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Editorial  

 
We are happy to present December 2017 issue of IJMR to the esteemed scholarly community. 
In this issue, we have included four papers on various aspects of Finance. We sincerely hope 
that the readers will find these contributions worthwhile and stimulating.     
 

First paper titled ‘Decoding the Characteristics of Healthcare Mutual Funds’ by Tyler Steffy, D. K. 
Malhotra, and Raymond R. Poteau provides incisive understanding of the historical 
performance of healthcare mutual funds in the context of United States (US) so that the 
investors may judge the viability of such funds. Although there has been extensive research 
conducted on mutual fund performance as well as other specialty mutual fund performance, 
there has been little research conducted with regard to the characteristics of healthcare mutual 
funds. This study focuses on decoding the characteristics of health care mutual funds. With the 
potential of continued deregulation in the industry, strong financial statements, and vast 
amounts of cash, healthcare funds are likely to grow faster than the overall economy.   
 
Second paper titled ‘Risk and Off-Balance Sheet Activities in Indian Banks: An Analysis’ by 
Neeraj Jain and Dhulika Arora probes off-balance sheet exposures of Indian Commercial Banks 
specifically in derivatives and whether this exposure differs across banking groups. The Study 
finds that foreign banks have the highest share in derivative contracts followed by private 
sector banks, while their share in total deposits stands abysmally low as compared to public 
sector banks. Since derivatives do more harm than the bad loans (as shown by the global 
financial crisis of 2008), it is imperative for the regulators to maintain proper checks and 
balances to ensure the safety of depositors’ money.  
 
Third paper titled ‘Capital Structure Selection and Decision Formulation: Evidences from Non-
Financial Firms on Nifty 50’ by Geetika Batra and Alka Munjal analyzes the capital structure 
selection and decision formulation of firms through a survey. This survey aims at ranking the 
factors found relevant to firms in Indian context. The respondents for this survey have been 
drawn from amongst executives serving in middle to top level managerial ranks in 41 non-
financial firms listed on Nifty 50. The capital structure selection of a firm has been examined 
across three dimensions namely debt, equity and other factors. Based on the survey, it appears 
that there is strong evidence for trade off theory regarding capital structure selection and 
modest evidence for pecking order theory and signaling theory. 
 
Fourth paper titled ‘Identification of Financial Synergy: A Case Study of Merger of UltraTech 
Cement with Samruddhi Cement’ by Anjala Kalsie and Aishwarya Nagpal examines the the 
financial synergy in merger between UltraTech Cement and Samruddhi Cement deal using 
Discounted Cash Flow (DCF) method.  The analysis shows that expected synergies were of the 
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tune of INR 4315 crores whereas the actual synergy was found to be INR –1063 crores, thereby 
realizing negative synergies.  
 
Readers are invited to share their comments on the published articles. Selected communication 
(1000-1500 words) may be published in the next issue of IJMR. Conceptual and empirical 
research papers as well as integrated literature reviews on any theme having a potential impact 
on management practices are welcome for June 2018 issue of the journal.   

–Editors   
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Decoding the Characteristics of Healthcare Mutual Funds 

 
Tyler Steffy, D. K. Malhotra, and Raymond R. Poteau 

School of Business Administration, Thomas Jefferson University, Philadelphia, USA 
E-mail: MalhotraD@philau.edu 

 
Abstract 

Specialty mutual funds, such as healthcare, offer an investor the opportunity to focus on high 
total return, income, and further diversification within a specific industry. Although there has 
been extensive research conducted on mutual fund performance as well as other specialty 
mutual fund performance, there has been little research conducted in regards to the 
characteristics of healthcare mutual funds. This study focuses on decoding the characteristics of 
health care mutual funds. Healthcare in the United States has been a hot topic over the last 
decade. During the presidency of Barak Obama, the Affordable Care Act was implemented to 
provide health insurance to all citizens Since the Affordable Care Act provided citizens the 
opportunity to purchase health insurance, there has been an increased demand for health 
services.  With the potential of continued deregulation in the industry, strong financial 
statements, and vast amounts of cash, healthcare funds are likely to grow faster than the 
overall economy.  In order to more thoroughly understand if healthcare funds are a viable 
investment option, it is necessary to develop a baseline understanding of the historical 
performance that these funds have had.  
 
Keywords: Healthcare, Mutual Funds, 12b-1 Plans, Sales Charges, USA 

 
Introduction 
Mutual funds are popular amongst small investors for a variety of reasons (Malhotra, Martin, 
and Lafond, 2011). Since the 1980s, mutual funds have the highest growth rate of all major 
intermediaries in the United States (Fink, M. 1998). These investment opportunities provide 
investors a broad spectrum of funds to choose from based on the different goals while 
providing the investor with a strong regulatory system that protects the investor (Fink, M. 
1998). Instead of managing dozens of individual funds in different areas, an investor can 
accomplish broad diversification by using only a couple of mutual funds. Another reason behind 
the popularity of mutual funds in the United States is that they provide a competitive open 
market for advisory firms, insurance companies, banks, and foreign firms to provide investors 
with options that meet their needs at a reasonable cost. Mutual funds can be obtained in a 
variety of ways including intermediaries, direct sale from mutual fund companies, and 
employer-sponsored retirement plans (Fink, M. 1998). 
 

mailto:MalhotraD@philau.edu
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The ease of management and accessibility of mutual fund information also provide investors an 
opportunity to focus their investments within specialty funds such as healthcare, energy, or 
technology (Fink, M. 1998). Financial advising can come at a premium, so mutual funds provide 
expert advice to investors by using a combination of internal and external resources to help 
navigate market volatility. Overall, mutual funds provide investors affordable options to 
participate in capital gains and dividend distributions without having to directly pay for 
individual fund managers (Cuthbertson, Nitzsche, and O’Sullivan, 2010). 
 
Specialty mutual funds, such as healthcare, offer an investor the opportunity to focus on high 
total return, income, and further diversification within a specific industry (Howe and Pope, 
1993). Although there has been extensive research conducted on mutual fund performance as 
well as other specialty mutual fund performance, there has been little research conducted in 
regards to the characteristics of healthcare mutual funds. In a study conducted by Howe and 
Pope in 1993, their research concluded that specialty mutual fund returns were similar to that 
of traditional equity mutual funds. The study also found that specialty mutual funds incurred 
more risk during typical market conditions (Howe and Pope, 1993). The purpose of this study is 
to compare the characteristics of healthcare mutual funds from 2000 to 2012. 
 
Rest of the paper is organized along the following lines. Section II provides an introduction to 
the nature of health care funds. Section III discusses the data used in this study. In section IV, 
we discuss empirical findings about healthcare mutual funds. Section V summarizes and 
concludes this study. 
 
Healthcare Funds 
Healthcare funds invest in stocks of companies that focus on pharmaceuticals, biotechnology, 
health insurance, manufacturers of diagnostic supplies and other sectors within the healthcare 
industry (Cussen, M. n.d.). Typically healthcare funds are invested in equities and the managers 
of these funds seek companies that develop innovative drugs, patents, products and methods 
(Cussen, M. n.d.). Although not completely unaffected by economic cycles, healthcare fund 
performance is typically defensive in nature because they tend to have a lower correlation to 
the market than other funds do (Cussen, M. n.d.).  
 
Due to the defensive nature of healthcare funds, they can be attractive to conservative 
investors who are looking for funds that pay large dividends, which can help when stock prices 
are falling (Cussen, M. n.d.). Even when the economy slows down, people will continue to get 
sick or injured which can give healthcare funds an edge over industries that have a higher 
correlation to current economic conditions (Cussen, M. n.d.). Although these funds have a 
lower correlation to economic conditions, they are strongly tied to political legislation and 
public perception (Cussen, M. n.d.). Political regime changes and policy changes can greatly 
affect the ability of healthcare funds to provide dividends to its investors. Public perception can 
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also have great effects on healthcare funds, especially if a drug, method, or device is found to 
be hazardous (Cussen, M. n.d.).  
 
Healthcare in the United States has been a hot topic over the last decade. During the 
presidency of Barak Obama, the Affordable Care Act was implemented to provide health 
insurance to all citizens (Olson, S. 2017). Since the Affordable Care Act provided citizens the 
opportunity to purchase health insurance, there has been an increased demand for health 
services (Olson, S. 2017). The current president, Donald Trump, has promised to deregulate 
certain industries, which could open up opportunities for growth within the healthcare 
industry, especially within biotech (Olson, S. 2017).  
 
With the potential of continued deregulation in the industry, strong financial statements, and 
vast amounts of cash, healthcare funds are likely to grow faster than the overall economy 
(Huang, N. 2014). Along with the rapid growth of the healthcare industry, these funds look to 
continue to outperform Federal interest rate hikes as well (Olson, S. 2017). In order to more 
thoroughly understand if healthcare funds are a viable investment option, it is necessary to 
develop a baseline understanding of the historical performance that these funds have had. 
Using the data from this study, investors can analyze the risk and potential gains of healthcare 
funds. 
 
Data 
The data for this study was collected from 2000 to 2012 by Morningstar. This data was 
separated into twelve categories before being analyzed. Net assets were used to gauge a fund’s 
size, agility, and popularity. Twelve month total returns were used to include information on a 
fund’s income and capital gains or losses (Morningstar Investing Glossary, n.d.). Twelve month 
load adjusted returns were used to include information on total returns adjusted for sales 
charges and redemption fees. Twelve month tax-adjusted returns were used to include 
information about the estimated impact that taxes had on a fund. The Sharpe ratio was used to 
provide information on a fund’s risk-adjusted returns. The three year alpha information was 
included to identify the difference between a fund’s expected returns based on its beta and its 
actual returns. The turnover ratio information was included to identify a fund’s trading activity 
(Morningstar Investing Glossary, n.d.). Manager tenure was used to determine the number of 
years that the current manager has been the portfolio manager of the fund. The expense ratio 
of these funds was included to express the percentage of assets deducted for fund expenses. 
The front load information was used to provide information on the initial sales charge of each 
fund. The deferred load information was used to provide information on the back-end sales 
charge of each fund. The 12b-1 Current was used to provide information on the “maximum 
annual charge deducted from fund assets to pay for distribution and marketing costs” 
(Morningstar Investing Glossary, n.d.). 
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There were some limitations of the data used in this study. For the year 2001, information was 
not provided for load or tax-adjusted returns. Due to insufficient information, some funds had 
to be eliminated from this study as to not skew the results. For some of the years used in this 
study, there were more fund information available than in other years which created 
differences in the number of funds used per year.  
 
Empirical Analysis 
The findings are as follows for the twelve categories investigated for this study. 
 
Net Assets 
From 2000 to 2012, the highest average net assets in millions occurred in the year 2000 with 
over while the lowest average occurred in 2003. From 2006 to 2009, there was a gradual 
decline in net assets before coming back up in 2010 following the economic recession. From 
2000 to 2003, there was a substantial decline in the average net assets. During most of the 
years of this study, the minimum net assets were zero. The maximum net assets reported 
occurred in 2004. Although the standard deviation fluctuated every year, it remained between 
1200 and 2700 from the years 2000 to 2012. 
 
Twelve Month Total Return 
Similar to net assets, with the funds used in this study, there was a substantial decline in the 
average twelve month total return from 2000 through 2002, before increasing in 2003. In 2003, 
there was a spike in the average twelve month total return followed by a substantial decline in 
2004. From 2005 through 2012, the average twelve month total return fluctuated frequently. 
According to Table 1, most years reported a negative minimum twelve month total returns 
while the maximum twelve month total returns for each year greatly fluctuated. The range of 
the standard deviations for each year was not as varied as net assets. The highest standard 
deviation was reported in 2000 when the mean and maximum were also at their highest 
reported value. 
 
Twelve Month Load-Adjusted and Tax-Adjusted Returns 
In 2001, no data was reported for these categories. In the years 2002, 2004, 2006, and 2008, 
the standard deviation recorded a higher value than the mean which could indicate that during 
those years, there were higher levels of risk associated with those funds. Most of maximum 
load-adjusted and tax-adjusted returns were the same as the maximum total returns with the 
exception of 2001 and 2002. In both 2002 and 2008, the average returns were negative 
although the net assets were positive values. This could have been caused by the economic 
recessions that occurred during those years. 
 
Sharpe Ratio 
In the years 2002, 2003, 2004, and 2008, the average Sharpe ratio was of a negative value 
meaning that during those years, healthcare funds had a lower return relative to the risk taken. 
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During these years, the standard deviation was higher than the mean. Every year except for 
2011 and 2012 recorded negative minimums and in 2011 and 2012, healthcare fund minimums 
had positive Sharpe ratios.   
 
