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About This Course
FIN703 – Strategic Finance studies finance as a driver of corporate strategy: how financing,

investment, and risk decisions create or destroy shareholder value in competitive markets. This

handout covers value-based management, capital structure strategy, dividend strategy, mergers and

acquisitions, corporate restructuring, real options, international strategic finance, and financial strategy

in crises — with applications to Pakistani listed companies.

Each lecture gives learning objectives, core explanations with definitions, examples, exam key points,

a summary, and review questions.
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Lecture 1: Value-Based Management

Learning Objectives

• Define strategic finance

• Explain VBM and EVA

Strategic finance starts from a single premise: the firm's objective is to maximize long-term shareholder

value, and every financial decision — invest, finance, pay out, hedge — must be judged by whether it

creates value (positive NPV). Value-based management (VBM) translates this into operations: set

value targets, link compensation to value metrics (EVA, CFROI), and allocate capital to its

highest-value uses.

Economic Value Added (EVA = NOPAT − capital charge) is VBM's flagship metric: it charges operating

profit for the full cost of capital, so growth only counts if it earns above WACC. Firms like Stern

Stewart's clients restructured around it — selling value-destroying divisions, tying bonuses to EVA

improvement.

Critiques to know: shareholder primacy vs stakeholder theory (does maximizing shareholder value

ignore employees, communities?); short-termism (quarterly pressure vs long-term value); and

measurement gaming. The exam-ready position: value maximization is the best available objective

because shareholders are the residual claimants — but long-term value, properly measured, already

incorporates stakeholder health.

Key Definitions

EVA (Economic Value Added) is defined as operating profit minus a charge for all capital employed

(debt and equity) at WACC; positive EVA means true value creation.

Examples

■ EVA: a division earning Rs. 120m on Rs. 1,000m capital at 10% WACC creates Rs. 20m EVA —

growth below WACC destroys value.

■ VBM in practice: bonuses tied to EVA improvement, not accounting profit.

Key Points — very important for exams

Objective: maximize long-term shareholder value; every decision judged by NPV.

EVA = NOPAT − WACC × capital: growth counts only above the cost of capital.

VBM: value targets, EVA-linked pay, capital to highest use.

Critiques: stakeholder theory, short-termism — answer: long-term value absorbs them.

Review Questions

? Why is accounting profit a poor value metric?

? Design an EVA-based bonus plan.
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Section Summary

Strategic finance = value discipline: measure true economic profit, reward it, and starve value

destroyers of capital.

Exam Pointers

→ What is value-based management?

→ Defend shareholder value maximization against stakeholder critiques.

Lecture 2: Capital Structure Strategy

Learning Objectives

• Apply capital structure theories

• Derive strategic implications

Capital structure strategy asks what mix of debt and equity maximizes value. The Modigliani-Miller

irrelevance theorem (no taxes, no frictions) is the baseline: value comes from assets, not financing.

Then frictions make structure matter: the tax shield favors debt; bankruptcy and agency costs limit it —

the trade-off theory's optimal point balances them.

The pecking order theory (Myers) says firms prefer internal funds, then debt, then equity — because

managers' willingness to issue equity signals overvaluation. Signaling and market-timing theories add

that issues convey information: equity issues often depress prices, buybacks signal confidence.

Strategic implications: match debt maturity to asset life, keep financial flexibility (unused debt capacity)

for opportunities and crises, and consider control — concentrated owners (common in Pakistan's family

firms) avoid equity that dilutes control. Target ratings matter: investment-grade access lowers crisis

funding costs.

Key Definitions

Tax shield is defined as the present value of corporate tax savings from debt interest deductibility.

Examples

■ Trade-off: a stable utility carries 60% debt (tax shield, low distress risk); a biotech startup carries

near-zero debt.

■ Pecking order: Pakistani family firms fund expansion from retained earnings first to avoid diluting

control.

Key Points — very important for exams

M&M;: baseline irrelevance; frictions (tax, distress, agency) make mix matter.

Trade-off: tax shield vs bankruptcy/agency costs.

Pecking order: internal → debt → equity (signaling).
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Strategy: maturity matching, flexibility reserves, control considerations.

Review Questions

? Should a profitable firm with no debt lever up? Analyze.

