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B2

COST LEADERSHIP STRATEGIES
IN INDIAN SCENARIO:
A STUDY OF THE STEEL INDUSTRY

This study was done to search tfor the cost leader 1in the steel
ndustry and to justify the cost leadership strategies for steel
industry. Descriptive statistics was used and a modified Du
Pont model was applied to observe the strategies of firms
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strabegy (e, comparatively
lowes: operation cost in the
industry) thet a firm must
:-\.:||||:I: |||:\.||.|:,l e ke comm-
el irrelem [l Johl, Cast i the
amoant aof resources used for something
which must ke messured in terms of meon
ey'. Michael Porter defimed strategy in 1980
a0 the ®
poing o compete, what s geals shoukd be,
and what policies will be needed to carry
our thoae goak” and the "...combination of
the ends :_:gu.Jn.:] fize wh

Broad foeniviila for how & hissnes is

he Drmm &5 §Iriy—

) by which 1t 1

L]l :II'.‘I ||:1._ {iaceelnly [T""'
seeking to get there. ™ Porter {1980] broadhy
propounded cost leadership sirategy for the
first umse. Cast leadership aims ar reducing
(e I.!Irl'\-.I“.!IIIII'. ehie walue chais and pesch-
mg the kewest cost structuns |.~u:l:-lHl:. A vost
lezder enterprise puts products with an ac

ceprable quality and limited standard fearnres

on the market in

SEF OB gHan coaripebibies
;l-;".d;llr;ﬂq amel B maximmae 1k r:|hrL|_-I !-IHI'T
Snch kinds of enterprises appeal to a wide
group af custoaeTs

Statements of problem
Cost compettiveness has been at the boart o
the Japanese success m 19805, This will help
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srlizal froms by uhbiang the available mesoun—
es efficiently and effectively. Buckley” view of
competitveness s ot the firm level Buckley
et al., 1948 a fin is said o be conwpetmive

o ocan pnl:'l.:: H1'\-c|l:.'\- arnl
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perior quality at a melatively lower cosis than
izs domestic and interrational compettors.
While Porver {1998) srpae thar comperitive-

markets with a global smtegy. A= 2 mesalt,
it became firms” ultimate goal to craft cost
lezdership strategies (Porter). The frm taloes
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wires, The cost leadership stmategy has been
succesfully implemented in Japan. For exam.

ke, the Tiyata comapany systemn - [6 superiarn
(R TRt RR o Dl R e |'.n!:.'l_l:_'.l5\...ll'_h angl
delfvery ime, has provided the impehes for a
waoddwide skift toward increasing effsciency
throngh cost-curting strarsgies (Schonberger,
1994, Cosr leadershp strateqies ane prefernsd
m |_|.,,—\..1_-||_'th|.-||: countraes ssch = Indonesia,
Malaysia. India and China where they have
Loweer labour coar, and hence, o lower produc

diom oot (Aulalcth et sl 20000

Literature review
Variows discusgons were held soom the
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workd in the area of cost leadership
sratepies gnd several other theoriss
have ernergee. The folloeving para-
graph has been made o highlighs
a few contextual Brerapares for the
present srady,

Lieperhack and Abermthy Uster-
back, 1975] theoretically describes
three comproive SrRicgics 15socl
ated with the innowvative parterns
-&!' fites Pl,‘.t‘l:&l'lnun;t PnaE¥iEnaiEng,
sles maximizng and cost mumi-
mizring. Porter {Porter M., 1980)
saggests thar differentiation, cos
leadership and focus are the sirar-
epied that prencide Grmd with the
abilicy to abtain a compettive ad-
vantage arnd owtperform rivals i an
indusary by com reduction in every
ELE hdiller (Mliller, 19ER) SLjEpEsls
ferur broad categories of dimensions
that reflect competitive strabegies.
These dimensions are differentia-—
o, cost lesdership, focus asd asser
parameny. The cost Ieadershep oi-
mension measunes if firns are proe
ducing produces chieaper than their
competitors, Schuler and Jackson
(ehwler, 1987, baed on Pormers
typudogy, identify three competitive
srategies that firms can use to gain
oompenive wdvanages: inndranan,
thq.' enhancement and cost re-
ducton, Under the cost mducton
srutegy a frm toies to be lowes
oast producer in the mdusory, Ward,
Bickford and Leonp (Ward, 1996)
proposs Mo baie sraepe config-
urations: niche differentiator, browsd
differertrator, cost leader and lean
compenmor. Cesr leaders amempo
1w pifer producs o oa lower price
than competitors. In addition o
Parter’s generic competitive strabe-
fies, snme sirategy texibooks ader
a fifth strategic chaice, pamely bes

cort provider srategy (Thompson,
1999 and imegrated low cosy dil-
ferentizhon strategy (Hin, 20T
These strategies imply that a firm
can gun  advantages by odffering
produces wath unique fearores ar
a lower poce compared with ns
competitors. Chang, Lin, Wea and
Shen [Chang, 2002) develap three
stratepy  caeperes  are closified:
pre—smpve i meves, low e’
folloveer  and  differentiaton/fol-
lower, The low coet/follower firm
enters the marker lace or bas 2 lae

