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Rickie smiled to himself as he collected his papers and proceeded to the conference room. He was going to make a presentation on what should be the future long-term financing strategy of Maruti Udyog. As he mentally reviewed what he was going to say, he felt a sense of satisfaction and pride. He had made a fool-proof case for debt financing that no one in the meeting would be able to oppose. It was an open-and-shut case.

The coming up of Maruti Udyog Limited in 1983 was the beginning of exciting times for the Indian passenger car market, which had been dominated by two major car makers Premier Automobiles and Hindustan Motors for over three decades after independence. Maruti’s first model M-800 became an instant hit and the company enjoyed a near monopoly in the market until mid-1990s.  However, the liberalization of the Indian economy and de-licensing of the passenger car industry in 1990s led to the entry of global players like Hyundai, Ford and General Motors as well as domestic giants such as Tata Motors. The intense competition that followed had an adverse affect on Maruti’s market share as well as profit margins, which along with other factors resulted in a substantial downturn in the company’s fortunes. The company’s profit before tax declined from Rs. 977.3 crore in FY (ending 31 March) 1998, to Rs. 784.1 crore in FY1999, and further to Rs. 385.1 crore in FY2000 before incurring a net loss of Rs. 269.2 crore in FY2001. [Source: www.plus.capitaline.com] 

However, later the company made a spectacular come-back and its profit before tax rose to Rs. 769.8 crore in FY2004 and further to Rs. 1,304.9 crore, in FY2005. The company had to fight on many fronts (including product design, quality control and cost reduction) in order to revive its profitability and gain a position of sustainable competitiveness. The company also aggressively pursued localization of the high value components that were previously imported. These efforts resulted in a decline in the ‘materials cost to net sales’ ratio from 90.9% in 2001 to 76.6% in 2005, thus improving profit margins. Similarly, the cost of debt was lowered by repaying a substantial part of borrowed capital between 2001 and 2005. Company’s debt that stood at Rs. 1,112.1 crore was brought down to Rs. 307.6 crore. During the same period, the company ploughed back profits by restricting dividend payout, as well as made a public issue of equity in 2003 which together raised the shareholders’ funds from Rs. 2,642.5 crore in 2001 to Rs. 4,378.8 crore in 2005.
Now in 2005-06, the company was planning to take up further investment projects to the tune of Rs. 6,000 crore in the next 4-5 years, and must decide whether to rely more on debt or equity capital to finance these future projects. 
Rickie had been studying the company financial data related to the past 11 years (see Annexure – 1) and just knew how the company’s financing strategy should change in the future. He worked in the finance department of Maruti Udyog where a higher position was to become vacant soon and Rickie wanted to establish himself as the main claimant of the same. He wanted to assert his position in today’s meeting that would be attended by Mr. Raj Sharma, the Chief GM of Finance, and two other senior managers Fuji and Prasad.
Therefore, when Sharma asked him to present his viewpoint on the issue, Rickie did not waste any time and said in a heavy and concluding tone, ‘’As all of you can see it, there is no doubt that the company should primarily focus on debt financing in the next few years….”

Prasad who came from a technical background cut him short, “Why do you say that? I thought debt would be a financial burden for the company, and hence undesirable.”

Rickie who was not expecting any opposition to his ideas, and in any case not so early in his presentation, became alert, "Well, I was going to explain myself any way. In my view, debt financing has three undisputable advantages over the equity capital. Debt capital brings in the tax advantage, the company has the flexibility to repay and reduce the debt as well as the related cost of interest and finally it has a favorable impact on the return available to equity holders.”

Prasad once again stopped him, "The advantages you claim come at a cost. Debt financing increases the financial risk of the company. It also means having to agree to and abide by the debt covenants that could put lots of restrictions on the company.”