? How does family ownership change the pecking order?

Section Summary

Financing strategy balances tax gains against distress risk and information costs — while keeping

powder dry for the future.

Exam Pointers

→ Explain the trade-off theory of capital structure.

→ Why do equity issues typically depress share prices?

Lecture 3: Dividend and Payout Strategy

Learning Objectives

• Debate payout relevance

• Choose payout instruments

Dividend policy looks irrelevant under M&M; (investors can homemade-dividend), but frictions make

payout strategic: signaling (dividend initiations/omissions move prices sharply), clientele effects

(income investors vs growth investors), agency (payouts discipline empire-building managers), and

taxes.

Share repurchases are the flexible alternative: no commitment, tax-efficient in many jurisdictions, and

they signal undervaluation — but they can also mask weak investment opportunities or manipulate

EPS. The strategic choice depends on growth opportunities: high-growth firms retain; mature cash

cows distribute.

Pakistani context: many listed firms pay erratic dividends; family-controlled firms sometimes retain

excessively (agency concern for minority shareholders). SECP's corporate governance code pushes

disclosure, but payout discipline remains weak — a live governance issue for exams.

Key Definitions

Dividend signaling is defined as the idea that dividend changes convey managers' private

information about future earnings.

Examples

■ Signaling: a dividend cut typically knocks 5–10% off the share price — managers avoid it until

forced.

■ Agency: payouts stop managers from wasting free cash flow on pet projects.
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Key Points — very important for exams

M&M; irrelevance vs signaling, clientele, agency, tax frictions.

Repurchases: flexible, tax-efficient, signal undervaluation — but can mask stagnation.

Rule: retain where growth opportunities exceed WACC; distribute the rest.

Pakistan: erratic payouts, family-firm agency issues — governance angle.

Review Questions

? When should a firm initiate a dividend?

? Are buybacks good for long-term shareholders?

Section Summary

Payout policy is information and discipline: signal confidence, disgorge unusable cash, and match the

instrument to the message.

Exam Pointers

→ Is dividend policy relevant? Present both sides.

→ Compare dividends vs share repurchases.

Lecture 4: Mergers and Acquisitions

Learning Objectives

• Analyze M&A; motives

• Apply valuation discipline

M&A; is the boldest strategic finance move: motives include synergies (cost savings, revenue

enhancement), market power, acquiring capabilities/talent, diversification (usually value-destroying),

and managerial empire-building (the agency motive behind most failures). The evidence is sobering:

acquirers on average earn zero or negative returns — targets' shareholders capture the gains.

Valuation discipline decides: pay no more than standalone value plus real, achievable synergies,

discounted for integration risk. Methods — DCF, comparables, precedent transactions — must be

triangulated; the winner's curse (overpaying in competitive auctions) is the classic trap. Payment

method signals: cash bids signal confidence; stock bids signal the acquirer's shares are overvalued.

Pakistani M&A;: banking consolidation (mergers creating larger banks), cement and telecom deals, and

cross-border acquisitions by Pakistani groups. Regulatory layers: SECP, Competition Commission of

Pakistan (antitrust review), and SBP for banks.

Key Definitions

Winner's curse is defined as overpaying for a target in a competitive bidding process — the classic

M&A; trap.
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Examples

■ Synergy math: Rs. 500m cost savings capitalized at 10% = Rs. 5bn maximum premium

justification.

■ Banking consolidation: mergers to meet SBP capital requirements and gain scale.

Key Points — very important for exams

Motives: synergies, power, capabilities; agency/empire-building drives failures.

Acquirers ≈ zero returns on average; targets win — bid disciplined.

Value ≤ standalone + real synergies − integration risk.

Payment signals: cash = confidence, stock = overvaluation fear.

Review Questions

? Design an M&A; bid-discipline checklist.

? Should the Competition Commission block a merger? On what grounds?

Section Summary

M&A; creates value only when synergies are real, priced, and captured — most deals fail at least one

test.

Exam Pointers

→ Why do acquirers typically earn poor returns?

→ How should an acquirer value synergies?

