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ABSTRACT

structure provides lowest business risk?

In today's competitive business scenario, the task of framing appropriate strategy is important to stabilize a firm's earnings
(business risk) and add value to firm's owners (financial risk). Business risk is defined as representing the risks to the
company's operating results. Financial risk is the risk inherent in the company’s choice of financing structure. The concept
of financial risk can be combined with the business risk profile, in order to develop logical alternative financial strategies for
different type of business. Combining together a high business risk strategy gives a very high total risk profile. This paper
attempts to analyze the business and financial risk of Indian corporate sector (3 different industries - 15 selected companies
from BSE 100) during post liberalization period specifically from fiscal year 1999 to 2009. This paper uses co-variation and
Ratio analysis as a primary method to determine the business and financial risk. The paper evaluates the interdependence
of business risk and financial risk and analyzes the theoretical concept - "higher the risk higher the return”. Further, the paper
checks for uniformity amongst capital productivity risk, cost structure and liquidity risk. Finally, the study tries to answer the
following questions - How the capital structure affects the earning capacity of selected industries? Which portfolio of capital

Keywords : Business Risk, Competitive Business, Corporate Sector, Financial Risk

INTRODUCTION

The risk management procedure being currently followed
tend to be reactive than proactive. Risk management is es-
sential for a firm to stabilize its earnings and to add value to
its owner’s wealth. Firms adjust business risk and financial
leverage to obtain the desirable amount of total systematic
risk. In today’s competitive business scenario, it is tough task
to design the appropriate strategies for managing risk. All the
firms have to face the risk in different form. Therefore it is es-
sential for every firm to achieve its objectives through manag-
ing risk within their risk appetites.

The total risk can be broadly divided into - business risk and
financial risk. Business risk was defined as representing the
risks to the company’s operating results. Financial risk is the
risk inherent in the company’s choice of financing structure.
Business risk is caused by several factors which are catego-
rized as (i) industry-specific factor (ii) company-specific factor
(iii) general factor. General factors are those factors which
affects the entire sector. They are fluctuation in foreign ex-
change, competition, inflation, government import and export
regulation etc. Company- specific factors are focused on hu-
man resource which is under the control of management.
Industry- specific factors are related to which the company
belongs, special status enjoyed by the industry.

REVIEW OF LITERATURE

Bodla .B.S and RichaVerma (2008)1 discuss that the opera-
tional risk is the risk of loss resulting from inadequate or failed
internal process, people and systems or from external events.
He suggested that irrespective of sector and size of bank,
the risk management and the operational risk management
framework of banks in India are on the right and they are
based on the RBI’s guidelines issued in this regard. He also
highlighted that credit risk is the most important risk faced by
the schedule commercial bank in India.

Cesare Conti and ArnaldoMauri (2008)2 described in his ti-

tle “Corporate financial Risk Management: Governance and
Disclosure Post IFRS7” the main aspects of the regulatory
context of CFRM and gave guidelines in the new context of
CFRM, accounting data and internal reporting should be ap-
proached and integrated in a new way, to promote the lan-
guage of value creation.

Strauch, Brain.A (2008)3 in “Profitability and business risk of
fall versus spring calving in Wyoming” examined the profitabil-
ity and business risk (Profit variability) associated with three
spring calving and two fall calving enterprises are analyzed
using linear programming (GAMS) and @ RISK stimulation.
Twenty years of livestock price data, published budgets, and
interview data are used in the analysis. For all enterprises, the
fall cow-short yearling model is the most profitable enterprise
and renders the least business risk. The spring cow-short
yearling enterprise is the least profitable and renders the most
business risk of all enterprise.

Amit K Malik and Debasish Sur (2009)4, in his title “Business
and Financial Risks in Indian Corporate Sector: An Empiri-
cal Analysis in the Post-Liberalization Era” suggested that no
industries proved itself as an aggressive risk-taker , as no
one was placed in the high risk-high return category during
the study period. Although a ‘high-low’ combination of busi-
ness risks and financial risks in theoretically desirable, there
is no strong evidence of positive and negative relationship
between business and financial risks associated with the se-
lected companies was noticed during the study period.