£ vl new echaology, These
firitis 1y 1o schieve competitive ad-
vantage by smict cost controld poli-
e

The conspericive slvanoigs of
con Jeadenship B acldeved by per-
forming  important  vadue  chain
activities at lower cost than com-
pectors (Porcer M., 1985). Coar
leadersdhip requires a strong focus
an the supply side a3 opposed 1o
the demand side of the market, as
this requires & high level of com-
PECIOE  GRiEMEn Mgy, 1958).
Ceat Leadership tends 1o be more
competitors oriented mather than
customer oriented (Frambach, et
al, 23}, Cost-beadership sorarsgy
arnes b supply 3 sandaed, se-
fralls, high-volime produce ar the
mMeaSE CompeEtitive price to cusbom
ers [Li & Li, 2008). The cost Lead-
eﬁl‘:ip SEEEEy I8 an infepransd ser
all action ke w produce goods
ar services with Beatunes which ane
acceptable to costomers at the kow-
et cost, relacive o that of comper-
dars (leeland, 2071}, An lnjsortang
requiremnent ol the cos leadership
sirategy is “heawy up-fronr capi
wl invesmment in sware-of-the-art

equipment” {Poster, 1980,  Sa,

1 Gzt and

Borurring Dock oy Drectoewts of shudic. DAL puge ne-E.
D-EEA-HET

Fragerar
I Pastar Nicheai £ [1383]. Campess Demingy. Mom Praz. 0N

Kiechel {1981} says thar in onder
te malntain eosdl leadenhip a fing
should therefon: “buy the largest,
maost modern plant in the indus
" In hesic industrial commod-
aties, such s pulp, paper, and seel
“knocking a couple of percentage
points off prosduction coss has far
mare strategic mmpact than &l the
weapons the muarketer could em-
plory i these il [Beanen &
Cooper, 1979), According to this
theory, the market-share leader can
underpriced comperition becsuse
af its lower cones due te s cur-
lative experience, thus “further has-
rening i3 drive down the curve™
[Haechel, 1981).

Dbjectives
The ballowing obyectivis are framed
for the smudy-

[t] Ta search the cost leader in steel
inglusery

{a} T jusdiy the cost beadership
sirategies for steel industry:

Hypothesis

Fellowing hypothesis & groeransd
fur the sudy

I, : The firms acroes the steel n=
dustry aren't following amy special
SLFMEEES  EXCEpT CodL ]-ﬁd-c*.nl'np
sLrategie

Research methodology

Analyrical research was conducred
to attain the aforesasd obpecrives
We comsicler top six stecl companics
in the catcgory of Steel indusoy
[Large ard Mid. & Small] & clas-
stfied i the Cagitaline Corporate
databame, To scarch she ot leagler
we have comsidered varables, such
as; Met Sales [MWE), Adjusted Mec
Prafit [(AMNF), APATM (Adpusted
profic affer tax manging, B & D
cxperscs (B & 1Y), Assots Tirma—
ver{AT), RONOAF.emurn on Mec
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Oiperaning  Assews), PEIDTMSE),
MS (Marker Share],Cest of Pro-
ductan(COF during the period
COVETing six years ending on March
31, 2004, To mewuare the signifie
cance of the warishles descriptive
ataniaties was voed and madifed D
Pont model was applied o obserse
the firm’s strategics.

Palepu and Healy (2008) sugpes
that a fisis pusiniag cas leadership
sratepy may gencrate a rchtively
low profit margin but balanoe that
against a relatvely high aseer mrn-
ower. Linle er al (2009 concluded
that the D Pomt maodd erabled
them b determine that for a firm
to be successfal wich cost leader-
ship it was through generating asse
mataewer while success weth deife—
enbiation was theough generating
profit margies. Philip et al. (2011)

ne of the selected variables for six
vear stsming from March, 2009 w0
March 2014t Table AL

It was seen from the above twhle
thar minst of the selecved Groms are in
Jeww PDILYT M meseam likee U0 Wal-
ae S, (L), Dindal Seadn, (100900, 5
AT L7300, J5W Steel{19.55} and
their COPYINE o & wery high
s Taz Seeel (31,59 and Bhushan
el (25,91} ase m high FRITYTM
amd comparatively low COF/SNS
ratie. Mean AT ratios of Uttam Val-
ue See 1 very high ie 1.84 and far
Bhuskan seel o is lowsse ie 00,
ROMNOA of Usam Value Ste i
5.74 amd for Bhushan seeel 3s 15,75
with this the ROE is negadve far
Lhrarn Value Sve wheress 1636 far

Bhushan sceel, In the showve rable we
hee geen that mone than 7% man-
kot share beld by SAIL, Tat Secel
and J5W swel Tam Steocl enjoys
high PBIDTM compare o ather
sanyple comypanies bat mean of AT
rabo abo highest e 20 and COP
to sales ratio ds (L58 finally, RON=
OA i 40.26. SAIL enjoys mader-
ate PRIDTM bt AT rage is 0,80
aned COF o Sales b 08T, BROMOA
= 1368 Far [5W steel FBIDTM
& moderate [(=19.53), AT raisos
[=1.01), COP/MS (=0.54) and
ROMOA s 19,70,