Fuji who was a Japanese national and generally regarded as a confidante of the group representing foreign shareholders in the company, asked, "How do you say that debt-financing would increase the return on equity capital?”
Rickie was glad to get a breather from Prasad’s unnecessary interruptions, “By investing in profitable projects, the company would earn more on the borrowed capital than the cost of interest it would pay. The surplus earned in this way would go to enhance the earnings available to equity holders.” 
Maruti Udyog was established as a result of the joint collaboration between Suzuki of Japan and the government of India.  Since then, Suzuki has purchased a considerable part of the Government’s stake in the company and now held 56% shareholding in the company. Company’s corporate objectives were to remain the market leaders in the small-car segment, increase its market share, create entry barriers for competitors by ensuring maximum customer satisfaction (by providing highly efficient cars at affordable prices and low maintenance cost throughout the life of the car etc) while simultaneously enhancing shareholder welfare by enhancing share values and payment of dividends. Sharma, who was highly qualified and had been with the company for a long time, knew that the financing decision must be integrated with the overall objectives of the company.
He said, “I think the financing strategy would be different in various stages of the life cycle of a company’s existence.  At its inception, Maruti had to access debt capital due to modest availability of equity capital. The debt to equity ratio at that time was close to 1:1. However, as the company grows and has internal accruals of funds through retained earnings, the dependence on borrowed capital would reduce.”  
Rickie continued, “There are other advantages of debt capital too. The mix of equity and debt capital reduces the overall cost of capital. The equity capital is more expensive because such investors require a greater risk premium. Assume the cost of equity capital is 18% and the gross cost of interest is 10%. If the corporate tax rate is 35%, the net cost of debt would work out to only 6.50% [i.e. 10 * (1 - 0.35)]. Now if debt and equity are combined in equal proportions by maintaining the D: E ratio 1:1, the overall cost of capital would be just 12.25% [1/2 * 18 + ½ * 6.5].”

He paused for breath before continuing, “Prasad’s worries about the financial risk are base-less. At present, the debt to equity ratio of the company is so low that even a substantial increase in debt would not raise the financial risk to any threatening level in the foreseeable future. Financial risk arises when a company’s debt servicing capacity as reflected by the ‘interest coverage ratio’ is low, as it was for Maruti in the FY2001 when the operating profit (see Annexure – 2) was low and the relative interest payments high. Since then our operating profits have grown many fold and, more importantly, the foreseeable future looks bright. I would therefore say that the company should maintain a target debt-equity ratio of 1:1 and finance its investments projects in the next few years through debt.”

Prasad asked, “How do you think the stock market would react to increasing the debt at this stage?”

Rickie continued confidently, “Let’s look at it this way: under what circumstances would the management of any company agree to use debt capital? Let me tell you: only when it is sure that its investment projects would succeed and generate adequate cash flows to service and repay the loans. So, when we take debt capital, our confidence index as perceived by the investors would go up and the stock markets would react positively.” 
Sharma said, “That is a good point. But while thinking about debt versus equity financing, let us not forget about the company’s heavy operating fixed costs related to production, sales and administration. In our industry, we have to frequently introduce new car models, which would require regular investments in plant and equipments. Maruti has gone through three phases of heavy investments in fixed assets: first in 1983-84, then during the capacity expansion of 1995-2000, and finally the more recent investments since 2001 resulting from the introduction of a number of new models such as the Wagon-R, Alto and Versa. While the earlier investments have been depreciated, the recent ones are still being depreciated and that’s a huge fixed cost each year, in addition to other items. So, do you think the company can commit to heavy fixed financial and operating costs at the same time?”

Rickie had thought of that, “As you know, the interest rates on borrowed capital have come down considerably during the past two years, isn’t it, I would say from 15-16% to about 9-10%. On top of it, the interest cost brings in certain tax advantages. That is a substantial saving and the company must capitalize on it.”