M.Eleftheriadis, K.A. Agorasto and P.G. Efthymoglou (2009)5
in their research work entitled “An investigation of the relation-
ship between Business and Financial risk using Accounting
Data” have critically investigated the effect of business risk to
the determination of financial leverage and of the level of total
systematic risk. The empirical tests were carried on a sample
of 319 firms from the food and beverage manufacturing sec-
tor. The study revealed that there is an inverse relationship
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between the variables of operating beta and mean debt ratio
which measures business risk and financial leverage respec-
tively. Consequently, the empirical findings supporting the
hypothesis is operative for the cluster of food and beverage
manufacturing companies.

OBJECTIVES OF THE STUDY
The objectives of the study are:

v" To determine the extent of benefit obtained from business
risk and financial risk.

v' Measuring the business risk, financial risk and total risk
with effective statistical tools.

v" To determine the risk-return status of the selected compa-
nies in Indian industries.

v" To determine the major components of business risk
namely Cost Structure Risk (CSR), Capital Productivity
Risk (CPR) and Liquidity Risk (LR).

v" To evaluate the interdependence of business risk and fi-
nancial risk.

v" Analyze whether the results correlate with theoretical as-
sumption.

GEOGRAPHICAL AREA OF THE STUDY AND METHOD-
OLOGY

BSE 100 includes 18 major groups of industries. Of these 3
groups of industries are selected for study. Under each group
five companies are selected for analysis. The selected 3 in-
dustries and 15 companies were listed in appendix 1.The
secondary data used in the study for the period 1999-2000 to
2008-2009 was taken from capital line of capital market. The
statistical tools used are ratio analysis, standard deviation,
mean, co-variance, simple correlation, rank correlation.

ANALYSIS REPORT

Table 1: Total risk of each of the selected industries has been
measured by the coefficient of variation (CV) of its return on
equity and the business risk has been measured by the CV of
its operating profit to capital employed (OPCE).The difference
between total risk and business risk is taken as financial risk.
The financial risk and business risk was high in Refineries
followed by Steel and then Automobiles.

Table 1: Ranks of business and financial risk of the se-
lected Indian
Corporate industries

Industry Bulgggﬁss Rank Firhaigﬁial Rank E;il Rank
Automobiles 0.37 3 0.42 3 [079] 3
Refineries 0.69 1 1.45 1 2.32 1
Steel 0.58 2 0.74 2 |128| 2

Source: Computed from Capitaline corporate data base

Three major components of company - specific business
risk namely cost structure risk (CSR) ,capital productivity risk
(CPR), and liquidity risk (LR) of each of the selected compa-
nies have been measured by the CV of cost to sales ratio and
CV of capital turnover ratio and that of working capital ratio.

Table 2 depicts that average cost structure risk and average
capital productivity risk is low in Automobiles. Average cost
structure risk is high in Steel industry compare to Refineries.
Average productivity risk is high Refineries than Steel indus-
try. The negative value of average liquidity risk exhibits that
liquidity is more dangerous in Automobiles followed by Steel
and Refineries.

Table 2: Ranks of various components of Business risk
of the selected Indian industries

Average Average Average
Industry Cost Struc-{Rank | Productiv- (Rank | Liquidity | Rank

ture Risk ity Risk isk
Automobiles 0.08 3 0.26 3 -1.21 2
Refineries 0.10 2 0.67 1 1.66 1
Steel 0.41 1 0.60 2 | 205 | 3

Source: Computed from Capitaline corporate database.

Risk-Return Status - Indian Industries

Risk-Return status of the selected companies in Indian Indus-
tries was assessed on the basis of operating profit to capital
employed with business risk and Return on equity risk of the
selected companies.

Table 3 a: Risk-Return status based on business risk and
operating profitability of the selected companies in In-
dian Industries

EC High Moderate Low
Business (2 30%) (15% -30%) | (< 15%)
High(20.40) = |—- Refineries, Steel [-—---
Moderate (>0.25<0.40) [Automobiles |------ |-
Low (£0.25) |- e e

Source: Computed from Capitaline corporate data base

Table 3a exhibits Automobiles was a moderate risk with high
return industry. Refineries and steel industry was a high risk
with moderate return.