Conclusion
From: the aforesaid analysis it may
be inferred that Urtam Vilue Sz

XV

shows that some firms follow dif- Lr=m Bhushan | JSW | Jinst
Tats Shesd SAIL -
lerentiation  strstegies [Le pendic Value Se. el Steel | Stm.
mangin s hagh and amet burnaover s AT Mean 120 1.8 08y 054 m oE
low) and cost leadership strategies 20 | 00438 | 0385EZ | 007007 | n3EmEz | oaoete | wimIs
[L.c. prodit is bow and asset tarmover
is high. PRIDTM % | Mean | ZE§ 278 TTI) | IEED | 1855 | 1080
The medified D Pont mode] (3 0| ATTIET | Z7EES | BOOTEE | 33437F | 1653 | SOESIS
as fodlows ROMDA Mean | &6 576 THER | IETE | ETD | EE3
ROMOA = OPM x AT
0| B.SEEE | BOEIEE | BITTVE | TTIEEE | I7EID | LETT4E
Where; RONOA, [Foenern on M
Opperating Aser) = Net Ingomes  [M5 Mean | D3 e 013 (17 iz LT
{Fixeel Assets = Mot Woeking Cap- B0 | MONS0E | DOD31E | 0003 | QUOOSSE | QO34 | DU00E3T
ital) AFETR Mew | 833 | -2Bd | BEs | g3z | &E | 47
OFM [Opersting Prafic Margin) B0 | BB4EIT | RISHAI | 47I8EI | 4VEEE | I | LEESET
= (Dperating Income ! Saled AT
{Aser Tomnoes) = (Gales / Mer  [CORNS Mean | DUSE LE] 08 [ 034 sz
Operating Asets); Operating In- £ 00285 | DOEIN7 | DLO4ETT | QUIZESE | Q0056 | DLDSED
come = Sales - Cost of Sades - Op- gpg Mewm | 1240 | e | 1217 | e | 1aes | o
erating Expenses; Met Operanng
pusets = Accounes Foecoivable + B0 | 4.39F4 | DIZO4E | BIMTT | GEITIE | SOSTEY | 12534
Inventory + Mot Property, Plane,  [RBD Mean | EHET o7 | 12050 | MA EEE | DS
and Equipment. B | 17I768E | DDdZ43 | 1237007 MTEEII | DABSES
Results and discussion r“‘ Meam | DS o 035 e o om
We hawe followed medified D &0 no4aE7 0 nozEsn 0383 | DO0SER
Pont model amd bolow table s - -
showing the Mean and 5d. val (oot Cagitine oot Gaatace & et canumions
|
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has truly followed cost leadership
sraepies @ 0y AT maoe (=1.84)
is the highest and PBIIYTM aleo
very low (=2.78), ROMNOA is 5.76,
With this smetegy that company is
able oo increase nuarier share eear
about B7% during thess perioads,
Agam BOE (-0009] s too Jow thas
indicate pure cost leademship ism'
approprice for seel indusrg On
the ather hand Whasharn Sgesl fol-
low pure differentistion strategy
as oty AT macio (=0U64) = lowest,
FRIDTH [=2) apd ROMOA i
1576, ROE i very high (=165
st WS prowth s 43% When we
abserve the memb of industey bead-
er on base of market leader then
SAIL, Tara Seeel, [SW szeel follow
mied of lybrad sratepies and they
spined money on B&LY expenses
[B&D mean 120.30, 5% BT&35.66
respectively) oo develop the gualing
of peodioce, Tam Seeel s the come-
pany which manages cost bet-
ter [FBIDTM=335% & COP/
M5=0.58} and is able to Increase
KA [=25%) during the periods and
ROE (14.4) also igh,
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Cost Structure Strategies : An empirical study in the Software industries in India
Ujjwal Das
R K Raul

Abstract :

Cost structure issues in recent years gained momentum in the context of attaining
competitive advantage of the firms competing globally. The present study attempts to
investigate the nature of cost components and its impact on Reported Net Profit of the firms
during the financial meltdown regime to formulate appropriate strategy for avoiding their
financial distress. The software companies, victim of current recession, are considered for
study covering 8 years from 2004-05 to 2011-12. Research outcome shows that overseas
demand slowdown coupled with immunity in reducing the cost components led to
aggravating financial woes of the software companies over the years and urged upon
crafting of blue ocean strategy.

Key Words: Competitive Advantage, Financial Meltdown, Cost Components.

Introduction :

Cost structure in relation to a firm simply implies the nature and quantum of cost distributed
in the process of production of goods or services. It encompasses both direct and indirect cost
including the financial costs. More specifically, it takes into account the cost incurred in
respect of development of an idea of the product or service, the acquisition of raw materials,
labour and capital, along with the creation of production facilities. The firms are concerned
with the cost structure analysis for numerous counts mainly to achieve the cost leadership
within its peer group. Cost base evaluation establishes fundamental competitiveness which
enables the firm for adopting intelligent market pricing strategies.

