
reflect the reguired rate of
major &ffert is required to
mezsure cf ‘reguired  rate on
although difficult,

In the ab=ence cof a oood

this
intangibles,

are not impossi

method
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inag . up seamn
ired investment in

. Tniz  is, in fact. correct
hould be encouraced.

FROFOSITION Z
Differentiation as a corporate strategy calls for

modification of capital budgeting procedures to reflect a
higher cost of buman capital.

2. CORPORATE STRATEGY: COST LEADERSHIF

The gssence of cost leadership as a corporate strategy is
to echieve and sustain & lower per unit cost of praduction
anrnd delivery than any of the firm' s competitors. Thio does
not mean that oualicy, service. or brand image &€ to be
gaciritficed - arnly that the central TfTocus of top-leavel
decicicn mahinsg will be "o keep costs low.

There are two major approaches to achieving cost
‘eadership: economies of scale, and wminimization of
averheads and adaministrative costs. We shall examine the
implicatiocns of each of these methods for the financial
strateay of the firm.

FINANCIAL STRATEB¢:FOR COST LEADERSHIP
A. ECONOMIES OF SCALE

Economies of scale are usually achieved through heavy
investment in large-scale plant and eguipment capable of
handling very large—scale operations. In doing’ this, the
firm will acauire significant " ‘tangible’ assets like
plant ‘and machinery.

a) Capital Structure

One of the 1mp11cat1ons of finance theary (Myers (1977))
is that, whenever a large part of 'the value of‘the ‘firs i{#
represented by tangible assets rather than intangible’
investment oppartunities in the future, the firm should
finance its operations more heavily with debt rather than
with eguity. This is, ofcourse, merely the converse of the
argument employed above in the section on differentiation
as a cocrporate strategy. . '

This implication also accords with common sense, which

8
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sugaeste that i the fira nar ‘mortgagestle’ Yined assetg,
it will be at'le to borrce. cheaply and so shouwld finance
ite coEretions ihel wvav.

PROFOSITION 3
Cost Leadership as a corporate strategy, achieved through

economies of scale, calls for high debt levels relative to
equity.

b) Dividend Policy

Other thinge beino egual, dividends have relativeliy littie
=icnaliling rcle tc olay when the firam 1€ seeking
competitive advantsoss purely  through sconomies of scale.
=ince ihe Tinanc:al markecs may be presumed te have encugh
infermation to  evaluate the Tirm's proliects correctly,
without any ecec:iel effort on the firm’'s part beyond 1ts
usual corporate cammunicaticns etforts. At the same time,
since a high dett level {see Propositicn 4) would

necessarily invclve a nigh fixed cash ocutficw, firms in
this strategic segment may be well advised to m1r1m1ze th
cash outflow from c;vxdens:. ’

PROPOSITION S
Cost leadership as a corporate strategy, achieved through
economies of scale, calls for a low dividend payout.

c) Financial Tools for Implementation

Since capital investment is significant here, it' is
important to wuse techniques such as NFV and IRR to
evaluate investment projects. The special problems  of
human . capital encountetred' in companies following a
'dxfﬁerentiatznn strategy are usually less acute here. -

PROPDSITION &

Cost leadership as a corporate sfrategy, achieved through
economies of scale, call; for consistent use of NPV and
IRR techniques. :



B. OVERHEAD COST MINIMIZATION

An alternative route o achieving cost leadership is to
Tocus  intenszively on cost reducticon in  everyv poscible
activity eangd department of the corporation. Too manscement
acfttention 1eg focussed o constantly searching for wayzs te
reduce cocis and incresszs prosuctivity.

a) Capital Structure

The firm should consider cost of cazital explicitivy as &
coz=t ©f doing tusiness, and should continually adjust iks
capital structure to keep 1t at the coptimal level which
would minimize 1ts cost of capital. breat attention must
be paid o estimating the costs and bznefits of cebt and
equity and the balance betiween thne two must be reviewed
freaguently.

PROFOSITION 7 )
Cost Leadership as a corporate strategy, achieved through
overhead. cost minimization, calls for constant adjustment
of the firm's debt to equity ratig. . : .

-

Even among the varisties of debt and eEcuity, the firm
should consistently choose the cheapest form of financing,
tregardless of other conesiderations. For instance, as Smith
(1977 points out, rights i1ssues as a source of eqguity
capital can be substantially cheaper than primary issues
to the public at large.