Three Year Alpha 
In the years 2000 and 2001, the average and maximum alpha was the highest among the years 
used in this study meaning that during those years, portfolio managers added the most value to 
those funds in regards to their risk and reward profiles. All of the minimum alpha data was a 
negative value meaning that for the years 2000 through 2012, the minimum healthcare fund 
provided an actual return less than what was anticipated by the beta. With the exception of 
2007, the maximum alpha was a positive double-digit value. 
 
Turnover Ratio 
All years in this study recorded an average turnover ratio over 100% meaning that throughout 
the course of a year, that percentages of the portfolio’s holdings have changed. In 2003 and 
2004, the average turnover ratios were over 200%. With the exception of the years 2000 and 
2006, the standard deviation was higher than the average turnover ratio. In 2004, the 
maximum turnover ratio was substantially larger than the maximum turnover ratio in other 
years.  
 
Manager Tenure 
The average manager tenure for healthcare funds from the years 2000 to 2012 is between 3 
and 7 years with a standard deviation between 3 and 5 years. Prior to the recession of 2008, 
the maximum manager tenure was over 23 years but following the recession, the maximum 
manager tenure was between 13 and 15 years. The minimum manager tenure ranged from 0 to 
1 between the years of 2000 and 2012. 
 
Expense Ratio 
The average expense ratios from 2000 through 2012 range between 1.5 and 1.9 and do not 
seem to be affected by recessions. In the expense ratio category, the mean is higher than the 
standard deviation for each year in this study. The expense ratio reached highs during 2008 and 
2009 when it hit 5.02. The minimum expense ratio occurred in 2003 but the rest of the years 
recorded minimums that were well below zero. 
 
Front and Deferred Loads 
From 2000 through 2012, the minimum (0%) and maximum (5.75%) front loads were the same 
value. The average front load for those years fell between 1.03% and 1.88%. The standard 
deviation for those years fell between 2.1% and 2.4%. Similarly to the front load, the deferred 
load had the same minimum (0%) and maximum (6%) values. The average deferred load ranged 
from .70% to 1.06% and the standard deviation ranged from 1.5% to 1.9%. From 2006 through 
2012, there was a steady decline in the average front and deferred loads.  
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12b-1 
Similarly to front and deferred loads, the minimum (0) and maximum (1) values are the same 
for each year. These percentages represent the “maximum annual charge deducted from the 
funds’ assets to pay for distribution and marketing costs” (Morningstar Investing Glossary, n.d.). 
The average 12b-1 from the years 2000 through 2012 ranges from .3% to .5% and the standard 
deviation for those years is around .4%. 
 
Summary and Conclusion 
This study provides individuals and financial planners foundational characteristics of healthcare 
funds to use in an effort to analyze the risk of investing in those specialty mutual funds. 
Depending on the investment strategy, healthcare funds may provide investors an option to 
diversify their portfolio (Howe and Pope, 1993). Although healthcare funds typically perform at 
the same, if not better, level as general mutual funds and do not have as high of a correlation to 
economic conditions as general funds, it is important for investors to understand other ways 
that these funds can be affected (Cussen, M. n.d.). As mentioned before, political policies and 
public perception play a large role in the success or downfall of healthcare in the United States 
(Cussen, M. n.d.).  
 
In a study conducted in 2016 by Wen-Yi Chen, Yia-Wun Liang, and Yu-Hui Lin, resulted in 
backing further studies that due to increasing healthcare costs over the last three decades, the 
United States is building a second economic healthcare bubble. Along the same lines, in 2008 a 
study conducted by Alan M. Garber and Jonathan Skinner showed that the United States 
inefficiently spends almost double the amount of GDP on healthcare in comparison to countries 
such as Japan and the United Kingdom. Those studies are indicative of the external factors that 
could influence a healthcare fund’s value.  
 
Healthcare funds can also be affected by public perception. There have been many studies 
conducted on socially responsible investing. Certain sub-categories within the healthcare 
industry can test the boundaries on what is ethical and what is not (Fitzpatrick, Church, and 
Hasse, 2012). When pharmaceutical companies hike prices of popular drugs, certain medical 
procedures can have adverse effects, prescription drugs are used for unintended purposes, or 
insurance companies decide to drop coverage for procedures, the public’s reaction can 
negatively affect the value of a healthcare fund (Peifer, 2014). 
 
In conclusion, investors need to have a comprehensive understanding of any investment 
decision, but this is especially important when researching specialty mutual funds such as 
healthcare funds. Comprehending the characteristics of these funds and how they have 
historically performed can provide investors the knowledge they need to decide whether it’s 
beneficial to add healthcare funds into their portfolio or not.  
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Table 1 

 
  

Net Assets 

$MM

Tot Ret 

12 Mo

Load Adj Ret 12 

Mo (current)

Tax-adjusted 

Return 12 Mo

Sharpe 

Ratio Alpha 3 Yr

Turnover 

Ratio

Manager 

Tenure

Expense 

Ratio

Front 

Load

Deferred 

Load

12b-1 

Current

2000 Mean 951.08913 51.94022 48.24586957 48.67673913 0.70413 20.44065 109.9333 4.26087 1.629778 1.88587 1.065217 0.42673913

Std. Dev 2698.7829 19.7861 19.97022935 20.0251533 0.319962 14.33551 97.32943 3.75609 0.505036 2.425963 1.936803 0.413623846

Min 0.7 -0.74 -0.74 -1.12 -0.07 -2.8 27 1 0.39 0 0 0

Max 17507.9 86.99 86.99 85.31 1.75 75.6 459 18 2.54 5.75 5 1

2001 Mean 784.04 14.95582 #DIV/0! #DIV/0! 0.298909 16.71345 181.3962 4.648148 1.56963 1.674364 0.929273 0.394909091

Std. Dev 2261.2353 9.697467 #DIV/0! #DIV/0! 0.313308 15.08002 305.6393 3.717158 0.478973 2.338945 1.803992 0.406506675

Min 0.8 -0.66 0 0 -0.42 -3.39 21 1 0.34 0 0 0

Max 16241.4 42.55 0 0 0.98 68.64 1399 19 2.46 5.75 5 1

2002 Mean 425.14133 -26.6812 -28.46893333 -28.5412 -0.146 8.9268 158.3194 3.746667 1.682113 1.59 1.066667 0.453733333

Std. Dev 1659.6671 9.346627 9.180305973 9.15757019 0.294141 9.281389 256.4099 3.785082 0.518219 2.332077 1.847813 0.425141545

Min 0.2 -55.81 -55.81 -55.81 -0.67 -3.25 9 0 0.31 0 0 0

Max 14114.6 -6.24 -9.06 -9.17 0.62 33.93 1847 20 2.79 5.75 5 1

2003 Mean 230.19471 36.81788 33.36693121 33.36349208 -0.13989 0.825132 215.3439 3.262963 1.897302 1.365873 1.216614 0.51031746

Std. Dev 1261.345 12.83321 13.79292846 13.39667374 0.305302 5.051869 430.187 4.20214 0.715295 2.272988 1.924478 0.426520939

Min 0 12.88 0 0 -0.88 -11.44 0 0 0 0 0 0

Max 16746.301 75.63 75.62999725 73.66000366 0.84 17.88 2548 20.8 3.52 5.75 6 1

2004 Mean 252.4904 8.945367 6.612316384 6.445523256 -0.02525 -1.59446 229.6158 5.055396 1.913663 1.341808 1.156497 0.507344633

Std. Dev 1510.5693 6.6391 7.226938773 7.145900003 0.3243 5.211968 570.1281 4.730753 0.635471 2.314199 1.894602 0.42291905

Min 0 -16.67 -16.67 -16.67 -1.1 -18.58 0 0.3 0.19 0 0 0

Max 19605.5 45.46 45.46 45.46 1.03 19.06 4437 21.8 4.59 5.75 6 1

2005 Mean 299.7488 9.560301 7.368253012 6.714518072 1.195301 4.635783 155.494 3.901923 1.865697 1.334337 1.078313 0.486807229

Std. Dev 1456.9138 6.104454 6.792061406 6.667143549 0.36755 4.701798 190.6453 4.688083 0.613926 2.321924 1.809038 0.423520654

Min 0 -8.09 -9.12 -9.12 -0.36 -14.84 2 0.1 0.14 0 0 0

Max 16340.3 29.02 29.02 27.3 2.41 22.95 1198 22.8 4.45 5.75 5 1

2006 Mean 302.23012 3.928434 1.453554217 0.520301205 0.495723 -0.96946 114.8614 3.807229 1.80512 1.337349 1.123494 0.463975904

Std Dev 1522.9097 4.901628 5.27838853 4.836028351 0.336074 3.961515 109.9875 3.827169 0.632309 2.327026 1.866318 0.416194709

Min 0 -9.34 -11.08 -11.08 -0.43 -13.89 12 0.2 0.14 0 0 0

Max 16328.5 15.24 15.24 13.63 1.35 10.93 568 22.6 4.46 5.75 6 1

2007 Mean 292.49118 9.304477 7.099011628 5.539360465 0.425 0.446802 110.5 4.399419 1.71071 1.167151 0.97093 0.428255814

Std. Dev 1440.8119 6.24574 6.750262604 6.674016488 0.345293 3.700271 118.6305 3.96292 0.610278 2.220001 1.787472 0.412343727

Min 0 -5.77 -7.43 -10.68 -0.28 -10.25 0 0 0.17 0 0 0

Max 14965.4 25.43 23.88 22.53 1.1 7.72 545 23.6 4.66 5.75 6 1

2008 Mean 266.71185 -2.76719 -4.678222222 -5.15303704 -0.06896 3.25563 136.163 4.960741 1.67563 1.101852 0.881481 0.429481481

Std. Dev 1216.8184 5.158615 5.341229646 5.253073624 0.17293 3.102206 165.4989 3.210712 0.652501 2.184643 1.748355 0.416666441

Min 0 -17.9 -20.61 -20.61 -0.45 -4.53 0 0.6 0.22 0 0 0

Max 11311.7 7.53 7.53 7.53 0.28 10.34 745 13.4 5.02 5.75 6 1

2009 Mean 274.31765 22.39618 20.23279412 20.19074074 0.020588 4.791691 161.9632 4.968382 1.711926 1.09375 0.838235 0.424485294

Std. Dev 1265.3307 7.735067 8.376622646 8.395552628 0.134928 2.441789 230.0359 3.380132 0.680697 2.178586 1.725498 0.418083493

Min 0 2.15 -1.18 -2.27 -0.26 -0.26 0 0.1 0.22 0 0 0

Max 11755.2 51.79 51.79 51.79 0.41 10.36 1285 13.6 5.02 5.75 6 1

2010 Mean 276.62857 8.208647 6.213533835 5.861353383 0.090526 2.717143 130.1429 6.145113 1.684211 1.078947 0.827068 0.419473684

Std. Dev 1249.5856 4.972451 5.373218125 5.529458681 0.171823 3.674756 167.928 3.542437 0.635485 2.169077 1.702321 0.417135462

Min 0 -0.49 -3.81 -4.94 -0.34 -5.41 6 0.5 0.24 0 0 0

Max 11398.4 18.79 18.79 18.79 0.8 19.37 922 14.6 3.39 5.75 6 1

2011 Mean 324.27377 7.701967 5.777131148 4.966967213 0.815246 3.323852 144.8525 6.677869 1.581721 1.088115 0.77459 0.414016393

Std. Dev 1396.656 4.986992 5.601108875 6.060874918 0.196242 3.127384 265.216 3.642438 0.606016 2.177297 1.64907 0.416880703

Min 0 -7.33 -7.33 -9.38 0.31 -5.67 3 0.3 0.19 0 0 0

Max 12645.7 24.68 24.68 24.6 1.19 10.8 1553 15.6 3.33 5.75 6 1

2012 Mean 406.31624 20.74051 18.80059829 17.64632479 0.841624 6.816496 127.9744 7.269231 1.552308 1.036325 0.705128 0.408290598

Std. Dev 1653.1161 10.45086 10.94084709 11.11512759 0.212059 3.830043 228.1325 3.421168 0.592252 2.130006 1.55939 0.416577373

Min 0.1 -13.82 -18.1 -18.1 0.13 -2.08 5 0.4 0.14 0 0 0

Max 14957.7 65.82 65.82 65.82 1.19 16.47 1336 13 3.26 5.75 6 1
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Abstract 

Risk is something which arises as a result of uncertainties. For any entity, risk is indispensable so 
as for banks. Indian Banking industry is at a pace in terms of advancements, expansion, 
diversification and its role in deploying funds from surplus to deficit units. However, at the 
same time, these very advancements pose certain types of risk to the banking sector as to its 
off-balance sheet exposures. The global financial crisis of 2008 was a result of such activities of 
banks which went unnoticed by regulators and led to failure of key financial institutions. This 
paper investigates off-balance sheet exposures of Indian Commercial Banks specifically in 
derivatives and whether this exposure differs across banking groups. The Study finds that 
foreign banks have the highest share in derivative contracts followed by private sector banks, 
while their share in total deposits stands abysmally low as compared to public sector banks. 
Since derivatives do more harm than the bad loans (as shown by the global financial crisis of 
2008), it is imperative for the regulators to maintain proper checks and balances to ensure the 
safety of depositors’ money.  
 