Cost structure varies from industry to industry depending on nature, size and financial
structure. Henderson aptly viewed that (Carl,M. S., W. Stern, 2006) sustainability of the
companies in the hypercompetitive milieu over time depends on achieving and maintaining
differentiation. As a result, it became firms' ultimate goal to craft cost leadership strategies
(Porter). Cost leadership is one business strategy (i.e. comparatively lowest operation cost in
the industry) that a firm must adopt mainly to make competition irrelevant (Steve Job). The
firm takes advantage of cost leadership by creating new market pace with innovative product
and services.

Statement of the problem :

The company across the industries attempted to formulate appropriate financial strategies in
the context of reducing the overall cost. Since July 2008,despite several attempis to bail out
the crisis of the century, silverlining is still awaited. Sharp increases in asset prices coupled
with demand slowdown and a speedy expansion of credit often coincide to rapid
accumulation of debts. As corporations and households get overextended and face
difficulties in meeting their debt obligations, they reduce investment and consumption,
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which in turn led to a decrease in economic activity. The cascading affect of demand
slowdown particularly in the USA and Euro Zone has impacted external demands from all
export oriented economy across the globe (Kose, 2009). The IT industry faced a severe heat
of the financial crisis in the context of demand slowdown. This has warranted the
organizations to adapt to downsizing, layoff and restructuring policies as a short term
measures to remain competitive in the environment.

Under this backdrop an attempt has been made to assess how the firms in the IT sectors are
pursuing the cost structure strategies to remain competitive in the financial crisis regime.
Objectives of the study:
The following objectives are framed for the study:

® To investigate the nature and component of firms' operational and financial cost over

the years. : .
® To analyse the impact of cost components on the firm's bottom line.
® To evolve cost control mechanism for the companies to remain competitive in the
market.

Literature review:
Some relevant literatures were reviewed to identify the research gap if any in the context of
coststructure strategies of the firms in the recent years particularly during the financial crisis
period. The genesis of corporate competitive strategies is mostly attributed to Michael E.
Porter's contribution towards the industry attractiveness and relevant generic competitive
business strategies (Porter, M.E. 1980). Dess and Davis (Dess, 1984) and Hambrick (D,
Hambrick. 1983) in their studies in respect of different industry supported Porter's
contentions. Amit (Amit,R. 1986) and Hall & Howell (Hall,G.H. 1985) argued that sources
of cost economies are relevant in the context of learning effects, economies of scale,and
economies of scope.
The Boston Consultancy Group (BCG, 1972) observed that significance of cost leadership
as an independent strategy is based on the presumption that the experience curve declines
continually with accumulated output over time. In the similar vain , Charles W.L.Hill (1988)
found that a firm needs to follow its sustainable competitive advantage on a simultaneous
and continuous pursuit to attain both cost leadership and differentiation. Beiting Cheng,
Ioannis Ioannou, and George Serafeim (2011) in a paper investigated the role of better CSR
for ensuring better finance and found that firms with better CSR performance face
significantly lower capital constraints. Hall (1980) ovserved that the most sucessful firms
could not simultaneously pursued both a differentiation and a low-cost strategy. In a
diagonally opposite study, White (1986) observed that those firms sucessfully combind both
low cost and differentiation had achieved highest return on investment. Tyagi (2001)
established a relationship between industry-average performance and strategic diversity
among a broad cross-section of firms. It was observed from the Industry-average
performance measured in terms of Tobin's q and accounting profitability, that, the size,
operating margin, asset composition, asset utilization, and focus are the basic structural
factors thatare directly associated with the performance of the firms .

To restrain recessionary impacts on the industry and the firm in particular Pearce (2002)
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viewed that the firms need to adopt to different strategies like; retrenchment, tightening
credit, maintaining budgets, maintaining prices, increasing liquidity, reducing debt,
deferring capital expenditures, and pursuing selective growth. Mooney (1991) in his study
observed that during recession companies are tempted to reduce advertising expenditures.
Reduction in such expenses is immediately reflected in an increase in the bottom line of the
company. However, other entrepreneurs have found that recessions are good times to
maintain advertising budgets. McKinsey's study reported that  companies that truly
transform their approach to. overhead costs aligning their costs with their strategies and
maintaining a strong commitment to the effort can be the winner of the game (Nimocks,
2005).
From the aforesaid literature we found that no study has so far been undertaken considering
the variables impacting firm's growth sustainability as well as profitability covering global
financial meltdown period. Besides, studies relating to cost strategies of the firm especially
in the context of financial crisis regime as well as in the IT sector, worst sufferer in the recent
times, is at the nascent stage. :
Hypothesis:
It has been see¢n that the firms were pushed into a hypercompetitive environment in the
context of liquidity crisis in the external economies, sluggish demand in abroad affecting
export potentiality, high interest rate, and above all low investors' confidence both in home
and abroad. The firms are struggling hard to evolve strategies to leverage its operation in
view of maintaining bottom-line and market share. Therefore following hypothesis is
generated for the study:

® The firms across the industries have adapted to the changing economic situation in the

context of evolving competitive cost structure strategy to ensure its growth trajectory
over the years.