Sharma was aware of it, but also knew that the interest rates in India had already started hardening from the end of 2005 and he expected them to rise further during the next couple of years. He said, “Cost control and reduction are crucial to remaining competitive, and this applies to financial as well as other costs. “
Rickie continued, “Of course, as in past, we can use interest rate swaps to keep the cost of debt under control. As you would recall, in 2001 we had taken loans at fixed interest terms of when the interest rates were pretty high, but since we expected the rates to fall, we had swapped the fixed rate interest liability of 12% on borrowings of Rest. 100 core for a flexible rate by paying a one time premium to a bank. The swapping had saved the company a considerable amount. And if we issue debentures to raise debt capital, we’ll include a put-call option that will give us the twin advantages of flexibility with manageable cost of debt, thereby reducing our overall risk. We have already had some useful experience of this in July 2004 when the company utilized the call option on its 11.20% secured non-convertible debentures and paid back the entire borrowed amount of Rs. 200 crores.” 
“Rickie I must say your observations are not based on facts,” said Prasad as he glared at Rickie from behind his thick reading glasses, “I think debt capital is not warranted for cash-rich companies like Maruti. As you have seen from the company’s balance sheet, we have a huge amount of money invested in mutual funds and other financial securities. It we have a cash crunch, why can’t we sell-off some of these investments to finance the company’s future investment projects? That would save the company a lot of interest cost.”

For the first time, Rickie seemed to be uncomfortable. He had not considered this aspect. But he knew there had to be a better answer, if the theory of optimum allocation of capital was to hold.

He said, “These investments in mutual funds etc represent shareholders’ funds, so the relevant cost of capital of such funds is the same as the cost of equity. They should fetch us higher returns than the cost of external debt which is lower. Let these investments remain as a stand by liquidity cushion, just in case we have a funds problem in the future.”

At this juncture, Fuji politely said, “My friends, all this is fine, but the company cannot ignore the interests of majority shareholders. Being a part of an MNC which wants to avoid financial risk, Maruti should remain a debt-free company. Even if it has to resort to debt financing, it should be to the minimum extent and be redeemed as quickly as possible. Maruti-Suzuki should be a zero-debt company.”
Sharma added the concluding remarks, “Well, thank you all for attending the meeting. I’ll brief the Board about this discussion, and let you know what the Board decides.”

Questions
1. Using data provided in Annexures-1 & 2, calculate the debt-equity ratio, interest-coverage and other relevant ratios to comment on the trends of capital-structure in Maruti Udyog Limited.   
2. What steps did the company take between 2000 and 2005 to reduce the cost of debt financing? What are the pros and cons of those steps?

3. How would you describe the basic financing strategy of Maruti Udyog between years 2000 and 2005? What is the rationale of the financing policy adopted by the company?

4. Identify the factors that companies in competitive industries should take into account while finalizing their capital structure. 
5. In your opinion, how should Maruti finance its future capital investments, and why?
6. Explain how can a company use interest rate swaps and put/call options to manage the cost of debt more effectively.

7. Collect comparative financial data on Maruti and its major competitors for the past three years and compute ROE with its three components as follows:

ROE
=
NP/S
x   S/TA   x   TA/NW.

Using your findings, discuss the role of financing policy in the ROE performance of these companies.

7. 
How is Maruti Udyog investing surplus funds? What objectives do these investments serve?
Annexure – 1: Maruti Udyog Balance Sheets – 1995 to 2005 (Rs. Crores)
	Figures of month ending march
	2005
	2004
	2003
	2002
	2001
	2000
	1999
	1998
	1997
	1996
	1995

	SOURCES  OF  FUNDS :

	Share Capital
	144.5
	144.5
	144.5
	132.3
	132.3
	132.3
	132.3
	132.3
	132.3
	132.3
	132.3

	Reserves Total
	4234.3
	3446.7
	2953.5
	2575.0
	2510.2
	2779.8
	2490.1
	2011.1
	1402.6
	921.5
	519.9

	Total Shareholders Funds
	4378.8
	3591.2
	3098.0
	2707.3
	2642.5
	2912.1
	2622.4
	2143.4
	1534.9
	1053.8
	652.2

	Secured Loans
	307.6
	311.9
	300.0
	395.1
	561.5
	86.4
	21.8
	28.7
	2.5
	7.5
	13.9

	Unsecured Loans
	0.0
	0.0
	156.0
	260.9
	550.6
	459.7
	74.9
	54.9
	82.7
	302.6
	410.4

	Total Debt
	307.6
	311.9
	456.0
	656.0
	1112.1
	546.1
	96.7
	83.6
	85.2
	310.1
	424.3

	

	Total Liabilities
	4686.4
	3903.1
	3554.0
	3363.3
	3754.6
	3458.2
	2719.1
	2227.0
	1620.2
	1363.9
	1076.4