Keywords: Risk, Off-balance sheet activities, Derivatives, Commercial banks, India  

 
Introduction 
Banks are the esteemed depository institutions because of their role in mobilizing the savings of 
an economy in productive activities. It enables an individual having surplus funds  to save via 
accepting deposits and a firm who is in need of funds via lending funds. The banks assume the 
risk of maturity transformation and credit worthiness of the borrowers. Thus, banks undertake 
various types of risk on behalf of their depositors as to lending for long term against short term 
deposits, credit standing of firms to whom they lend and risk of non-payment. Besides, the 
banks also have to manage cross border transaction risk, interest rate risk, and exchange rate 
risk thanks to globalisation and advancements in technology. 
 
Banks, apart from performing its conventional operations of lending, also engage in non-
conventional activities which do not appear on the balance sheet called as off balance sheet 
activities such as that of position in derivatives, advisory functions, providing guarantees, etc. 
Off balance sheet activities thus helps banks to expand, diversify, and compete with other 
financial institutions. But at the same time, banks’ exposure to such activities may pose risk to 
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its conventional operations and may affect depositor’s funds. Also unchecked exposure of 
banks towards such activities specifically derivatives was the reason for global financial crisis. As 
(Khan, 2015) puts it, complex design of derivative products led to increase in number of sub-
prime loans which created boom in the financial markets but these products lost value due to 
correction in housing prices which led to the crisis and all the parties involved suffered beyond 
measures. Thus it goes without saying that undue exposure of banks towards such products 
may create a risk for their depositors and hamper the confidence of people in formal financial 
system. The scope of this paper is to gauge off-balance sheet exposures of Indian Commercial 
Banks specifically in derivatives and whether this exposure differs across banking groups. 
 
Objectives of Study 
Purpose of the study is to 

 Analyse exposure of Indian Commercial Banks in derivatives contracts for the period 
2012-2016. 

 Various Bank groups’ exposure to derivative contracts for the period 2012-2016. 
 

Literature Review 
A number of scholars have studied various aspects of off-balance sheet activities of the banks. 
In this section, we present insights on the theme from published literature. Nachane & Ghosh 
(2002) studied the factors determining off-balance sheet activities of public sector banks in 
India and concluded that higher the amount of capital and liquid assets banks maintain lesser 
they would be encouraged to engage in off balance sheet activities. Sinha (2005) compared the 
ability of Indian commercial banks in generating income out of off balance sheet activities using 
data envelopment approach and concluded that public sector banks were lagging behind 
private sector banks in terms of off balance sheet activities. 
 
Goyal & Agarwal (2010) examined the risk management process and various types of risks 
banks face. Sunitha & Raju (2013) identified the risks faced by banking industry and risk 
management techniques employed by them. They concluded that only banks with effective 
management systems will survive in the market in the long run. Khan (2015) examined 
dynamics of derivatives and their role in the global financial crisis. He observed that 
complicated and opaque nature of these instruments led to the financial crisis in 2008 and that 
there is an urgent need to have proper market infrastructure for regulating such instruments. 
Anjoo (2016) studied various risks faced by banks, the uncertainty faced by the banking sector 
and how they are tackling these issues. More recently, Swain & Panda (2017) examined the off 
balance sheet exposure of Indian private sector banks and concluded that CRAR positively 
affect the OBS activities while NNPA had negative impact on OBS activities of private sector 
banks. Most of the earlier published researches have indicated that off-balance sheet activities 
are counter-productive for commercial banks in the long run. Hence, the banks must ensure 
risk mitigation mechanism to contain the negative fall-outs of off-balance sheet activities.    
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Off-Balance Sheet (OBS) Activities 
Off-balance sheet activities refer to activities which are not required to be disclosed in the 
balance sheet and are shown as notes to balance sheet. These activities include fee or 
commission based services of banks such as guarantees, endorsements, foreign exchange 
transactions, derivatives, acceptances, etc. Reserve Bank of India (RBI) defines off-balance 
sheet activities as ‘the business activities of a bank that generally do not involve booking assets 
(loans) and taking deposits’. ‘Off-balance sheet activities normally generate fees, but produce 
liabilities or assets that are deferred or contingent and thus, do not appear on the institution's 
balance sheet until and unless they become actual assets or liabilities’ (Reserve Bank of India, 
2016). Thus, the off-balance sheet activities are not considered a burden for the bank unless 
they actualize as an asset or liability and thereby have an impact on the future shape of a 
bank’s financial statement. Increased exposure of banks towards such activities may pose 
insalubrious risk in future for banks as to guarantees, commitments, their position in financial 
markets as to derivatives they hold, etc. 
 
Nachane & Ghish (2002) observes that banks were under pressure to protect themselves 
against the risk of foreign exchange, fluctuations in interest rates, unstable overseas income in 
the wake of the breakdown of Bretton Woods system and advent of floating exchange rate in 
1970s.  Hence the banks across the globe moved into non-conventional activities in order to 
provide for risk management services to their clients and thus diversify into fee-based services, 
thus earning higher returns but at a higher risk. Since 1980s banks started having huge 
exposures to off balance sheet activities internationally.  
 
According to Sinha (2005), foreign commercial banks in India had major share in off-balance 
sheet activities in the pre-reform era in India as compared to commercial banks in the country 
which relied primarily on fund-based activities for their income. However, this scenario changed 
after reforms due to increased competition, deregulation of banking sector, financial sector 
policies favouring off balance sheet activities, etc. Initially, Indian commercial banks had a 
conservative approach towards off-balance sheet activities. However, with banking sector 
reforms and flexible policy framework, banks began diversifying into fee-based activities. 
Further, private banks’ exposure to such activities were more than public sector banks, 
although profitable private banks were lacking in terms of risky assets in 2011 (Merchant, 
2011).  
 
Although off-balance sheet activities help banks to grow, such activities, especially derivatives, 
may prove to be perilous for banks. In the global financial crisis of 2008, increased use of 
complex products like CDO’si (collaterized debt obligations), securitization of mortgage loans, 
Asset-backed Commercial Paper Conduits (ABCPii), Asset Backed Securities (ABS)iii  during the 
boom period by financial institutions led to financial catastrophe when real estate prices 
touched the lowest ebb and these derivatives lost their value resulting in crisis-like situation for 
the entire world. 
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Data and Methodology 
Data 

 Data were collected from secondary sources e.g. RBI database on Indian economy (DBIE, 
RBI). 

 Annual data on derivative exposure (in foreign exchange contracts, future and swaps, 
and interest rate related contracts) for different Bank groups, namely, Nationalised 
Banks, Private Sector Banks and Foreign Banks from 1st April 2012 to 31st Mach 2016  
were considered to investigate the risk exposure of financial institutions, especially 
banks. 
 

Methodology 

 To adjust the risk exposure for Bank size, data on total deposits and credits have been 
considered for the same period. The data is downloaded from RBI website.  

 Since, the number of observations is less (only 5 for each bank group), only graphical 
presentation and descriptive statistics are used in the present study.  
 

Analysis and Results  
Deposit and Credit of Banks 
The lending and deposits behaviour of foreign banks, nationalised banks, and private sector 
banks is shown in Figure 1. As expected, total lending is less than total deposits for each 
category of bank, but this behaviour is not consistent. The gap in absolute terms between 
lending and deposits for nationalized banks is increasing over the years, whereas this gap is 
very much consistent for private sector banks. The government flagship programs like Pradhan 
Mantri Jhan Dhan Yojana (PMJDY) and more precautionary lending by banks (to reduce non- 
performing assets) could be possible reasons for widening gap between deposits and lending.  
 
The summary statistics of total deposits and credit for different categories of banks is shown in 
Table 1 and Table 2. The deposits on an average in case of all banks amounts to ₹62,390 billion 
while average lending by banks is ₹47,290 billion. As table shows, the average deposits of 
nationalised banks equals 3.9 times of private sector banks and 15.6 times approximate as that  
of foreign banks. While average lending by nationalised banks is 3.6 times that of private sector 
banks and 13.8 times as that of foreign banks. Thus, on average, nationalised banks rules the 
Indian banking system followed by private sector banks and foreign banks. This may be due to 
the level of confidence people have in public sector banks as compared to other banking 
groups. 
 
Credit to Deposit Ratio (CDR) 
The credit to deposit ratio for each category of bank for the time period 2008 to 2016 has been 
shown in Figure 2. It measures fraction of deposits extended for credit by the banks. Since, total 
credit disbursed cannot exceed total deposits, therefore the CDR always lie between 0 and 1. A 
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high CDR increases bankruptcy risk, whereas low CDR means banks may not be earning as much 
as they could be.  
 
CDR is computed as  

𝐶𝐷 𝑅𝑎𝑡𝑖𝑜 =
𝑇𝑜𝑡𝑎𝑙 𝐴𝑑𝑣𝑎𝑛𝑐𝑒𝑠

𝑇𝑜𝑡𝑎𝑙 𝐷𝑒𝑝𝑜𝑠𝑖𝑡𝑠
 

 
As shown in figure 2, the CDR is increasing for  overall banking system and is around 0.78 at end 
of year 2016. The CDR for private sector banks has increased from a level of 0.74 in 2008 to 
0.86 in 2016, while the ratio is almost constant for nationalized banks i.e.  0.78 at the end of 
year 2016. In case of foreign banks, this ratio declined to a level of 0.63 during subprime crisis, 
but increased to a level of 0.98 during 2013 – 2014.  
 
Total Derivative Exposure  
Total Derivative exposure of banks includes foreign exchange contracts, interest rate-related 
contracts as well as Futures and Swaps. Summary statistics of Total Derivative exposure of 
banks is shown in Table 3 group-wise. If we compare these figures for various bank groups, 
foreign banks on an average have total derivative exposure of ₹72,668 billion which is 
approximately four times high as that of nationalised banks (₹19514 billion) and approximately  
three times as that of private sector banks (₹22,226 billion). Also, in terms of minimum, 
maximum, median and quartile figures, foreign banks outweigh other bank groups. This reflects 
the level of risk various bank groups are undertaking, of which foreign banks are huge risk 
takers with regard to derivative exposure. Market risk as that of volatility in underlying asset 
prices of derivative products may expose such banks to huge losses in times of economic 
downturn although in times of boom (increasing asset prices) derivatives might yield huge 
returns. Thus, the very speculative nature of these instruments exposes its holders to huge 
risks. 
 
Total Derivative Exposure to Credit 
Figure 3 shows the total derivative exposure to credit for each category of banks for the period 
2012 to 2016. On an average, foreign banks have highest ratio outpacing other bank groups. 
 
Components of Derivatives 
Foreign Exchange Contracts 
Table 5 summarises the exposure of various bank groups in foreign exchange contracts. It can 
be seen that on an average, all banks have an exposure of ₹70,810 billion. In terms of various 
bank groups, foreign banks’ exposure was highest in terms of all the summary statistics. Their 
exposure was approximately double as that of nationalized and private sector banks in terms of 
mean exposure of various bank groups. 
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Interest Rate Derivatives 
On an average, all banks had exposure of ₹45,339 billion. As in case of foreign exchange 
contracts, foreign banks had maximum exposure in interest rate derivatives as compared to 
other bank groups while nationalized banks exposure was the least. On an average, foreign 
banks had approximately 35 times exposure as that of nationalized banks.  
 
Futures & Swaps 
All Banks had on an average exposure of ₹4566 billion and this was mainly attributed to foreign 
banks’ exposure followed by private sector banks and nationalised banks. Thus, we can say that 
foreign banks, on an average, have the highest exposure in various types of derivatives 
contracts, i.e. foreign exchange contacts, interest rate derivatives and Futures and Swaps. 
Figure 4 also supports this, indicating that nationalised banks behave in a conservative manner 
followed by private sector banks and foreign banks. Further, in various types of contracts, 
foreign exchange contracts had the major share followed by interest rate derivatives and 
Futures & Swaps. All banks had maximum exposure in foreign exchange contracts as compared 
to interest rate derivatives and Futures & Swaps. 
 