Research Methodology:
Empirical research was conducted to attain the aforesaid objectives. We consider top 10 IT
firms in the category of Computer Software (Large) as classified in the Capitaline Corporate
database. To analyse the cost structure of the firms under study we have considered variables,
such as; Employee cost (EC), Selling & Administration Expenses(SAE), Advertisement
Expenses (ADV), R & D expenses (RDE), Expenses in earning of foreign exchange (Forex)
, Interest cost (INTE), and Reported Net Profit (RNP) during the period covering eight years
ending on March31, 2012. These variables were selected based on review of literature. To
measure the significance of the variables descriptive statistics was used and correlation
coefficient measure was applied to examine the degree of association between the variables.
Besides following multivariate model was used to assess the efficacy of the independent
variables in explaining the impact on dependent variable Reported Net Profit (RNP)

Y.=B,+B,EC+PB,SAE+B,ADV +B,RDE +,Forex + BJINTE +p,

Here; w, = Error term. 3, is the unsystematic predictable constant component or the estimated
constanti= Selected Computer Software (Large) companies.
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Results and discussion:

We have calculated the CAGR for each of the variables during the period from March31,
2005 to March 31 2012 in three different time lags (TL) namely; TL, covers total period
(2005-12), TL, indicates pre-recession period (2005-08), and TL, represents Post Recession
(bail-out period 2009-12)

Reported net profit (RNP) of the firm is generally impacted by direct cost and indirect cost.
In order to assess the impact of each of the costs we considered direct cost which includes,
material cost, Employee (Labour) cost, and direct over head, and indirect cost which
consists of Employee cost (salary), Interest paid, R&D, other expenditure .

We assumed that during the regime of demand slowdown the firms had adopted competitive
cost strategy to remain competitive in the market. We further assume that with attaining cost
leadership the firms over the years could access to the international market and earn
considerable foreign exchange and increase Reported Net Profit as well as ROCE (return on
capital employed).

It was seen from the Annexure table (I, I1, III) that CAGR of PAT of the software firms (large)
under study grew at 33.07 % during 2005-2008 and declined to 29.46 % during 2009-12
revealing the fact that software industry was largely affected by demand slowdown in the
export region. This is also reflected by the Standard deviation which is found to be highest
(6997.58) in post recession period. As a result low turnover impacted the Total Income, PAT,
capital Employed and Net worth during the post financial crisis regime.

The return on investment (ROI) under the value maximization principle should necessarily
be at least higher than the rate at which the company borrows as well as average cost of
capital (WACC). The analysis exhibited that the ROCE grew at 16.90% (CAGR) during pre
recession period but moved to negative zone (-26.82%) during the post recession period. The
reason of such decline may be attributed to demand slowdown inter-alia high interest burden.
The spurt in borrowing cost of all most all companies in the pre recession period has
significantly eroded shareholders' earnings afterwards as the company had not reduced the
debt obligations. In this respect it may be mentioned that the growth of Debt -Equity ratio
(DER) was found to be negative in the post recession period (CAGR -19.68%) in
comparison to CAGR 16.74% in pre recession period.

Indian Software Industry as a whole generally relies on overseas demand particularly from
the Europe and North America region. The total Sales turnover of the industry has declined
considerably resulting in lowering in Forex earnings i.e. from 36.16% in pre-recession to
5.5% in post-recession period. On the other hand, employees cost has also reduced from
41.12 % to 8.16% but not at the same pace of growth of sales (CAGR) during the period
under review.

It was found from the Annexure table I; that in all the time lags (TL) MphasiS has turned to be
the Industry leader in respect growth of RNP (48.04 %), ROCE (14.58%) and debt
repayment capacity. The Total Expenditure grew at (CAGR) 43.41% during entire period
due to increase in the employee cost, selling & distribution overhead and interest burden.
The other companies under study witnessed positive growth in RNP such as; Tech Mahindra
(30.60%), TCS (29.15%) and HCL Tech (28.93%). PAT of Tech Mahindra grew at 30.60%

188 Volume XXXVIII, December 2013

XV



RESEARCH BULLETIN

against its Total expenditure at 27.61% in which Interest cost shares significant part. It was
almost debt free company during pre recession period while in FY 2010 it paid interest
160 cr. TCS witnessed highest amount of operating income amongst its peer to the tune of
< 38,105.4 cr as on March 31,2012 and PAT grew at 29.15% against its growth of total
Expenditure at 24.11% . The growth of ROCE however, had plummeted as employee cost
and selling & distribution expenditure comparatively surged during post recession era. The
Satyam computer did not fare well in the pre-recession period due to obvious reason of
confiscation of company's accounts. However the operating income picked up only after the
management is being controlled by Govt. and also after the merger with Tech Mahindra.

Ithas been observed that most of the companies have enhanced their manpower by recruiting
more people which basically led to increase in employee cost. Further, other costs like -
Selling & distribution overhead, Interest cost etc had also increased in the context of hike in
interest rate, inflation etc. Polaries Financial was the worst performer during the pre
recession period as total expenditure grew at 13.43% involving huge employee cost over the
years and finally resulted in a loss (PAT, -0.50%).