Table 3 b: Risk-Return status based on total risk and
owner’s return

ROE High (230%) Moderate | Low SS

Total Ris (15%-30%)| 15%
High (22.00) Refineries |  —--
Moderate(>1.00<2.00) Steel | - | -
Low (£1.00) Automobiles [ - —

Source: Computed from Capitaline corporate data base

In Table 3b, the Risk-Return profile of the selected industries
was assessed on the basis of total risk and owner’s profitabil-
ity. Return on equity is considered for assessing owner’s prof-
itability. The above table shows us that Refineries falls under
high risk high return. Steel was facing moderate risk with high
return. An automobile was facing low risk with high return.

Table 4: Analysis of correlation between business and
financial risk

Person’s Simple Spearman’s Rank
Correlation Correlation
0.87 1
(significant) (not applicable)

Table 4 shows the extent of relationship between business
and financial risk associated with the selected companies
through correlation coefficient between business risk and
financial risk taking into account of their magnitudes (i.e.
by Pearson simple correlation coefficient), ranking of their
maghnitudes (i.e. by Spearman’s rank correlation coefficient).
In order to test whether the Pearson’s simple correlation co-
efficient is statistically significant or not the t-test has been
applied. Table 4 reveals that both correlation coefficients are
perfectly positive and the Pearson’s simple correlation was
found to be statistically significant. So, study reveals that, dur-
ing the period there is perfect correlation between business
and financial risk which accepts the theoretical arguments.

Table 5: Results of Pearson’s correlation coefficient

Business Risk & | Financial |Total Risk & | Total Risk &
Operating Profit | Risk & ROE ROE Operating Profit

-0.99 -0.027 -0.99 -0.90

Table 5 reveals that negative correlation arouse between
business risk and operating profit, financial risk and ROE ,To-
tal risk and ROE, Total risk and operating profit.

CONCLUSION

The ranks of business and financial risk of the selected In-
dian corporate industries are same. It reflects that both the
risks are associated with each other. When a financial risk in-
creases there is a corresponding increase in business risk, it
indicates that if financial risk is controlled it will give a positive
impact on business risk. A ‘high-low’ combination of business
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risk and financial risk is theoretically desirable, but the study
shows it is wrong.

The results of the study on the relationship between business
risk and operating profit and that of financial risk and return
on equity in the analysis of correlation, do not confirm to the

How ever the study has some limitation. The study is
based on the secondary data published by the com-
pany. Therefore the resultant accuracy is based on
the accuracy of the published data. The cost structure
risk result does not consider the forex management.
Only the period of the study is ten years.

theoretical argument that the higher the degree of risk, the
greater the profitability.

Appendix 1
List of Industries and companies under Study
Industries Company Industries Company Industries Company
1.Ashok Leyland 1.BPCL 1.JSW
2.Hero Honda 2.Essar oil g.sr:.:.;
Automobiles 3.M&M Refineries 3. HPCL Steel 4:Welspun Guj
4 Tata Motors . 4. IOC}L ) ; stah
5.Maruti Suzuki 5.Reliance industries 5_Jindal
Appendix 2
Company wise risk-return data
Company | Rk | Rk | Rk | GaptalProduc. | CostStucwre | RS
(BR) (FR) (TR) (LR)
Ashok Leyland 0.32 .36 0.68 0.36 0.08 0.86
Hero Honda 0.25 0.30 0.55 0.17 0.02 -1.08
M&M 0.36 0.10 0.46 0.27 0.16 -4.38
Tata motors 0.52 0.87 1.39 0.4 0.05 -3.37
Maruti Suzuki 0.42 0.46 0.88 0.08 0.07 1.91
Average 0.37 0.42 0.79 0.26 0.08 -1.21
BPCL 0.39 0.02 0.37 0.13 0.02 17.87
Essar oil 2.17 -7.82 -5.65 2.63 0.38 -4.2
HPCL 0.49 -0.1 0.39 0.20 0.04 -7.26
lIoCL 0.23 0.10 0.33 0.09 0.02 1.03
Reliance Indus- 0.15 0.53 0.68 0.30 0.05 0.86
Average 0.69 -1.45 -0.78 0.67 0.10 1.66
JSW 0.80 0.50 1.3 0.58 0.09 -2.65
SAIL 0.61 1.05 1.66 0.49 0.13 -3.70
Tata 0.45 0.42 0.87 0.42 0.48 2.98
Welspun Guj 0.68 0.76 1.44 0.61 1.29 06
Jindal 0.19 0.95 1.14 0.22 0.06 0.72
Average 0.55 0.74 1.29 0.60 0.41 -2.05
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