Findings  
Findings from the above analysis can be summarised as under: 

 Nationalised Banks ranked one in terms of deposits collected and credit disbursed by 
various bank groups; 

 The average deposits of nationalised banks equals 3.9 times of private sector banks and 
approximately 15.6 times as that of foreign banks. While average lending by 
nationalised banks is 3.6 times of private sector banks and 13.8 times as that of foreign 
banks; 

 Credit to Deposits ratio (CDR) was at a stable level for nationalised banks while foreign 
banks’ CDR was fluctuating; 

 Foreign banks, on an average, have total derivative exposure which is approximately 
four times as that of nationalised banks and approximately three times as that of private 
sector banks. Similar was the result in case of total derivative exposure to credit ratio; 

 Foreign banks on an average have the highest exposure as compared to other bank 
groups in various types of derivatives contracts, i.e. foreign exchange contacts, interest 
rate derivatives and Futures & Swaps; 

 As to various types of derivative contracts, all banks had maximum exposure in foreign 
exchange contracts as compared to interest rate derivatives and Futures & Swaps. 

 
Conclusion 
From the above analysis, we can say that foreign banks’ have highest exposure to derivatives 
while  nationalised banks have the least coverage which depicts the risk seeking nature of 
former and conservative nature of the latter. But this may put foreign banks into problems in 
times of financial crisis as such contracts are highly volatile. People may lose confidence in 
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banking system if these institutions fail as was evident during global financial crisis of 2008 in 
U.S. where big banks were in bad shape due to unchecked exposures of such institutions 
towards risk-imbued instruments. Thus, there needs to be an adequate check on exposure of 
various bank groups towards such instruments by regulating authorities. 
 
Endnotes 
i CDO (Collateralized Debt Obligation) is a structured financial product backed by a pool of 
loans, where CDOs are valued on the basis of underlying collateral. 
ii They are commercial paper backed by specific financial assets and are off balance sheet 
activities. 
iii ‘Asset-backed securities (ABS) are collateralized claims on pools of loans, mortgages, or 
receivables’. It is one of securitization tools. 
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Figure 1: Banks Total Deposits and Credits 
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Figure 2: Credit to Deposits ratio of All Banks group wise 
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Figure 3: Total Derivative exposure to Credit of all banks group wise 
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Fig4: Exposure in Derivatives Contracts-Foreign Exchange and Interest Rate Derivatives 

(Amount in `Billion) 
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Table 1: Summary Statistics of Banks’ Total Deposits (Amount in Rs. Billion) 

Bank Group Minimum 1st Quartile Median Mean 3rd Quartile Maximum 

All Banks 32290 45560 61970 62390 79960 96600 
Nationalised Banks 22930 33790 46250 45780 59220 68400 
Private Sector Banks 6567 8056 11170 11820 14930 20820 
Foreign Banks 1816 2313 2750 2929 3568 4668 

 
Table 2: Summary Statistics of Banks’ Total Credits (Amount in Rs. Billion) 

Bank Group Minimum 1st Quartile  Median Mean 3rd Quartile Maximum 

All Banks 23950 33480  47780 47290 61440 75210 
Nationalised Banks 17020 25070  35310 34110 44210 51300 

Private Sector Banks 4707 5850  8918 9501 12150 18080 
Foreign Banks 1577 1782  2353 2464 3036 3818 

 
 

Table 3: Summary Statistics of Total Derivative Exposure (Amount in Billion) 

Bank Group Minimum 1st Quartile Median Mean 3rd Quartile   Maximum 

All Banks 112271 112649 123152 120715 127205 128296 
Nationalised Banks 15515 18826 19514 20232 23010 24292 
Private Sector Banks 20738 21155 22226 23455 26436 26718 
Foreign Banks 72019 72181 72668 77032 78827 89464 

 
Table 4: Summary Statistics of Total Derivative Exposure to Credit 

Bank Group Minimum 1st 
Quartile 

Median Mea
n 

3rdQuartil
e 

             
Maximum 

All Banks 1.637 1.792 1.865 2 2.046 2.66 
Nationalised Banks 0.425 0.436 0.464 0.45

3 
0.467 0.473 

Private Sector 
Banks 

1.477 1.709 1.838 1.91
4 

2.024 2.519 

Foreign Banks 19.22 23.57 23.89 26.4
1 

26.84 38.53 

 
Table 5: Summary Statistics of Exposure in Foreign Exchange Contracts (Amount in `Billion) 

Bank Group Minimum 1st Quartile Median Mean 3rd Quartile Maximum 

All Banks 64174 64572 69965 70810 76484 78856 
Nationalised Banks 13971 17171 17910 18695 17171 22930 
Private Sector Banks 13670 13799 15001 15965 18583 18774 
Foreign Banks 32992 33204 34971 36150 38590 40994 
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Table 6: Summary Statistics of Exposure in Interest Rate Derivatives (Amount in `Billion) 

Bank Group Minimum 1st Quartile Median Mean 3rd Quartile Maximum 

All Banks 41636 43379 44138 45339 44586 52954 
Nationalised Banks 858 872 1130 1081 1270 1275 
Private Sector Banks 6175 6597 6638 6610 6713 6928 
Foreign Banks 33824 35933 36226 37640 36992 45226 

 
Table 7: Summary Statistics of Exposure in Futures & Swaps (Amount in `Billion) 

Bank Group Minimum 1st Quartile Median Mean 3rd Quartile Maximum 

All Banks 4286 4321 4338 4566 4854 5032 
Nationalised Banks 334 381 414 456 491 660 

Private Sector Banks 628 719 893 879 950 1207 
Foreign Banks 3094 3238 3244 3241 3245 3386 
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Abstract 

This paper analyzes the capital structure selection and decision formulation of firms through a 
questionnaire survey. This survey aims at ranking the factors found relevant to firms in Indian 
context. The respondents for this survey have been drawn from amongst executives serving in 
middle to top level managerial ranks in 41 non-financial firms listed on Nifty 50. The responses 
presented in the survey considered the firms’ capital structure spanning over 5 years. The 
capital structure selection of a firm is studied across three dimensions namely debt, equity and 
other factors. The factors affecting equity funding are targeted debt equity ratio, dilution of 
stake in a firm, capital market conditions etc. For debt funding, the factors are volatility in 
earnings and cash flows, NDTS, costs of bankruptcy and financial distress, inflationary pressures 
etc. Other factors include age of a firm, size of a firm, marketing strategy of a firm, research and 
development expenses etc. These dimensions have been studied through hypothesis 
construction for each of the model and one way Chi square test. Based on the survey, there is 
strong evidence for trade off theory regarding capital structure selection and modest evidence 
for pecking order theory and signaling theory. 
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Introduction 
The capital structure describes how a firm should finance its investments/projects. The capital 
structure for a firm consists of majorly two components namely, debt and equity. The issue of 
the optimal capital structure has been a topic of debate and their conflicting output for past 
many years. This conflict was initiated through a paper titled “The capital Structure Puzzle” 
(Stewart, 1984). Since then, numerous studies have been conducted to have a complete 
understanding of what determines the capital structure choice for a firm Barclay and Smith, 
1999). The empirical capital structure theories were also found inconsistent because of their 
theoretical assumptions. The decision regarding the capital structure is to be considered at 
different stages, initially at the time of its inception, expansion, restructuring and subsequently, 
at every time when the additional funds are needed and are to be raised as debt/equity. Thus, 
changing the capital structure of a firm require funds. This demand for funds may create a new 
capital structure which needs a critical analysis.   
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This paper examines factors affecting capital structure selection and decision formulation in 
India through a survey. The survey conducted for this study included 41 non-financial firms 
listed on Nifty 50 on NSE.  Financial services firms were excluded from the purview of this 
study. The survey focused on transaction costs, inability to raise funds through a particular 
mode, financial flexibility, inflationary pressures, age of the firm, size of a firm, tax regulations, 
growth opportunities etc. These factors are measured to know whether the firms rely upon 
debt/ equity or a blend of debt and equity to fund its investments. Results of the survey were 
compiled for both specific firms and external factors.  
 
Literature Review  
In spite of comprehensive extant researches, there has been constant debate on firms’ capital 
structure. The component of risk and return tradeoff is pivotal in deciding the percentage of 
debt in a firm’s capital structure. In this regard, various capital structure theories have been 
developed such as tradeoff theory (Modigliani, 1963), agency theory of capital structure 
(Jensen, 1976), signaling theory (Ross, 1977), pecking order theory (Myers, 1984), and free cash 
flow theory. Interestingly, the theories are quite conflicting due to the assumptions undertaken 
for firms’ valuation and cost of capital. As a general practice, every firm desires to maximize its 
value and minimize the cost of capital.  
 
The initial attempt to explore capital structure was made by Paton (1922) which states that a 
firm can freely substitute from one form of capital to another as there are no taxes. This theory 
was also supported by Modigliani (1958) who observed how the firm finances its assets does 
not affect its value but depends upon the riskiness of its operations and its operating income.  
The assumptions under Modigliani & Miller theory states that there are perfect markets, no 
transaction costs, no taxes, no bankruptcy costs, full payout ratio, lending and borrowing at 
same rates, free access to information inside and outside the organization make substitution of 
debt and equity in the capital structure irrelevant. Another version of this theory (Modigliani, 
1963) illustrates the existence of both corporate and personal taxes. This version proves that 
the value of firm will increase due to tax deduction on interest expense, so the value of levered 
firm (VL) will be higher than the value of unlevered firm (VU). But Modigliani & Miller approach 
lacked realistic assumptions as firms have transaction costs, different lending & borrowing 
rates, existence of corporate taxes, non-substitution of personal and corporate leverage. 
 
The requirement that holds valid here is that when a firm employee’s leverage, the probability 
of financial distress and bankruptcy costs also increases. Therefore, the proportion of leverage 
in a firm depends upon business segment and stability of cash flows. These results in a theory 
called tradeoff theory. The tradeoff theory illustrates that there is tradeoff between the 
percentage of debt and equity in a firm’s capital structure. This tradeoff is required between 
the tax deduction on interest of debt and costs of financial distress. Further Myers (1984) 
illustrates that the firms which follow a tradeoff theory have leverage targets. It is based on the 
assertion that managers are more informed about their firms than the investors (Shyam 
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Sunder, 1999). This disparity in information is referred to as asymmetric information. Based on 
this assertion, the managers will issue debt if they predict stable cash flows and will issue equity 
if they predict unstable cash flows.   
 
Hence, the pecking order theory illustrates an opposite relationship between profitability and 
debt ratio within the industry. The signaling theory is closely related to monitoring of costs and 
agency relationships. A manager’s salary and incentives are based upon firm’s value. So the 
investors should know when the firm is undervalued just by looking at the trends of managers’ 
compensation in that firm. But such information is not easily available to the investors. So, 
formally a signaling effect assumes that information asymmetry exists between management 
and their shareholders. The free cash flow theory illustrates that excess of free cash flows allow 
managers to pursue their own personal goals rather than stakeholders’ returns. Richardson 
(2006) defined free cash flow as cash flow ahead of what is essential to maintain assets and 
finance expected new investments. According to agency theory (Jensen, 1976), if a firm has 
excessive free cash flows, managers tend to invest the extra cash in new projects, even if a 
negative net present value (NPV) is anticipated. This kind of an overinvestment leads to 
reduction in firm’s value. 
 
Graham and Harvey (2002, 2001) found support for tradeoff theory and pecking order theory in 
capital structure hypothesis but little support for asset substitution, asymmetric information, 
transaction costs and personal taxes.  Scott (1976) tried to explore whether firms have a target 
debt ratio or not. This was answered by tradeoff theory stating that firms have optimal debt 
equity ratios where the balance has to be made between costs and benefits of debt. Fisher 
(1989) explained why debt ratios vary over time and whether a firm incurs transaction costs to 
issue and redeem debt.  Archbold and Lazaridis (2010) found results stronger for UK than 
Greece with regard to tax advantage from debt than the cost of financial distress. This also aims 
at reducing WACC for a firm. This survey also supported the assumptions of tradeoff theory and 
pecking order theory for UK than Greece. Agency theory and Signaling theory are rejected by 
the respondents of this particular survey.  
 
Pinegar (1989) did not find evidence for pecking order theory in his study. However, study by 
Scott (1982) supported both tradeoff and pecking order theory. He observed that firms have 
high leverage ratios which are supported by tradeoff theory than pecking order theory. Bancel 
and Mittoo (2004) surveyed 16 European countries and found major support for tradeoff 
theory indicating optimum level of debt and capital structure for a firm. Harris (1988) observed 
that capital structure of a firm can be used to influence or it can be affected by corporate 
control and managerial share ownership. Bradley found variance in debt equity ratio across 
sectors. He mentioned that product differentiation and nature of competition varies across 
industries which in turn affect the optimal debt policy for a firm. For instance, Titman (1984) 
stated that customers avoid buying products of a firm if it is likely to shut down its business. 
Moreover, if the products are unique then firms may avoid using debt.  
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Research Objective 
The core objective of this study is to understand the factors involved in capital structure 
selection of a firm in India. This study achieves its objective by testing some of the factors found 
applicable in identical studies undertaken in other countries and their applicability in Indian 
scenario. This study uses survey evidence to 
 Identify factors affecting capital structure selection and financing decision of non-financial Nifty 50 

firms in India; 

 Examine and rank impact of the identified factor; 

 Understand impact responses of the identified factors. 