The Annexure table -III covering period 2009 to 2012 exhibited that most of the firms are
found to be the worst performer even in their entire lifetime. Polaries Financial was
exceptional as its RNP grew from negative to positive zone in this time lag. An insightful
analysis of cost structure revealed that the total expenditure has considerably dwindled due
to significant reduction in the employee cost about 4% over the previous time lag. The PAT
grew at 19.24% may be due to their improvement in the volume of business in domestic and
overseas market. Similarly, Mphasis (from 63.86 % to 43.52 %) and TCS (from 35.03 % to
32.71 %) have generated more earing during this period. Mphasi S managed to perform
well in Indian business segment. Its domestic Sales revenue jumped from ¥ 288.5 crin FY
2011 to ¥ 556 cr FY 2012. The Revenue Expenditure declined from 47.20% in pre recession
period to 11.26 % in post post-recession period. The MphasiS's overseas business especially
in USA & EMEA region was badly affected by recession. Its sales revenue in USA, EMEA &
APAC region was < 2454.05 cr,¥750.9 cr & T447.63 crin March31, 2010 and reduced to
2216.66 cr, ¥557.89 cr & T 217 cras on March 31, 2012 respectively. Industry leader TCS
was also not free from the recessional impact. Forex earning was plummeted from 30.87%
in pre-recession period to 22.28% in post-recession period following the drop in sales in
America and Euro Zone from T 12718 Cr. & T 6487.6 crinMarch 31,2009to ¥22415¢cr. &
T 9386 cr in March 2012 respectively. The total expenditure had significantly declined
(from31.89% to 15.97%), particularly in the Employee cost (from 71.50% to 17.45%),
Selling and Administration Exp (from 37.78% to 12.51%) except interest cost. TCS is the
only company did not follow in reduction of R&D cost which grew from ¥42.31 crin March
312009 to X127.16 cr.inMarch31,2012.

Thus, the software firms exclusively depending on overseas market were undoubtedly
affected by the recession despite their reduction in total expenditure. However, interest cost
was found to be most deterrent of firm's profitability.

Now to find interrelationship among the variables as identified earlier we have calculated
correlation matrix for each of the sample firms.
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TableA: Pearson Correlation of HCL Technologies (n = 8)

Reported Rev.exp | Employee S&D |[Advt | R&D | Interest
Net in foreign | cost Exp Exp cost cost
Profit |earning

Reported Net 1.000

Profit

Rev.expin 393 1.000

foreign earning

Employee Cost | .918** |.227 1.000

S&DExp S134* 11202 920** 1.000

Advt Exp 547 .703* .629* .789** 11.000

R& D cost -.194 .760 =278 -103  |.493 1.000

Interest cost J11x* 0 1-.091 855*% 877** |.469 | -485 | 1.000

Source : Self calculation

It is seen that cost components like employee cost, Selling and Distribution Expenses and
interest cost have significant influence on the reported net profit (RNP). Interestingly, R&D
cost is negatively related to RNP in case of HCL Technologies. The reason of such negative
relationship may be attributed to firm's inability to leverage the benefit of R&D expenditure
because of demand slowdown in developed countries; America and Euro Zone in particular.
Similarly we have calculated the correlation of coefficient among the aforesaid variables in

all other sample companies. However the findings do not differ from the above. ;

Now, to assess the impact of each of the above cost components on the reported net profit
(RNP) we have conducted multiple regression analysis.

The results are summarized in the table hereunder:
Table B: Regression Results, RNP dependent variable (2005 to 2012).

Cos B Value (Standardized Coefficients) R’ |Fvalue
(Sig.)
Rev. Exp|Emplo-| S&D | Advertise R&D | Interest
In yee Exp. | ment Exp{ Cost | cost
foreign |Cost
earning
Software .023 106 |.407 |NA NA |.515 997 |249.917**
Industry (.000)
Large
HCL 610 809 |.729 |-1.050 .164 |.008 .97416.292(.296)
Techno-
logies
Igate -.694 17 853 |-.035 NA |-354 |.9122.060(.483)
Computer
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Infosys 569 -120 |.563 |-.113 070 |.085 999 [ 239.049*
(.049)

MphasiS 1.926 |.485 -1.216.208 -1541-.032 | .986|23.669*
(.041)

OracleFin. | 2339 |-3.788 [1.256 |-.712 NA |1.039 [.993]54.001*

Services (.018)

Polaris .032 .883 312 [-.130 NA [-314 | .861]2.485(311)

Financial

Mahindra- | -2.343 |4.059 |-1.265]-.434 J07 |-1.608 | .994 (27.505(.145)

Satyam

Computer

TCS 699 -1.579 |1.064 INA 797 |.061 992 (51.204*
(.019)

Tech -.700 1.354 |.272 |-.490 NA [-.155 |.614(0.637(.704)

Mahindra

Wipro -.242 653 -.348 [1.383 NA |[-.622 [.997]140.605%*
(.007)