	

	APPLICATION OF FUNDS :

	Gross Block
	5053.1
	4566.7
	4513.8
	4384.7
	3866.7
	3499.9
	2363.7
	1817.2
	1647.0
	1575.8
	1163.8

	Less : Accumulated Depreciation
	3179.4
	2735.9
	2258.1
	1954.6
	1619.6
	1324.2
	1061.8
	871.7
	686.0
	505.7
	356.8

	Less: Impairment of Assets
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Net Block
	1873.7
	1830.8
	2255.7
	2430.1
	2247.1
	2175.7
	1301.9
	945.5
	961.0
	1070.1
	807.0

	Lease Adjustment
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Capital Work in Progress
	42.1
	74.9
	9.3
	72.4
	368.4
	234.2
	110.5
	83.4
	78.8
	23.1
	47.5

	Investments
	1516.6
	1677.3
	103.2
	96.8
	95.5
	397.4
	484.4
	969.5
	434.6
	930.2
	846.9

	Current Assets, Loans & Advances

	Inventories
	666.6
	439.8
	487.0
	681.1
	865.5
	990.2
	578.5
	568.9
	598.5
	721.7
	571.5

	Sundry Debtors
	599.5
	689.4
	671.1
	839.3
	675.5
	466.3
	276.6
	261.4
	246.1
	152.0
	86.6

	Cash and Bank
	1029.4
	240.2
	989.4
	71.9
	87.6
	31.7
	816.9
	133.6
	96.8
	40.3
	90.1

	Loans and Advances
	676.5
	649.5
	635.3
	517.7
	622.4
	526.4
	644.3
	614.0
	516.4
	474.3
	1121.1

	Total Current Assets
	2972.0
	2018.9
	2782.8
	2110.0
	2251.0
	2014.6
	2316.3
	1577.8
	1457.8
	1388.3
	1869.3

	Less : Current Liabilities & Provisions

	Current Liabilities
	1218.8
	1211.4
	1135.9
	1201.7
	1026.7
	1090.2
	1172.6
	1084.2
	1267.9
	2036.4
	2487.6

	Provisions
	389.2
	320.4
	342.7
	263.5
	239.4
	325.8
	347.7
	285.7
	62.7
	26.5
	20.0

	Total Current Liabilities
	1608.0
	1531.8
	1478.6
	1465.2
	1266.1
	1416.0
	1520.3
	1369.9
	1330.6
	2062.9
	2507.7

	Net Current Assets
	1364.0
	487.1
	1304.2
	644.8
	984.9
	598.6
	796.0
	207.9
	127.3
	-674.6
	-638.3

	Misc Expenses not written off
	0.0
	16.3
	88.7
	119.2
	58.7
	52.3
	26.3
	20.6
	18.5
	15.1
	13.4

	Deferred Tax Assets
	125.4
	125.5
	231.7
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Deferred Tax Liability
	235.4
	308.8
	438.8
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Net Deferred Tax
	-110.0
	-183.3
	-207.1
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	

	Total Assets
	4686.4
	3903.1
	3554.0
	3363.3
	3754.6
	3458.2
	2719.1
	2227.0
	1620.2
	1363.9
	1076.4

	

	Contingent Liabilities
	1051.4
	1297.3
	1754.1
	2018.2
	1314.2
	793.2
	666.8
	523.1
	511.6
	435.1
	229.0


Source: www.plus.capitaline@com

Annexure – 2: Maruti Udyog Profit and Loss Account – 1997 to 2005 (Rs.Crores)
	Fig month ending march
	2005
	2004
	2003
	2002
	2001
	2000
	1999
	1998
	1997

	INCOME :

	Sales Turnover
	13343.0
	11047.4
	8981.5
	9087.8
	8928.7
	9315.1
	7781.4
	8133.8
	7662.9

	Excise Duty
	2411.9
	1943.0
	1801.4
	2013.2
	2211.8
	2325.6
	1918.6
	2026.4
	1888.7

	Net Sales
	10931.1
	9104.4
	7180.1
	7074.6
	6716.9
	6989.5
	5862.8
	6107.3
	5774.2