 
The models used to segregate factors determining the choice of capital structure are as follows: 
Model 1: Debt based capital funding The model is meant to determine impact of factors 
involved in selecting debt funding as means of capital generation for a firm. 
Model 2: Equity based Capital funding The model is meant to determine impact of factors 
involved in selecting equity funding as means of capital generation for a firm. 
Model 3: Other factors influencing Capital structure choice The model is meant to determine 
impact of other factors involved in selecting funding as means of capital generation for a firm. 
The factors determining the capital structure choice and hypothesis for each of the three 
models have been detailed (see: Table 1 in results and findings). 
 
Research Methodology 
This paper analyzes the factors determining the capital selection of structure of non-financial 
firms listed on Nifty 50 through a questionnaire survey. A pilot survey was conducted amongst 
the finance faculty at Amity University, IMT College and middle to top level executives holding 
managerial ranks in non-financial firms listed on the NSE. The sample analyzed here consists of 
41 non-financial firms listed on Nifty 50. Nifty comprises of 50 well diversified firms represent 
11 sectors. Due to its diversity, it is considered an accurate barometer of financial health of 
markets. Financial service firms have been excluded from the purview of this study. Financial 
firm is an enterprise such as a bank whose key business and function is to collect money from 
the public and invest it in financial assets and it does not deal with production of goods. 
Moreover, the financial services sector is one of cyclical values, sensitive to movements in 
financial space. The research is limited to long term debt and equity capital in a structure of a 
firm.  
 
For evidence collection, questionnaire was sent to finance executives of 41 firms with cover 
letter explaining the nuances of the same. Response to questionnaire was requested within a 
month's time after which a follow up letter along with questionnaire was sent to the non-
respondents. After follow up, a response rate of 51.22% was achieved, that is out of a total of 
41 firms, responded back. The reliability testing of responses has been conducted using alpha's 
alpha1.  
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In the survey Q1 to Q12, is about sample demographic characteristics wherein 62% of the 
respondent firms are public limited, 26% are private limited and 14 % are government owned 
firms.  Figure A below depicts the sectoral classification for respondent firms. As evident from 
figure B, majority of the firms in the sample are large cap firms. 
 

 
Figure A 

 
Figure B 

60% of the sample firms responded indicating the present business outlook is booming and 35% 
of the firms observed the present outlook is of consolidation while 5% of them remained 
neutral. The distribution of long term debt level is between 0-.5 for 76% firms which goes to 
show that the proportion of long term debt to equity is low for sample firms. Between long 
term debt to equity ranges of 1-1.5, 1.5-2 and 2-2.5 4.76% firms fall in each category. Moreover 
57.14% of the firms did not see any change in debt equity ratio for past 5 years. 23.8% of the 
firms witnessed moderately high debt equity ratio in past 5 years. The debt equity ratio is 
extremely low and moderately low for 9.52% of firms respectively. 
 
Nearly 29% of the firms prefer present proportion of debt and equity in their capital structure.  
14.29% of the firms prefer high debt and low equity, followed by 9.52% firms which prefer debt 
only and 4.76% firms which prefer equity only as a source of finance in their capital structure. 
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When it comes to source of financing – 
 For Debt , 65% of firms responded with ‘Not Applicable’ while25% of firms selected ’Term loan’ 

as a preferred source of debt financing. 

 For Equity, 9% of the firms responded with ‘Not Applicable’. 43% of the firms selected ordinary 

share capital and 43% of the firms preferred retained earnings as a preferred source of equity 

financing. Remaining 5% selected for preferred equity. 

 84% of the firms have tangible assets and 16% of the firms have intangible assets in their asset 

mix. The tangibility mix here supports both trade off and pecking order theory of capital 

structure decisions.  

 For testing the hypothesis on capital structure and funding source selection, three models have 
been constructed. These models help in deciphering the factors, firms use in selecting its capital 
structure (see Table 1). ‘One way Chi square’ test2 have been carried out to test whether 
observed data diverge considerably from hypothetical expectations regarding capital structure 
selection.  
 
The test of whether the observed scores diverge considerably from the expected scores is 
computed using the familiar calculation: 
Where  

∑
(𝑂 − 𝐸)

𝐸
𝑛=𝑖

2
 

 
E= Expected frequency of the sample. 
O= Observed frequency of the sample. 
n= number of items in the sample. 

Results and Findings 
The questionnaire survey on factors affecting capital structure asked separate questions on 
debt, equity and other factors in deciding the capital structure selection for a firm. The 
Cronbach’s alpha3 is .768 for the survey. The value indicates that as the estimate of reliability 
increases, the fraction of a test score that is attributable to error will decrease. The results of 
these questions have been explained through the theories of capital structure. The models 
constructed and hypothesis formed for respective models are mentioned in Table 1. 
 
Elaborating on the results of one way chi square tests for Model 1, factors such as ‘inflationary 
pressures’, ‘debt being cheapest source of funds’, ‘volatility in earnings and  cash flows’ and 
‘debt level of other firms’ are considered significant at 1%, 5% and 10% level of significance 
respectively. Whereas ‘long term capital instrument for operating across national markets to 
gain economies of scale and innovation’ and ‘cost of bankruptcy and financial distress’ are 
considered significant at  1% and 5% level of significance respectively. But ‘financial flexibility’ is 
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considered significant at 1% level of significance. So the null hypothesis is rejected for these 
factors. Hence, these factors are significant for capital structure selection of a firm. 
 
For Model 2, factors such as ‘Inability to raise funds through debt and other sources’, ‘Equity 
level of other firms in the sector’ are considered significant at 1%, 5% and 10% level of 
significance respectively whereas ‘sufficient recent profits to fund projects’ are considered 
significant at 1% and 5% level of significance respectively. But ‘dilution of stake in a firm’ is 
considered significant at 1% level of significance. So the null hypothesis is rejected for these 
factors. Hence, these factors are significant for capital structure selection of a firm. 
 
For Model 3, ‘net exports’ and ‘age of a firm’ are considered significant at 1%, 5% and 10% level 
of significance respectively whereas ‘marketing strategy of a firm’ and ‘tax regulations’ are 
considered significant at 1% level of significance. So the null hypothesis is rejected for these 
factors. Hence, these factors are significant for capital structure selection of a firm. 
 
Empirical Theory Results  
 
Trade off theory of capital structure  
Table 2, 3 and 4 lists out certain factors as per tradeoff theory affecting capital structure 
selection for a firm. Around 86% of the firms consider volatility as a very important or 
important factor with a mean score of .717. A large proportion (71.43%) of respondents 
considers costs of financial distress and bankruptcy to be very important or important with a 
mean score of .793. The primary costs that are associated with financial distress and the 
personal tax expense bondholders incur when they receive interest income (Miller, 1977).  
NDTS is not considered to be important in a tradeoff theory but our survey results show that 
76.19% of respondent firms consider it to be very important or important with a mean score of 
.680. 
 
 Table 4 lists out tax regulation that is very important or important for 85.71% firms with a 
mean score of .655.  The chief benefit of debt is the tax advantage of interest deductibility 
(Modigliani, 1963). The cost of debt financing is considered to be the cheapest source of 
financing and is an important parameter of trade off theory. The difference in costs between 
debt and equity is considered very important or important by all the respondent firms as it is a 
vital consideration for WACC. (Mean score= .428). 76.19% of the respondents confirm that 
maintaining a target debt equity ratio is very important/ important with a mean score of 1.179. 
This is in line with tradeoff theory base. 29% of the respondents preferred for present 
proportion of debt and equity in their capital structure. In survey results, 66.67% of 
respondents consider it to be very important or important with mean score of .928. Liquidity/ 
cash management as a factor of capital structure is considered to be very important as per 
trade off theory. So 90% of the respondents consider liquidity as very important or important 
factor for capital structure decisions with a mean score of .587.  
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Inability to raise funds through other source is a clear reason to select equity (80.95% very 
important/ important, mean score = .727).  Further, sufficient recent profits to fund projects is 
another reason to select equity (71.43% very important/important, mean score =.831). For 
international diversification (71.43% very important/ important, mean score = .874) and capital 
market conditions (85.71% very important/important, mean score =.865) also supported 
issuance of equity rather than debt to minimize the risk of refinancing and to gain economies of 
scale. Uniqueness and marketing strategy of a firm is considered very important/ important by 
95% of the respondents with a mean score of .550 and .834. 
 
This is not in line with tradeoff theory. Size of a firm is important as per tradeoff theory because 
the cost of funding and level of debt declines for large firms. Around 88% of the respondents 
selected it to be a very important/ important factor with a mean score of .702. Research and 
Development expenses are considered it to be a very important/important factor for 90.48% of 
respondents with a mean score of .704.  For net exports 66.67% of the respondents considered 
it to be a very important/important factor with a mean score of 1.049. Lastly, age of the firm 
considered was considered to be a very important/ important factor by 65% of respondents 
with a mean score of .875 as mature firms are less levered than young and small firms. 
 
Pecking order theory of capital structure 
The tradeoff theory has provided a good evidence for the data on capital structure decisions in 
India.  But there are certain factors that supports pecking order theory in Table 2 like dilution of 
stake in a firm when equity is issued is considered very important/important by 76.19% of the 
respondent firms with a mean score of .805.  However with sufficient retained earnings, the 
financial flexibility for limiting debt use supports pecking order theory (very important/ 
important = 66.67%, mean score =2.19).  
 
Signaling theory of capital structure  
The debt level in other firms in the sector is considered to be an important element of signaling 
theory. In table 2, 57.15% of the respondent firms consider it to be very important or important 
with mean score of .913. Ross (1977) suggested that firms use capital structure to signal their 
future prospects. In Table 3, inability to raise funds through debt and other sources is answered 
as very important or important by 80.95 % of firms with a mean score of .727.  Equity level of 
other firms also signal the capital structure choice, according to the survey results 57.14% of 
the firms responded that it is very important or important with a mean score of .873.  
 
Summary and Conclusions 
The survey found that volatility of earnings and cash flows, inflationary pressures, costs of 
bankruptcy and financial distress, NDTS, liquidity and debt level of other firms are the most 
important factors for selecting debt funding.  The factors such as long term capital instrument 
to minimize the risk of refinancing in difficult capital market conditions, inability to raise funds 
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through debt, sufficient retained earnings and maintaining targeted debt equity ratio are most 
important factors for selecting equity funding. Among other factors, difference in cost of debt 
and equity, stable cash flows, marketing strategy of a firm, uniqueness, size, research and 
development expenses and tax regulations are considered to be important affecting the capital 
structure choice of a firm. The tradeoff theory found good support from firms. It depicts that 
firms are following tradeoff theory for making a capital structure choice. However pecking 
order theory and signaling theory found modest support. To sum up, it may be said that the 
empirical theories provide an excellent descriptive analysis but fail to provide a valid and 
practical advice to firms. 
 
Endnotes 
1 Alpha was developed by Lee Cronbach in 1951 to provide a measure of the internal 
consistency of a test or scale; it is expressed as a number between 0 and 1. It shows how closely 
related are a set of items in a group. It is considered to be a measure of scale reliability. 
2 Chi square value is often used to predict the significance of population variance i.e. we can use 
to judge whether the random sample is drawn from a normal population with mean and a 
specified variance. The significant difference values have been depicted in respective tables. 
3 Mostly a reliability coefficient of .70 or higher is considered acceptable. 
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Table 1: Summary of hypothesis for Model 1, Model 2 and Model 3 
 

Model 1 H0 There is no significant impact of debt funding in capital structure 
selection.  
H1 There is a significant impact of debt funding in capital structure 
selection.  
Factors identified are:  
 Marketability of Investments 
 Volatility of earnings and cashflows 
 NDTS 
 Costs of bankruptcy and financial distress 
 Inflationary pressures 
 Financial flexibility 
 Debt level of other firms 
 Debt as a cheapest source of finance 
 Capital market conditions 
 International diversification 

Model 2 H0 There is no significant impact of equity funding in capital structure 
selection.  
H2 There is a significant impact of equity funding in capital structure 
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selection.  
Factors identified are: 
 Retained earnings 

 Least risky source of finance 

 Capital market conditions 

 International diversification 

 Inability to raise funds through debt 

 Equity level of other firms 

 Dilution of stake 

 Maintaining target debt equity ratio 

Model 3 H0 There is no significant impact of other factors in capital structure 
selection.  
H3 There is a significant impact of other factors in capital structure 
selection.  
Factors identified are: 
 Age of a firm 
 Size of the firm 
 Tax regulations 
 Research and Development expenses 
 Marketing strategy of a firm 
 Difference between cost of debt and cost of equity. 
 Stable cash flows 
 Uniqueness. 