Source : self calculation

The Coefficient of Determination (R?) , in Infosys (0.999), Wipro & Software Industry
Large (0.997), Mahindra- Satyam Computer (0.994), Oracle Fin.Serv. (0.993), TCS (.992),
MphasiS (.986) is found to be significantly large indicating the fact that regression is well
fitted which is confirmed by the statistically significant F values. Generally, if the
significance value of the F statistic is small (smaller than say 0.05) then the independent
variables do a good job explaining the variation in the dependent variable. From the above
table it has been found that the independent variables considered in the model have explained
more than 90% variation in the Reported Net Profit (RNP) of sample companies except
Polaris Financial and Tech Mahindra. In other words, the independent variables; revenue
expenses in Forex earning, Employee Cost, Selling & Administration Exp., Advertisement
Exp., R&D Exp., and Interest cost are perfectly explaining the variations in the Reported Net
Profit of the firm. However, in case of the other sample companies where regression is not
significant, it indicates the fact that management should devise strategy to leverage their
potentiality in leveraging benefits of these expenditures.

The B value of Employee cost was found to be highest (4.059) in case of Mahindra Satyam
Computer followed by Tech Mahindra (1.354) and Polaries Financial (0.883). It indicates
that employee cost has significant impact on the RNP of the companies. In other words, the
knowledge based companies could only flourish with talent pool in their employee portfolio
and thus, such cost needs to be incurred for acquiring and retaining key employees. On the
contrary, the negative 3 value (-3.788) for employee cost in case of Oracle Financial Service
indicates the fact that the company's talent pool is not contributing towards its growth of
RNP.
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Selling & Admin Expenses in case of Oracle Financial Service (B=1.256), TCS (B=1.064)
and Polaris Financial (B=0.853) have positive impact on dependent variable, RNP. While,
Mahindra -Satyam Computer (3=-1.256), Mphasi$ ($=-1.216) and Wipro (B=0-.348) needs
urgent steps to control such expenditure. Similarly, Advertisement Expenses have negative
impact on profitability in most of the companies like HCL Technologies (f=-1.050), Oracle
Financial Services (B=-0.712) etc except Wipro (B= 1.383) and MphasiS (= 0.208).
Interestingly, none of companies have leveraged the benefit of R&D expenditure as the 3
value is either negative or less than 1.0. On the other hand, all companies were experiencing
the high burden of interest cost over the period under review.

Conclusion:

From the aforesaid analysis it may be inferred that financial recession made significant dent
in the bottom line of the software firms. The study exhibited a strong correlation particularly
between Reported Net Profit and Interest cost and selling & Distribution expenses.
Moreover, the firms particularly in the context of demand slowdown and low investors
confidence failed to leverage benefit from R&D expenditure and their existing talent pool.
The profitability of the firm, however, would gain momentum with the pace of growth of
turnover as variables like; employees cost, R&D expenditure and S& D cost except interest
cost (cost of borrowing) would bring synergy in the firms (high R2 followed by significant F
value). The soundness in the bottom line of the firms therefore hinges on crafting of firm
specific strategy like; recruiting and retaining key personnel, restructuring the debt
obligations, and strengthening the R&D wings. Besides, developing strategic alliance,
widening market access, augmenting further talent pool and so on as a part of crafting of blue
ocean strategy would definitely lead the software giants to regain their leadership status in
the market.

However, analysis pertaining to intra as well as inter firm and industry taking the basket of
cost components in a large canvas would give significant result for evolving comprehensive
and competitive cost structure strategy.
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Annexure Table I¥: CAGR of financial performance as the sample companies during March 2005 1o March 2012.