PROPOSITION 8

Cost Leadership as a corporate strategy, achieved through
overhead cost minimization, calls for greater use of
rights issues relative to primary pubic issues of equity. .

b) Dividend Policy

Dividend policy probably has only a minor role to play.
here. However, to the extent that the firm's single focus’
is cost minimization, it should seriously consider whether’
it is worthwhile to incur the costs of paying out
dividends with one hand while gathering in funds with the
other, to finance its operations. In other wards, there
would appear to be an argument for as low a dividend

‘10



peyment ez coszible.

PROFOSITION 9

Cost‘Leadership as a corpaorate strateay, achieved through
overhead cost minimization, calls for a low dividend
payout rate.

c) Financial Tools to Implement Strateaqy

Since the

.
m

target ct/eguity ratic CDeECcmEz o prime
importance in the guest fDr mirimum  cost cf capical, the
Tirm must develcp highly cophisticeted and accurate models
to calculats. s=versal times & yesr. i1ts cosit of debt ang
cost of Eauit>. Such models are not costily to develoo, but
the Tirm mus inculcate the discigline o7 taking such
calculations 52“10451} and sernzitize ccerating as well as
financixl manageirs to the importance of such numbars.

the same times, the Tirm must e
+ ~

ur o
Loy
[ S
m

T am tsc  for
zcurately a number of related future casn flows, 3su
its depreciaticn tax shields, .since the calculation of
optimal capital structure reguires tradeotffs beitween debt
and nan-debt tax shields in coming vears.

FROFOSITION 10

Cost Leadership as a corporate strategy, achieved through
overhead - cost minimization, calls for the  use of
sophisticated models for calculation of cost of capital
and forecasts of future cash flows, including debt and
nondebt tax shields. '

3. CORPORATE STRATEGY: SPEED

Going beyond the Parter (1980) categories, one observes
that more modern and novel strategic ideas such as.speed
of response are being invoked by firms to create a
sustainable competitive advantage. kalmart and bBenetton
-are two companies. who have built their entire corporate
strategy . around quick response to market conditions (see,
for instance, Stalk et al, (1992)). It cannot be doubted
that, &z the Indian market becomes more and more. open,
Indian companies too will increasingly resort to such
sttratecies. !

Toc implement such strategies, companies must build in a

11



zrEat deel ol Tlenitility into their coeraticone. They must
te able to grow and shrink at & moment’'s notice. gat
tetormetion ceichiy, and be &sble to act without- the
zl:ghtest delzv. Tha waichword will be ‘ibeening optiens
coen’. Consiveinis i cceraticns  ere  te be eschewed
vhesever thev @ '

FINANCIAL STRATEGY FOR SFEED

Wz praocose that Tlesibiliity reguires large reserves of
cash and perhteacs even of INVERTIOrY. Fer instance, the
wWorldwide leacer in mic—-Tashiaon wocllen garments, -
‘Benetton, forces itz reteil ocutliets to maintain no
irnventory at ail, in crder to get them tc pay attention to
custom tez at alil times. but ends up holdihg gquite a
lzroe i ; itself. -

PROPOSITION 11

Speed as a corporate strategy calls for a large investment
in cash and inventories.

a) Capital Structure

- .
At the same time, constraints on ocperations such as-
ligquidity reguirements, strict 1limits on financial ratios
etc., should be avoided, s=ince they potentially 1limit the
irm’'s ability te make large investments swiftly, or exit
buzlness areas guickly. Such firms would do best to avoid
cebt, <ecinte debt usually comes with precisely such
restrictive covenants which proscribe freedom of action.

Again, rather like the firms which pursue a
difTferentiation strategy, firms which face rapidly.
changing market conditions and so tely on speedy response
to survive, must alsc ensure that their future investment
options are kept as. open as possxble. This would be:
another reason to avoid debt. ’ -

PROPOSITION 12

Speed as a corporate sfrategy calls for low debt leveis.

£ related concerrn is that the firm must avoid being locked



¢ tecnnology or ‘eguipment of any soecific kind,
ESCEC1&lly :f tne'te:nnclogy_is chancina veryvy rapidiv. The
VEL, Taci that the company has invested & large amount in
ecg;gment mz2y azt as an impediment to speedy chanceaver to
ciiferent kind of eguiomsnt. Such comosnies may find it
worthwhile tc  leasa rather than purchase equicmsent
woerever the cotion ie available.

m

FROFPOSITION 13

Speed as a corporate strateqy calls for 1leasing rather
than purchasing eguipment.

b) Dividend Policy

At the same time. internal funds should be retaired as
much as pessible, 1n order to build ug  the needed cash
ressrves, which argues for a low dividend payout palicy.