 
Table 2  
Q13, Q15, Q17, Q18, Q21, Q22. Rate on a scale of 1 to 5 the factors for selecting debt funding. 
Respondents were asked to rate on a scale of 5 point Likert scale of 1 (Very important) to 5 (Not 
important at all). We report the overall mean scores and percentage of respondents that 
answered 1 and 2 i.e. Very important and important. One way Chi square test have been 
conducted to test the goodness of fit at the significance level of 1%, 5% and 10% (2 sided test) 
respectively. We list all the variables for selecting debt funding in the table below. 
 

Factors Very 
Important 

or 
Important % 

Mean 
Scores 

Sig 
1% 

Sig 
5% 

Sig 
10% 

Q17. Does marketability of investments 
helps in deciding debt ratio in a firm 

90 .587 .008 .008 .008 

 

Q13c. Volatility in earnings and cashflows 85.72 .717 .180* .180** .180*** 
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Q15. Non debt tax shield provisions in 
case of debt is considered an important 
factor in higher debt–equity ratio for the 
firm 

76.19 .680 .000 .000 .000 

Q13f. Costs of bankruptcy and financial 
distress 

71.43 .793 .018* .018 .018 

Q13g. Inflationary pressures   71.43 .854 .651* .651** .651*** 

Q13a. Firm’s financial flexibility in terms 
of limiting the use of debt due to 
sufficient retained earnings 

66.67 2.19 .055* .055** .055 

Q13d. Debt being the cheapest source of 
finance 

66.67 .928 .194* .194** .194*** 

Q21a. long term capital instrument to 
minimise the risk of refinancing in 
difficult capital market conditions 

62.14 .544 .007 .007 .007 

Q13e. Debt level of other firms in the 
sector 

57.15 .913 .228* .228** .228*** 

Q22a. long term capital instrument for 
operating across national markets to gain 
economies of scale and innovation 

57.14 .619 .039* .039 .039 

* indicates the level of significance at 1%, ** indicates the level of significance at 5% and *** 

indicates the level of significance at 10%. 
 
Table 3 
Q14, Q21, Q22. Rate on a scale of 1 to 5 the factors for selecting equity funding. 
Respondents were asked to rate on a scale of 5 point Likert scale of 1 (Very important) to 5 (Not 
important at all). We report the overall mean scores and percentage of respondents that 
answered 1 and 2 i.e. Very important and important. One way Chi square test have been 
conducted to test the goodness of fit at the significance level of 1%, 5% and 10% (2 sided test) 
respectively. We list all the variables for selecting equity funding in the table below. 
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Factors Very 
Important or 
Important % 

Mean 
Scores 

Sig 
1% 

Sig 
5% 

Sig 
10% 

Q21b. long term capital instrument to 
minimise the risk of refinancing in difficult 
capital market conditions 

85.71 .865 .003 .003 .003 

Q14e. Inability to raise funds through debt 
and other sources  

80.95 .727 .276* .276** .276*** 

Q14a. Maintaining targeted debt to equity 
ratio 

76.19 1.179 .003 .003 .003 

Q14f. Dilution of stake in a firm 76.19 .874 .018* .018 .018 

Q14d. Equity being least risky source of funds 76.02 .854 .008 .008 .008 

Q14b. Sufficient recent profits to fund 
projects 

71.43 .831 .051* .051** .051 

Q22b. long term capital instrument for 
operating across national markets to gain 
economies of scale and innovation 

71.43 .874 .001 .001 .001 

Q14c. Equity level of other firms in the 
sector 

57.14 .873 .140* .140** .140*** 

* indicates the level of significance at 1%, ** indicates the level of significance at 5% and *** 

indicates the level of significance at 10%. 
 
Table 4 
Q16, Q19, Q20, Q23, Q24. Rate on a scale of 1 to 5 the other factors affecting capital structure 
decision of the firm. ` 
Respondents were asked to rate on a scale of 5 point Likert scale of 1 (Very important) to 5 (Not 
important at all). We report the overall mean scores and percentage of respondents that 
answered 1 and 2 i.e. Very important and important. One way Chi square test have been 
conducted to test the goodness of fit at the significance level of 1%, 5% and 10% (2 sided test) 
respectively. We list all the variables that might influence capital structure decision of the firm. 
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Factors Very 
Important 

or 
Important % 

Mean 
Scores 

Sig 
1% 

Sig 
5% 

Sig 
10% 

Q24a. Difference between cost of debt 
and cost of equity 

100 .428 .000 .000 .000 

Q20. Stable cash flows 100 .359 .001 .001 .001 

Q24f. Marketing Strategy of a firm 95 .834 .019* .019 .019 
Q23. Uniqueness 95 .550 .004 .004 .004 

Q19, 24h. Research and Development 
Expenses 

90.48 .704 .000 .000 .000 

Q16, 24d. Size of a firm  88.24 .702 .006 .006 .006 

Q24g. Tax regulations 85.71 .655 .050* .050 .050 

Q24i. Net Exports 66.67 1.049 .194* .194** .194*** 

Q24b. Age of a firm 65 .875 .158* .158** .158*** 

* indicates the level of significance at 1%, ** indicates the level of significance at 5% and *** 

indicates the level of significance 
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Abstract 

Businesses in the present scenario consider mergers and acquisitions to be an innovative 
strategy for their company’s growth. Synergistic gains are often cited as a prime motivation as 
well as a key success factor for M&A activities. However, failure to attain and properly assess 
the synergistic gains has become one of the principal reasons attributing to a high failure rate of 
M&As or resulting in over-priced acquisitions. It will be hard to attain positive results and value 
to the acquirer if synergies are not realized as planned. Therefore, it is imperative to seek an 
comprehensive understanding of the synergy potential. The present study aims at identifying 
the financial synergy in merger between UltraTech Cement and Samruddhi Cement deal. The 
idea is to ascertain the real benefits of UltraTech–Samruddhi Cement merger based on DCF 
method. To capture the financial synergies, seven years’ data is taken into account; two years’ 
prior to the deal and five years’ post the deal. Data has been collected from various annual 
reports of UltraTech Cement Limited and Samruddhi Cement Limited for pre and post-merger 
period. The analysis shows that expected synergies were of the tune of INR 4315 crores 
whereas the actual synergy was found to be INR -1063 crores, thereby realizing negative 
synergies. The obvious explanation would be that the merger was not successful, however in 
this case the economy and industry suffered a sharp fall from even actual growth levels at the 
time of the deal.  
 
Keywords: Mergers and Acquisitions, Financial Synergy, UltraTech Cement, Samruddhi Cement, 
Discounted Cash Flow, India 

 
Introduction 
Founded in 2000, UltraTech Cement headquartered in Mumbai, is India’s largest cement 
producer and 4th largest globally with an installed capacity of 92.3 MTPA and thermal power 
capacity of 780 MW. UltraTech Cement has been recently awarded the Super brand status. On 
31st October 2009, the mega consolidation process in cement business within the Rs 1.34 lakh-
crore Aditya Birla Group took a substantial shape with the Board of Directors of UltraTech 
Cement Limited and Samruddhi Cement Limited, a wholly-owned subsidiary of Grasim 
Industries Limited, approving a composite scheme of merger between both the companies and 
their respective shareholders. The merger was aimed at catapulting the merged entity to one of 
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the India’s largest and world’s top 10 cement companies, the deal was the largest of its kind at 
that point. As a precursor to the merger, first of all Grasim’s different cement business were 
consolidated under Samruddhi Cement and then it was subsequently merged with UltraTech 
Cement. Samruddhi shareholders acquired 4 shares of INR 10 each of UltraTech for every 7 
shares of INR 5 held in the company. In total, 15.01 crore shares of UltraTech were created to 
effect the merger. Upon effectiveness of the merger, Samruddhi was dissolved without winding 
up. This was a completely all stock deal. The transaction was completed by Q4 of financial year 
2010. 
 
Concept of Synergy 
Simply put, synergy is nothing but an increase in the value of the sum/association                         
of entities when compared to the standalone entities (Damodaran, 2005). Alternatively, 
Sirower has described synergies as ‘increase in competitiveness and resulting cash flows         
beyond what the two companies are expected to accomplish independently’. Though          
synergies are forecasted based on different operational efficiencies and financial       
improvements, it is extremely important to compare them with the actual numbers. Synergies 
can be derived from two heads; operational and financial. The Financial Synergy is a kind of 
synergy that emanates as a result of lower cost of capital by combination of two or more 
companies. As defined by Knoll (2008), financial synergies are performance advantages attained 
by controlling financial resources across businesses of firms.  It can be one of the following: 

i. Access to better Reward v/s Return Opportunities: In certain cases, bigger firms acquire 
smaller players facing issues of lack of funds but having good business investments. This 
seeks high return projects creating substantial financial synergy. 

ii. Stronger Balance Sheet: When two firms usually combine, the resulting consolidated 
entity has generally stable cash flows which can be used for prudent future cash flows 
and improve the credit ratings or scope for higher debt capacity.  

iii. Tax Benefits: Tax benefit can be derived on three accounts: firstly, by acquiring a loss 
making company which provides tax shield, secondly by acquiring a firm with 
depreciation charge that can lead to tax savings or thirdly taking advantage of tax laws  
as in by tax inversion like a lot of US Pharma companies have done in the past. 

iv. Lower cost of funds: Some firms are highly leveraged whereas some are not, thereby 
resulting in a lower interest rate and higher capacity for the combined entity. 

v. Financial economies of scale: Financial economies of scale leading to reduced 
transaction cost in issuing debt and equity securities (Knoll, 2008). 

vi. Establishment of internal capital market: Establishing internal capital gains implies that 
by reducing its financing costs and enhancing its financial flexibility, the firm can end up 
having higher liquidity and the ability to pay its creditors easily. 

 
There is little evidence on the relative importance of the underlying sources of merger gains  
(Devos et al., 2008). However, it suggests that through Value Line Forecasting method, one can 
easily decompose these gains into underlying operating and financial synergies.  
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Review of Literature 
The apparent reason for engaging in M&A activity is the well-known equation of 1+1=3, where 
some nominal gain is chosen to a strategic purpose between the companies. Synergies may be 
such a strategic motive. Before analyzing the two companies for potential synergies, a review of 
literature is carried out to fully understand the concept of mergers and acquisitions, as well as 
how synergies emerge.  
 
While the pursuit for synergies is a key driver for engaging in M&A activity – academic research 
witness weak evidence of increased value as a result of M&A activity. Although the literature on 
synergy is extensive, many issues still remain unsolved. Synergy is present when the value of 
the newly-combined firm exceeds the sum of the values of the two merging firms, when acting 
independently (Capron, 1999). Various authors have tried to identify the bases of synergy, 
which for instance has resulted in a distinction between revenue-based and cost-based 
synergies (Capron, 1999; Austin and Leonard, 2008). Capron (1999) further argued that 
horizontal acquisitions are predominantly recognized as opportunities for cost savings by 
exploiting economies of scale and scope. Other studies are built on the resource based view of 
the firm and identify resource relatedness between firms as the most significant basis for 
synergy creation (Tanriverdi and Venkatraman, 2005; Markides and Williamson, 1994).   
 
Ansoff (1965) was one of the first to distinguish between types of synergies. He described sales 
synergy, operating synergy, managerial synergy and investment synergy. These types of synergy 
are still prevalent in the past few years, albeit somewhat renamed. Knoll (2008) also 
distinguished four distinctive groups in his book on cross-business synergies: operative 
synergies, market power synergies, corporate management synergies and financial synergies. 
All these types depict cost-based synergies that are anticipated to improve efficiency. Hoberg 
and Phillips (2010) shed light on a distinct and complementary type of synergy: product market 
synergy, which firms seek to exploit to enhance product differentiation or market coverage. 
Austin and Leonard (2008) also focused on a complementary or enhancing type of synergy, 
namely organizational learning. Schweiger and Very (2003) discussed four sources of synergy: 
cost-based and revenue-based synergies analogous to Capron’s synergy types, and intangibles 
such as brand name extensions and sharing knowledge and market power. Larsson and 
Finkelstein (1999) pointed out both similarities and complementarities as bases for synergy 
realization. Similarities are explained as resources that can be shared between businesses to 
operate more efficiently. Complementarities are described as assets that can strengthen both 
the firms when they are consolidated. They see complementarities as more significant 
determinants for acquisition success.   
 
Additionally, synergies may be characterized either as operational or financial synergies. 
Operating synergies may arise from economies of scale, growth potential or market power, and 
will have direct impact on the cash flow generated by the merged entity. Financial synergies 
primarily arise from tax benefits, lower cost of capital, enhanced post-acquisition debt capacity 
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(Damodaran, 2005) and risk reduction through diversification in a conglomerate takeover 
perspective resulting in decreased bankruptcy risk due to the size effect (Fama and French, 
1993). As for their effects, financial synergies generate lower weighted average cost of capital, 
thereby leading to an increase in the post-acquisition performance value. Financial synergies 
also give rise to higher operating cash-flows of the merged firm by apportioning the free cash-
flows from one firm to the other, and thereby resulting in positive NPV investments.  
 