Comganies Software HCL IGate Infosys | MphasiS | Oracle Polaris Mahindra- | TCS Tech Wipro
Industry Tech Computer Fin.Serv. | Financial | S Mahindra
Parameters Large Computer
Rev.exp in CAGR 1925 1105 2961 18 2443 1705 1439 924 2184 2551 524
foreign
caming SD 1298828 19720 15268 358211 | 34040 19106 207.09 10294 779732 | 6342 3705.70
v 2080 2632 6226 3907 6524 3420 5476 | o 39 5261
Employee CAGR 1677 3470 2143 2538 7023 1797 1540 893 922 3037 2366
Cost —
SD 167466 T113.70 0110 | 416004 | 56368 20939 24877 M2 | S84 579.10 345736
v a8 5533 a2 a7 %087 3458 3283 3182 5362 5384 65
S&DExp CAGR 1543 2278 | 665 | T366 | 9% a7 a9 2191 1263 2087
SD 28701 25988 330 w13 | 1%638 4658 1993 32 34754 16450 $74.66
v 2957 3969 1583 3173 6311 1757 1803 3509 3940 353 3797
Advertisement | CAGR NA 3436 59 901 NA 3044 090 2054 NA 021 FXRE]
Exp.
P SD NA 821 143 1276 0035 240 38 244 NA 162 8485
[543 NA 4651 3014 1860 28284 10251 6536 644 NA 52.10 655
R&D Cost CAGR NA NA NA 1699 NA NA NA ~100 NA NA NA
SD NA 738 NA 39 027 NA NA 119 4198 [F5F] NA
o™ NA 16579 NA 88838 19056 NA NA 1749 76.50 3168 NA
Interest Cost | CAGR €193 5028 537 1041 618 NA 1180 36386 [%7) NA 540
SD 896 @ 205 052 102 a1 989 1299 612 %7 198.71
[53 8995 9323 3566 3763 417 13868 2819 10206 6514 73168 13575
Total CAGR 2180 82 1758 2464 B4l 2761 1458 1047 2411 2761 2493
Expenditure
SD 36489 1659.96 0586 | 56917 | 99707 ESRE] 31017 IL00 | 684191 | 133373 | 679571
(5] 498 4588 3475 4646 6869 5747 7278 69.48 %09 4701 567
Reported Net | CAGR 2166 %93 1704 B 4804 2761 974 698 915 3060 1773
Profit
SD 798875 57 17070 | 218235 | 38538 3173 61 318699 | 291497 33688 B1a79
v =38 4726 X a8 91.78 5747 G 4146 | 5595 7531 3921
Debt Equity CAGR 6020 2% NA NA NA NA NA NA 100,00 NA W35
Ratio
SD (53 009 NA NA 0018 NA o1 [XE} 0052 [¥7] 32053
o 9453 97.10 NA NA 1834 NA 26284 20741 231.24 12251 23662
ROCE CAGR EX7) 1400 a2 28 1458 033 996 166 YT Ex] 793
R
SD 14388 £50 EXE) a5 1459 245 7a22 1543 2160 2733 17.53
5] 3101 3273 1728 1097 50.02 1149 1309 83.17 3553 5965 26653
.
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Annexure Table 11 *: CAGR of financial perfor e as the ple companies during March2005 to March
2008. (Pre-recession period)
pe
Comp Softw HCL IGate Infosys | MphasiS | Oracle | Polaris Mahindra- | TCS Tech Wipro
i Industry Teck Computer Fin.Serv | Financial | Satyam Makindra
Parameters large . Computer
Rev.exp in CACR | 3342 3498 288 3280 4720 2593 1413 3693 2.0 60223 %93
foreign
carning SD 748951 26727 7504 174282 | 14155 12235 6378 127242 157377 | 74065 114834
[&] 3705 308 5259 374 5464 2984 1879 365 3.0 R23 2945
Employcc CAGR | 4L12 5228 2365 3485 16266 3081 1726 3618 7150 5131 35
Cost et szt < B OO 0. . D
SD 10425.64 529.63 152.78 2062.43 2958 21609 124.63 1323.03 322375 39342 139974
v 139 2301 2890 RM 10045 ExT) 219 3935 saa 5474 3704
S&DExp CAGR | 3344 60 1810 2362 9329 17.82 079 3358 3378 X 3136
SD 216545 20159 39.89 299.44 9721 SL 7.11 mx» 34256 p77¥5] 34028
v 3552 4230 2161 2153 8261 21.90 651 3755 3487 5370 3224
Advertisement | CAGR | NA 12073 1420 13.10 NA 16,08 160 X7 NA 978 2643
Exp.
p SD NA 137 135 145 005 197 137 193 NA 173 3561
v NA 7415 3529 239 200 46.39 230 3759 NA 60.39 3023
R&D Cost CAGR | NA NA NA 7 NA NA NA 1936 30.16 NA NA
SD NA ®62 NA 566 NA NA NA 076 16.30 NA NA
v NA 9%.79 NA 1134 NA NA NA 10 68.56 NA NA
Interest Cost | CAGR | 7895 027 1667 0 EFS NA 055 %35 3098 NA 17576
SD 59.44 550 1.97 0 225 NA 0125 309 335 504 5578
[8] 1269 4365 2993 0 12492 NA 0.6 72.61 61.60 11929 16812
Total CAGR | 3898 4867 270 3291 89.92 2705 1343 3461 31.89 5830 3704
Expenditure
SD 17797.68 107041 2227 1187.00 559.81 306.10 12636 162430 330627 1199.85 3661.69
cv 41.85 43.06 3006 37.74 79.62 30.44 17.82 38.06 3480 63.30 3899
S—
Reported Net | CAGR | 3307 B34 %03 3291 6356 2163 050 3175 3503 6.0 2102
Profit
SD 4650.76 32071 10878 1187.00 7544 875 2733 40521 117328 12585 728.18
cv 36.97 45.01 3697 37.74 63.04 3281 54,95 3160 36.62 73.80 3092
Debt Equity CAGR | 1674 370 NA NA NA NA NA NA -100.00 | NA 179
Ratio ;
SD 0.13 0.01 NA NA NA NA NA NA 0.07 003 0.08
v 76.19 7071 NA NA NA NA NA NA 15661 13266 14465
ROCE CAGR | 1650 220 4056 752 3235 EYRD) 231 3 2190 373 ETE)
SD 12443 11.04 1.82 457 6.19 320 541 050 25.59 26.11 59
oV 2596 4552 1129 9.59 451 1539 49.30 296 3521 “434 1593
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