'PROPOSITION 14

Speed as a corporate strategy calls. for a low dividend
payout.

c) Financial Tocls to Implement Strategy

Gne of the implications of operating in fast changing
markets where speed is of the essence, is that it makes
little sense to plan investment projects over very long
periods of time. Thus, companies in this strategic seggent
may well find it more useful to focus on measures such as
Payback Period rather than the standard NPV and 1IRR to
evaluate its projects. -

"PROPOSITION 15

"Speed as a corporate strateqy calls for use of Payback

-

Perjiod rather than NPV and IRR in project evaluation.

4.‘CDRPDRATE STRATEGY: FIRST MOVER
A closely related, but not i1dentical, strategy is to

13



concentrate on  being the Tirs

t mover in any nNew emErging

business area. The idea here is %c wrow ragidly anc create
ntry  Darriers for anv potential  entrante who mav
subceguently think of Tollowing in your waks. Creation of
entry barriers may irnclufe seicing & Liarroe merket share
as swWiTtly a= possiblie. Tving up critical suopliers,
cresting a strong brand nane. anc =5 en.
FINANCIAL STRATEGY FOR FIRST MOVER

a) Capital Structure

One key concern if the TFirm wants to move first 1nto a
civen businezs  and ccnsciidate 1ts poszition before

notentiszl]l entrants arrive, wouid bke to avoid disclosiog
informaticon to the public on your comoetitive moves.

It the firm were to f
equity issue. or even., ino
convertible debenture i

= arge
fie Indian context, with a large
. to th= public, it would
crrced to reveal csigh:ficant information absut the
project ‘s ptrospects anag itz own implementation plans to
the public. Since the public includes the Tirm’'s
competitors, both current and potential, this kind of
deisclosure must be avoided at all costs. When SEBI turne
its  attention to protecting investors’ interests, as the
SEC in the U.5. has done for a leng time, such disclosure
requirements will become more and more stringent in India.

2 its projects with & 1
- 3
&

o
]

The firm must therefcore rely either . on internal funds or
on private placements of debt, where  the information the
firm needs to supply to gpotential investors, is rather
limited and can even be kept confidential.

PROPOSITION 16

A corporate strategy of being the First Mover calls for
avoidance of public issues of equity and convertible
debentures.u oL . S C

b) Dividend Palicy

Beasnning along the. same lines, if use of internal dunds
is to be maximized, the firm must conserve its cash rather
than pay out as dividends.

PROPOSITION 17

14



A corporate strategy of being the First Mover calls for a
low dividend payout.

c) Financial Tools to Implement Strategy

'
We have ckserved above that tne essence of the Firzt Mover
strategy is to builc entry barrierzs to deter potential
competitors Trom entering the industry. One effeztive way
to build entry barriers is to tie up sucplierse and deelers
‘throuoh financing schemes which bind them to the company.
& geod credit appratsal! an rating syetemzs becomes a2 must
~ for the company to te able to do this effectively.

PROFOSITION 18

A corporate strategy of being the First Mover calls for
extensive use of financing schemes, backed by strong
credit appraisal systems.

Table 2 summarizes the propositions derived in this paper.

15



Fropositicn ¢: Corporete Stratecy Defines Financial Strategy.

Table

2

Summary of Propositions

Corporate . ' Capital Dividend ¢ Financial Other
Strategy . Structure Palicy Tools
tifferentievion | Low Debt ‘High pavout, | Use high !
L) | Treguent ! rate for i
i L increacses { human capital |
2 L)
Cost Leadership . High Deot - Low payout i Consistent
{scaie? . (4) -y i use of NPV,
i | IRR (&)
; -1 '
‘Coct Leadership i Constant :lLow payout i Sophisticated -
{overheads! i adjustment | {9) models far
} (7) i cast of
i Use Righte ; capital, cash
I Offers (8) | flow i
i b forecasts
'3 (10
‘ H 1 - - 3
| Speed . Low Debt i Low Payout Use Fayback High cash,
(12) P (14) Period’ inventory
lise Leases (13) (11)
(13) ) _
First Maover Avoid Low Payout Credit Strong
i Public 17y, Appraisal financing -
lesues Systems schemes
T8 A (18 | (18) i

Note: Numbers in"parentheseéyrefer ta the

b |

péoposition number .in the tekfﬁ



IV, Condlusion

The discipliines of finance and strategic management have
evolved alcng separate lines, but both are of concern to
top managere at the level of CEOD., MDD and Chairmsn of
corporations. It is not particularly usetul to merelyv tell
financial managers that, in the last analysis..corporate
strategy rules supreme, or to exhort strategic planners to
pay more attention to the numbers.

Tnis papetr has attempted to provide some usable
propositions for top managers who wonder what “financial
strategy’ and ‘strategic finance’ are really all about.
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