There are diverse opinions regarding the valuation of synergies. Some researchers may believe 
that a valuation will entail too many assumptions and hypothetical scenarios to obtain a true 
estimate of the synergies. However, Damodaran (2005) argued that a proprietary best estimate 
is favorable preceding a synergy-driven acquisition process and explained that the fair value of 
synergies could be obtained only by determining the form the synergy is expected to take and 
the timings of synergy beginning to affect cash flows.  
 
Studies in the past decade have tried to identify determinants of synergy realization. The 
variables reported to influence synergy realization included the presence of complementary 
resources (King et al, 2004; Harrison et al, 2001), acquisition experience (Zollo & Singh, 2004; 
Barkema & Schijven, 2008), whether or not the acquisition is related to the firm (Hitt et al, 
1998; Tanriverdi and Venkatraman, 2005), and most significantly, organizational integration 
(Haspelagh and Jemison, 1991; Pablo, 1994; Larsson and Finkelstein, 1999).  
 
Kursten (2008) proposed a two-state model of stochastic cash flows to suggest that managers 
should provide shareholders with concrete ideas of where promised value gains from a 
synergistic merger might come from, and why there should exist any bargaining range for 
equilibrium exchange ratios which leaves all shareholders better off, as it might improve the 
pre‐merger decision process between managers, shareholders and the affected groups of 
stakeholders, respectively.The findings indicated that shareholders frequently lose in non‐
synergetic mergers, and will not essentially gain even if synergies are positive. In the model, a 
corresponding critical level of synergies was computed explicitly. It was further found that there 
are also new value effects induced by moral hazard, which constitute genuine financial 
synergies of their own. 
 
Devos et al. (2008) was the first to identify the underlying sources of merger gains and their 
relative importance unlike the previous studies which focused only on the evidence of sources 
of takeover related gains. Using Value Line Forecasting, the study estimated the average 
synergy gains for a broad sample of 264 large mergers of unregulated industrial firms over the 
period 1980-2004 and found it to be 10.03% of the combined equity value of the merging firms. 
The average financial synergy in the form of interest tax shields constituted only 1.64% in 
additional value whereas merger synergies arising from operating sources accounted for the 
remaining 8.38%. The results further indicated that Value Line forecasts accord well with 
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realized cash flows, and thus provide useful estimates of expected synergies at the time of the 
merger.  
 
According to Wang and Xie (2008), synergies are realized by combining and optimizing 
productive assets following a change in control. The authors contended that synergy gains may 
arise due to economies of scale and heightened bargaining power, and that they can effectively 
enhance growth potential. They thereby provided justification for the premium paid by the 
acquirer to take control of the target. 
 
De Graaf (2010) categorized synergies into two groups: revenue and cost synergies and 
described them separately per origin. The author mentioned that their origins include 
efficiencies, such as economies of scale, economies of scope, and economies of the capital 
market, managerial efficiencies and economies in innovative activity. The study further 
discovered bid price to be a significant indicator of success and that its maximum should not 
surpass the intrinsic value of the target, plus the value of synergies between the bidder and 
target.  
 
Van Grinsven (2011) employed a case study along with interview method to investigate the 
post-acquisition integration between Lake Side and Shoeby to discover the synergistic potential 
and found that post-acquisition integration plays a significant role in the process to create 
synergies. The study also shed light on four important preconditions for synergy realization, 
mainly extensive communication, clear leadership, knowledge transfer to facilitate 
organizational learning and an integration team with integration leader, which were not 
sufficiently witnessed in the said case and hence hindered synergy realization. 
 
Eliasson (2011) investigated the synergies with regards to mergers and acquisitions in technical 
trading companies to learn about the success factors. The study adopted qualitative approach 
i.e. semi-structured interviews with company representatives from the concerned 
organizations, due to synergies’ complexity involved and discovered the entrepreneurship and 
human capital, the experience and selection capability, the corporate head’s knowledge and 
the inclusion of acquisitions (evolved from the impulse for growth) in their business models, to 
be significant success factors in regards to synergies in mergers and acquisitions. 
 
Junior et al. (2013) employed models with multiple objectives from Goal Programming and Data 
Envelopment Analysis (GPDEA) and used accounting indicators as input and output variables to 
evaluate the emergence of synergy gains through mergers and acquisition among publicly 
traded companies in Brazil. After analysis and classification of each M&A according to the 
efficiency attained in those processes, the study found only few of the cases to be effective, 
contrary to the analysis conducted by traditional models. The study presented an innovative 
multiple-objective approach that can contribute to a greater understanding of efficiency 
generation in synergy creation by means of M&A. 
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Huyghebaert et al. (2013) empirically examined the magnitude, sources and timing of synergy 
realization for 293 mergers and acquisitions by non-serial listed acquirers in the European 
Union over the period 1997–2005. The study adopted event study methodology and found that 
acquisitions by non-frequent acquirers are value-enhancing events for shareholders in the 
bidding company, thereby letting investors earn an abnormal return of 2.68% on an average 
over the period starting 20 days before deal announcement until one day thereafter, which is in 
contrast to much of the existing found literature. The results indicated that operating synergies 
realized by non-serial acquirers in general do not arise from cutbacks in investment 
expenditures and reported revenue-enhancement synergies and cost-based synergies to be 
highly important for non-serial acquirers. This conclusion undoubtedly contrasts with the 
findings by Devos et al. (2008), which likely reflect a difference in the motives underlying M&As. 
The takeovers in the sample were found to have a significant positive impact on the fraction of 
assets being financed by means of long-term debt, leading to lower post-M&A tax rates while 
having no immediate impact on the cost of debt. The study also identified several influential 
deal and bidder characteristics regarding the determinants of the magnitude of sources of 
operating and financial synergies.  
 
Krøvel et al. (2014) presented an academic approach to creation and valuation of synergies by 
bridging the theoretical framework of Damodaran (2005) to a hypothetical acquisition of Grieg 
Seafood by Marine Harvest. The study hypothesized that a full-on acquisition of Grieg Seafood 
should yield cost-effective net present synergies for Marine Harvest as a consequence of the 
unexploited operational synergies between the companies. Based on the findings from 
Damodaran’s framework, the operational synergies in the hypothetical acquisition of Grieg 
Seafood were valued at a net present value of 1.751 NOKm, adjusted for realization costs. The 
estimation yielded a profitable bid premium threshold of 63,38% compared to the current 
standalone valuation of Grieg Seafood at 25,09 NOK per share, as of 25/03/2014. This implied 
that even if Marine Harvest excludes effects from financial synergies, they could still pay up to 
40,99 NOK per the remaining floating GSF shares, and break-even on the investment. 
 
Malik et al. (2014) focused on the realization of the synergy values in an M&A deal and 
analyzed various methods used for gauging the acquisition performance such as accounting 
return, event studies, economic value added, residual income approach, data envelopment 
analysis, questionnaire method, innovative performance and case study approach, thus 
providing insights into a deal being value-enhancing or destructive.  
 
Mooney et al. (2015) investigated two sources of financial synergies in mergers, mainly asset 
liquidity and coinsurance effects and also examined whether financial synergy is greater in 
conglomerate mergers than horizontal mergers. The findings indicated that a merger can 
enhance shareholder value specifically when the cash flow volatility of the consolidated firm is 
less than the current cash flow volatility of the acquiring firm, which is consistent with the 
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theoretical predictions of previous studies. The study presented novel evidence that financial 
synergy in conglomerate mergers mainly emanate from higher asset liquidity and liquidation 
values are higher in conglomerate mergers than horizontal mergers holding the coinsurance 
effects constant, specifically when the target firm is financially constrained. 
 
Hamza et al. (2016) investigated the origin of synergy gains acquired through corporate 
takeovers based on bidder-target asymmetry, based on a sample of 59 French takeovers over 
the period 1999-2011 and emphasized their unique contribution to bidder value creation. 
Results showed that French takeovers tend to generate long-term gains with double synergistic 
components: financial and operating synergies, with both the components being positive and 
significant but with a larger contribution of the latter. In addition, cutbacks in investment 
expenditures mainly constituted the considerable source of operating synergies, whereas post-
acquisition market power was discovered to be non-significant. Moreover, multivariate analysis 
suggested both total and operating synergies to be higher in focused takeovers initiated by 
“value” in contrast to "glamour" bidders. Lastly, financial synergies were expected to emanate 
from bidder leverage level and target relative size. 
 
Ogada et al. (2016) studied the effect of synergy on financial performance of 40 merged 
institutions in the financial services sector in Kenya. Financial synergy was proxied using the 
liquidity ratio whereas operating synergy was measured using growth in sales. Panel data 
analysis was used to examine the change in the study variables and trends over the period 
2009-13; event window (pre-merger and post-merger) analysis was conducted to test for any 
significant difference in performance pre and post-merger as a result of synergy, while 
regression analysis was used to determine the relationship between synergy and profitability. 
Results suggested that there is a positive relationship between performance, operating synergy 
and financial synergy, and that there is significant improvement in performance post-merger.  
 
Study Methodology 
Objective 
No study has been found which focuses on examining the financial synergies’ in merger 
between UltraTech Cement Limited and Samruddhi Cement Limited. The objective of the 
present study is to identify the financial synergy and its extent in merger between UltraTech 
Cements and Samruddhi Cements deal. Since the merger happened in 2010, therefore it is 
imperative to compare and understand the pre and post-merger performances for a period of 
up to 5 years post the deal.  
 
Research Hypothesis 
H (0): There is no presence of financial synergy in the merged company. 
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Sample Selection 
In this study, the researchers have selected merger of two companies from the Indian Cement 
Industry. The merged company UltraTech Cement has been selected and relevant data analysis 
has been conducted for pre and post-merger. 
 
Data Collection 
Data has been from collected from 2009-2010 for pre-merger and from 2011-2015 for post-
merger of UltraTech Cement and Samruddhi Cement in Cement Industry of India. Data has been 
compiled from the annual reports of the companies for the period 2011 to 2015.  
 
Data Analysis 
The methodology given by Devos et al., 2008 is applied in this paper. The valuation of the 
stand-alone entity and consolidated entity has been conducted using DCF Valuation technique. 
This has been further used to get forecasted and actual synergies and derive a conclusion as to 
whether the merger has been able to achieve its synergy objectives.DCF analysis was 
performed on a five year data. 
 
The following steps were followed to conduct the quantitative analysis of the deal: 
 
In Phase 1, Valuation Analysis onConsolidated Company was done using forecasted 
performance by value line forecasting during 2011-2015. 
 
In Phase 2, Valuation Analysis on Acquirer was done using forecasted performance by value line 
forecasting during 2011-2015. 
 
In Phase 3, Valuation Analysis onTarget was done using forecasted performance by value line 
forecasting during 2011-2015. 
 
In Phase 4, Valuation Analysis on Consolidated Company was done using actual performance 
given by the company post-merger between 2011-2015. 
In Phase 5, Actual synergies were calculated. 
 