	Other Income
	403.2
	377.6
	276.5
	318.0
	324.6
	357.5
	399.2
	353.1
	293.9

	Stock Adjustments
	141.7
	3.2
	-94.9
	141.9
	-20.3
	51.3
	-12.6
	16.0
	-63.9

	

	Total Income
	11476.0
	9485.2
	7361.7
	7534.5
	7021.2
	7398.3
	6249.4
	6476.5
	6004.2

	

	EXPENDITURE :

	Raw Materials
	8563.2
	6973.3
	5563.4
	5839.6
	5889.8
	5616.1
	4316.1
	4199.4
	4218.5

	Power & Fuel Cost
	58.1
	95.8
	78.1
	49.4
	51.4
	37.5
	39.8
	31.9
	31.2

	Employee Cost
	191.5
	293.8
	217.8
	227.3
	199.2
	185.7
	170.4
	156.1
	115.7

	Other Manufacturing Expenses
	92.7
	71.1
	57.3
	60.2
	82.1
	94.9
	85.2
	88.3
	84.1

	Selling & Admin Expenses
	587.3
	536.4
	621.3
	635.0
	551.8
	588.2
	486.8
	370.4
	319.7

	Miscellaneous Expenses
	185.5
	206.7
	166.9
	184.8
	117.9
	167.5
	126.3
	415.3
	169.6

	Less: Pre-opr Exp Capitalized
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	

	Total Expenditure
	9678.3
	8177.1
	6704.8
	6996.3
	6892.2
	6689.9
	5224.6
	5261.3
	4938.9

	

	Operating Profit
	1797.7
	1308.1
	656.9
	538.2
	129.0
	708.4
	1024.8
	1215.2
	1065.3

	Interest
	36.0
	43.4
	52.7
	77.0
	75.9
	60.2
	49.4
	51.4
	76.9

	Gross Profit
	1761.7
	1264.7
	604.2
	461.2
	53.1
	648.2
	975.4
	1163.7
	988.3

	Depreciation
	456.8
	494.9
	322.1
	342.9
	322.3
	263.1
	191.2
	186.4
	180.8

	Profit Before Tax
	1304.9
	769.8
	282.1
	118.3
	-269.2
	385.1
	784.2
	977.3
	807.6

	Tax
	524.6
	251.5
	35.1
	13.8
	0.2
	55.0
	261.2
	325.4
	297.5

	Fringe Benefit tax
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Deferred Tax
	-73.3
	-23.8
	100.6
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Reported Net Profit
	853.6
	542.1
	146.4
	104.5
	-269.4
	330.1
	523.0
	651.9
	510.1

	Extraordinary Items
	-6.5
	-79.7
	16.7
	-0.7
	18.3
	5.8
	33.4
	19.3
	25.2

	Adjusted Net Profit
	860.1
	621.8
	129.7
	105.2
	-287.7
	324.3
	489.6
	632.6
	484.9

	

	Adjst. below Net Profit
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	P & L Balance brought forward
	2757.4
	2335.9
	2269.9
	2233.2
	2502.8
	2245.0
	1816.9
	1259.9
	806.7

	Statutory Appropriations
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Appropriations
	168.9
	120.6
	80.4
	67.8
	0.2
	72.3
	94.9
	94.8
	57.0

	P & L Balance carried down
	3442.1
	2757.4
	2335.9
	2269.9
	2233.2
	2502.8
	2245.0
	1816.9
	1259.9

	

	Dividend
	57.8
	43.3
	42.7
	39.7
	0.0
	33.1
	39.7
	39.7
	26.5

	Preference Dividend
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0
	0.0

	Equity Dividend %
	40.0
	30.0
	30.0
	30.0
	0.0
	25.0
	30.0
	30.0
	20.0

	

	Earnings Per Share-Unit Curr
	29.3
	18.6
	4.9
	79.0
	0.0
	244.0
	392.0
	489.8
	383.6

	Book Value-Unit Curr
	151.5
	124.3
	107.2
	2046.3
	1997.4
	2201.1
	1982.2
	1620.2
	1160.3


Source: www.plus.capitaline@com
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