Forecasted Synergies: Enterprise value of combined entity using forecasted numbers –Sum of 
Forecasted Enterprise value of Target and Acquirer 
 
Actual Synergies: Enterprise value of combined entity using actual numbers –Sum of Actual 
Enterprise value of Target and Acquirer. 
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  Unmerged State Merged State 

As on 1st April 2010 Forecasted Forecasted Actual 

UltraTech Cement 27242 65333 61018 

Samruddhi Cement 34839 0 0 

Total 62081 65333 61018 

    Forecasted Synergies 3252 
  Actual Synergies -1063 

   
Analysis and Interpretation 
Valuation of Consolidated Company using forecasted performance 
 
Step 1: Making assumptions for using DCF as summarized in Table 1 
 
Table 1: WACC Assumptions – UltraTech with Merger 
 

Period of Valuation 

Market data as of 
 

31-Oct-2009 

Last Financial Results 
 

31-Mar-2015 

WACC Calculation 

Risk Free Rate 
 

7.02% 

Equity Risk Premium 
 

7.57% 

Beta 
 

1.12 

Cost of Equity   15.52% 

Pre - Tax Cost of Debt  5.57% 

Marginal Tax Rate 
 

30% 

Post-Tax cost of debt   3.90% 

Target Equity to Total Capital Ratio 61% 

Target Debt to Total Capital Ratio 39% 

WACC   10.99% 

 
The model or target equity structure has been found from the annual reports. G-Secs, 10 year 
bonds, have been taken as proxies for calculating risk free rate and the equity risk premium has 
been calculated by subtracting risk-free rate from the 10 year market returns.A Terminal 
Growth rate of 5.5% has been derived from the median of broker estimates. 
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Step 2: Conducting DCF Analysis 
 
Table 2: DCF Analysis 
 

Income Statement 
Actual Projected, Year Ending March 31 

Mar 
09A 

Mar 
10A 

Mar 
11A 

Mar 
12A 

Mar 
13A 

Dec 
14A 

Dec 
15A 

Revenue 6665 7297 15741 20422 22873 25140 27380 

Cost of Sales 4627 5026 10913 14320 16137 17912 19703 

Gross Profit 2038 2271 4828 6102 6736 7228 7677 

SG&A 221 255 543 608 681 756 831 

EBITDA 1817 2016 4286 5494 6055 6472 6846 

D&A 325 391 630 817 915 1006 1095 

EBIT 1492 1625 3656 4677 5140 5467 5750 

Interest 126 118 299 314 306 311 318 

PBT 1366 1507 3357 4363 4834 5156 5432 

Taxes 388 500 1007 1309 1450 1547 1630 

Unlevered Net Income 978 1007 2350 3054 3384 3609 3803 

Adjustments 
       

D&A 325 391 630 817 915 1006 1095 

CAPEX 594 600 1250 1250 1150 1150 1150 

Interest Paid after Tax 90 79 209 220 214 218 223 

Working Capital 
Change 

-217 329 325 433 379 416 363 

FCFF 
  

1614 2409 2984 3266 3608 

Discount Rate 
  

1.11 1.23 1.37 1.52 1.68 

Present Value 
  

1454 1955 2182 2153 2147 

 
The final year cash flow has been used to calculate terminal value by using the perpetual 
growth rate model and then discounting it back to get the present value. The terminal growth 
rate used is 5.5%, which is also the rough estimate of India’s long term growth rate as in 2010. 
 
Table 3: Terminal Value Calculations (as on 1st April 2010) 
 

Final Year Cash Flow 3608 

Growth Rate 5.5% 

Discount Rate 10.99% 

Terminal value 94324 

PV of Terminal value 56145 
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Enterprise Value using forecasted performance 65333 

 
Therefore, the Enterprise Value using forecasted numbers is INR 65333 Crores. 
 
Valuation of Acquirer using forecasted performance 
Step 1: Making Assumptions for using DCF as summarized in Table 4 
 
Table 4: WACC Assumptions – UltraTech Cement without Merger 
 

Period of Valuation 

Market data as of 
 

31-Oct-2009 

Last Financial Results 
 

31-Mar-2015 

WACC Calculation 

Risk Free Rate 
 

7.02% 

Equity Risk Premium 
 

7.57% 

Beta 
 

1.09 

Cost of Equity   15.27% 

Pre - Tax Cost of Debt  4.71% 

Marginal Tax Rate 
 

30% 

Post-Tax cost of debt   3.30% 

Target Equity to Total Capital Ratio 71% 

Target Debt to Total Capital Ratio 29% 

WACC   11.80% 

 
The model or target equity structure has been found from the management discussion and 
annual reports. G-Secs, 10 year bonds, have been taken as proxies for calculating risk-free rate 
and the equity risk premium has been calculated by subtracting risk-free rate from the 10 year 
market returns. 
 
Step 2: Conducting DCF Analysis 
 
Table 5: DCF Analysis 
 

 
Income Statement 

Actual Projected, Year Ending March 31 

Mar 
09A 

Mar 
10A 

Mar 
11A 

Mar 
12A 

Mar 
13A 

Dec 
14A 

Dec 
15A 

Revenue 6665 7297 8100 9072 10160 11278 12406 

Cost of Sales 4627 5026 5751 6441 7315 8120 8932 

Gross Profit 2038 2271 2349 2631 2845 3158 3474 

SG&A 221 255 276 309 346 384 422 
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EBITDA 1817 2016 2073 2322 2499 2774 3051 

D&A 325 391 440 491 511 547 572 

EBIT 1492 1625 1634 1831 1988 2227 2479 

Interest 126 118 122 120 121 121 121 

PBT 1366 1507 1512 1711 1867 2106 2358 

Taxes 388 500 378 428 467 526 590 

Unlevered Net Income 978 1007 1134 1283 1400 1579 1769 

Adjustments 
       

D&A 325 391 440 491 511 547 572 

CAPEX 594 600 650 650 500 500 500 

Interest Paid after Tax 90 79 84 83 83 83 83 

Working Capital 
Change 

-217 329 76 203 139 171 151 

FCFF 
  

931 1004 1355 1539 1773 

Discount Rate 
  

1.12 1.25 1.40 1.56 1.75 

Present Value 
  

833 804 970 985 1015 

 
The final year cash flow has been used to calculate terminal value by using the perpetual 
growth rate model and then discounting it back to get the present value. The terminal growth 
rate used is 5.5%, which is also the rough estimate of India’s long term growth rate as in 2010. 
 
Table 6: Terminal Value Calculations 
 

 
Therefore, the Enterprise Value of unmerged state of UltraTech Cement using forecasted 
numbers is INR 27242 Crores. 
 
Valuation of Target using forecasted performance 
Step 1: Making assumptions for using DCF as summarized in Table 7 
 
 
 
 
 

Final Year Cash Flow 1773 

Growth Rate 5.5% 

Discount Rate 11.8% 

Terminal value 39534 

PV of Terminal value 22635 

Enterprise Value using forecasted 27242 
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Table 7: WACC Assumptions – Samruddhi Cement without Merger 
 

Period of Valuation 

Market data as of 
 

31-Oct-2009 

Last Financial Results 
 

31-Mar-2015 

WACC Calculation 

Risk Free Rate 
 

7.02% 

Equity Risk Premium 
 

7.57% 

Beta 
 

1.12 

Cost of Equity 
 

15.50% 

Pre - Tax Cost of Debt 6.13% 

Marginal Tax Rate 
 

30% 

Post-Tax cost of debt 
 

4.29% 

Target Equity to Total Capital Ratio 52.8% 

Target Debt to Total Capital Ratio 47.2% 

WACC 
 

11.80% 

 
The model or target equity structure has been found from the management discussion and 
annual reports. G-Secs, 10 year bonds, have been taken as proxies for calculating risk free rate 
and the equity risk premium has been calculated by subtracting risk-free rate from the 10 year 
market returns.   
 
Step 2: Conducting DCF Analysis 
 
Table 8: DCF Analysis 
 

Income Statement 
Actual Projected, Year Ending March 31 

Mar 09A Mar 10A Mar 11A Mar 12A Mar 13A Dec 14A Dec 15A 

Revenue 7233 8808 9777 10950 12264 13613 14974 

Cost of Sales 5178 6562 7333 8322 9321 10346 11381 

Gross Profit 2055 2246 2444 2628 2943 3267 3594 

SG&A 224 317 327 366 410 456 501 

EBITDA 1831 1929 2117 2262 2533 2812 3093 

D&A 228 287 313 351 393 436 480 

EBIT 1603 1642 1804 1911 2140 2375 2613 

Interest 142 211 177 194 185 190 197 

PBT 1461 1431 1627 1717 1955 2185 2416 

Taxes 336 329 407 429 489 546 604 

Unlevered Net Income 1125 1102 1220 1287 1466 1639 1812 

Adjustments   
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D&A 228 287 313 351 393 436 480 

CAPEX 721 657 600 600 650 650 650 

Interest Paid after Tax 109 162 132 142 135 139 144 

Working Capital Change 287 211 249 230 240 245 242 

FCFF     817 950 1104 1319 1544 

Discount Rate     1.10 1.22 1.34 1.48 1.63 

Present Value     741 781 823 891 946 

 
The final year cash flow has been used to calculate terminal value by using the perpetual 
growth rate model and then discounting it back to get the present value. The terminal growth 
rate used is 5.5%, which is also the rough estimate of India’s long term growth rate as in 2010. 
 
Table 9: Terminal value Calculations 
 

Final Year Cash Flow 1544 

Growth Rate 5.5% 

Discount Rate 10.3% 

Terminal value 50051 

PV of Terminal value 30658 

Present Value of Enterprise 34839 

 
Therefore, the Enterprise Value of unmerged state of Samruddhi Cement using forecasted 
numbers is INR 34839 Crores. 
 
Valuation of Consolidated using actual performance 
Step 1: Making assumptions for using DCF as summarized in Table 10 
 
Table 10:WACC Assumptions - UltraTech with Merger 

Period of Valuation 

Market data as of 
 

31-Oct-2009 

Last Financial Results 
 

31-Mar-2015 

WACC Calculation 

Risk Free Rate 
 

7.02% 

Equity Risk Premium 
 

7.57% 

Beta 
 

1.12 

Cost of Equity   15.52% 

Pre - Tax Cost of Debt  5.57% 

Marginal Tax Rate 
 

30% 

Post-Tax cost of debt   3.90% 

Target Equity to Total Capital Ratio 61% 
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Target Debt to Total Capital Ratio 39% 

WACC   10.99% 

 
The model or target equity structure has been found from the management discussion and 
annual reports. G-Secs, 10 year bonds, have been taken as proxies for calculating risk-free rate 
and the equity risk premium has been calculated by subtracting risk-free rate from the 10 year 
market returns. 
 
Step 2: Conducting DCF Analysis  
 
Table 11: DCF Analysis 
 

Income Statement 
Actual Projected, Year Ending March 31 

Mar 
09A 

Mar 
10A 

Mar 
11A 

Mar 
12A 

Mar 
13A 

Dec 
14A 

Dec 
15A 

Revenue 6665 7297 13952 19607 21627 21974 24689 

Cost of Sales 4627 5026 10404 14153 15443 16514 18606 

Gross Profit 2038 2271 3548 5454 6184 5460 6083 

SG&A 221 255 698 889 1042 1104 1308 

EBITDA 1817 2016 2850 4565 5142 4356 4775 

D&A 325 391 813 963 1023 1139 1203 

EBIT 1492 1625 2037 3602 4119 3217 3572 

Interest 126 118 292 256 252 360 587 

PBT 1366 1507 1745 3346 3867 2857 2985 

Taxes 388 500 383 949 1179 645 883 

Unlevered Net Income 978 1007 1362 2397 2688 2212 2102 

Adjustments   
      

D&A 325 391 813 963 1023 1139 1203 

CAPEX 594 600 1142 947 896 779 732 

Interest Paid after Tax 90 79 228 183 175 279 417 

Working Capital 
Change 

-217 329 -252 125 -585 192 -227 

FCFF     1513 2471 3575 2659 3217 

Discount Rate     1.11 1.23 1.37 1.52 1.68 

Present Value     1363 2006 2615 1752 1915 

 
The final year cash flow has been used to calculate terminal value by using the perpetual 
growth rate model and then discounting it back to get the present value. The terminal growth 
rate used is 5.5%, which is also the rough estimate of India’s long term growth rate as in 2010. 
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Table 12: Terminal value Calculations (as on 1st Apr2010) 
 

Final Year Cash Flow 3217 

Growth Rate 5.5% 

Discount Rate 11.0% 

Terminal value 86297 

PV of Terminal value 51367 

Enterprise Value using actual performance 61018 

 
Therefore, the Enterprise Value using actual numbers is INR 61018 Crores. 
 
Conclusion 
An accurate estimation of synergies is indispensable to produce a successful transaction. The 
size and degree of possibility of realizing potential synergies plays a significant role in framing 
the purchase price of acquisition. Due to their crucial role in valuation and potential to make or 
break a deal, the concerned stakeholders need to understand the nature and magnitude of the 
expected synergies carefully. The estimated value of the combined identity using the forecasted 
performance came out to be INR 65,333 crores whereas the value of the consolidated entity 
using the actual performance was calculated to be INR 61,018 crores between the period 2011-
15, thereby resulting in a difference of INR 4,315 crores. The merged company was unable to 
encash the benefit of financial synergy. The null hypothesis of the study has not been rejected 
which stated that there is no presence of financial synergy in the merged entity. It is thus 
obvious from the valuation analysis that negative synergies have been realized from the 
merger; however an important point to analyze here is that all cannot be attributed to the 
merger alone. Since a lot of macro level factors have been at play like weak demand and 
volatile prices, these too might have attributed to the creation of negative synergies.  
 
Moreover, the study has taken into account only one component of synergies, i.e., financial 
synergies dimension that too in a restricted way and operational synergies like cost reduction 
and revenue enhancement synergies have not been incorporated into our analysis. The study 
has examined only two years of pre-merger period due to the inadequacy of time and 
resources. Future studies can include operational synergies into their analysis for an overall 
view of the merged company and can even focus on examining the break-down of various 
underlying sources attributing to financial synergies and operational synergies. Future research 
can be carried out in a bigger context taking into account all the mergers and acquisitions in the 
Indian cement industry till date. 
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