Lecture 5: Restructuring and Private Equity

Learning Objectives

• Classify restructuring

• Analyze distress decisions

When strategy fails, restructuring restores value: operational (cost-cutting, asset sales), financial (debt

renegotiation, debt-for-equity swaps), and portfolio (spin-offs, carve-outs). Leveraged buyouts (LBOs)

use debt to take firms private, betting that leverage disciplines managers and private ownership

enables painful fixes — the private-equity model.

Distress follows a predictable path: covenant breach → liquidity crisis → restructuring or bankruptcy.

The strategic finance lens: preserve enterprise value (which exceeds liquidation value for viable firms)

by restructuring claims quickly — delay destroys value through asset fire sales and talent flight.

Pakistan's distress landscape: circular debt in energy (a quasi-fiscal restructuring problem), sick

industrial units, and SBP's corporate restructuring frameworks. The exam angle: distinguish illiquidity

(solvable by restructuring) from insolvency (needs debt reduction) — confusing them wastes either
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creditors' money or viable firms.

Key Definitions

LBO (Leveraged Buyout) is defined as acquiring a company using mostly borrowed money, with the

target's assets/cash flows as collateral.

Examples

■ Spin-off: separating a conglomerate's food and cement divisions to unlock sum-of-parts value.

■ Circular debt: Pakistan's energy chain arrears — restructuring without reform recurs.

Key Points — very important for exams

Operational, financial, portfolio restructuring; LBOs as private restructuring.

Distress path: covenant breach → liquidity crisis → restructure or liquidate.

Preserve enterprise value: speed matters; delay destroys.

Illiquidity vs insolvency: diagnose before prescribing — very important.

Review Questions

? When is an LBO value-creating vs value-extracting?

? Design a restructuring plan for a distressed textile mill.

Section Summary

Restructuring is strategy in reverse: cut claims and costs to match reality, fast enough to save the

viable core.

Exam Pointers

→ What are the types of corporate restructuring?

→ Distinguish illiquidity from insolvency.

Lecture 6: Real Options

Learning Objectives

• Define real options

• Apply option thinking to strategy

Traditional DCF undervalues strategic flexibility: the option to delay, expand, abandon, or switch a

project has value that NPV ignores. Real-options analysis prices this flexibility: an R&D; program is a

call option on a future product; a pilot plant is an option to expand; a lease (vs buy) is an option to

abandon.
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Valuation uses option logic: more uncertainty raises option value (unlike NPV, which penalizes it), and

staged investment creates compound options. The practical use is disciplined experimentation: fund

the pilot (buy the option), expand only on success (exercise), kill failures cheaply (let expire).

Applications: natural-resource investments (option to mothball a mine), pharma pipelines, and

market-entry strategies. Limitations: complexity, parameter estimation, and organizational discipline —

real options fail when managers can't actually abandon pet projects. For exams: real options don't

replace DCF; they value the flexibility DCF assumes away.

Key Definitions

Real option is defined as the value of managerial flexibility — to delay, expand, contract, or abandon

— embedded in investment opportunities.

Examples

■ Pilot plant: Rs. 50m pilot buys the option (not obligation) to build a Rs. 500m factory.

■ Mine mothballing: the option to suspend when prices fall has quantifiable value.

Key Points — very important for exams

NPV ignores flexibility; real options price it.

Types: delay, expand, abandon, switch — R&D; as a call option.

Uncertainty raises option value (opposite of NPV intuition).

Use: staged investment discipline; limit: needs real abandonment ability.

Review Questions

? Value a market-entry decision as a compound option.

? Why do firms underuse real options?

Section Summary

Strategy is a portfolio of options: buy them cheap (pilots), exercise winners, abandon losers — and

value the flexibility properly.

Exam Pointers

→ What is a real option? Give three types.

→ How does uncertainty affect option value vs NPV?

Lecture 7: International Strategic Finance

Learning Objectives

• Adapt finance to cross-border settings

• Design hedging strategy
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International strategic finance adds currency, political, and institutional dimensions. Foreign investment

appraisal must handle exchange-rate forecasts (PPP as a long-run anchor, but wide short-run swings),

political risk (expropriation, currency controls), and different costs of capital — country risk premiums

raise hurdle rates for Pakistan projects versus German ones.

Hedging strategy: transaction exposure (contracted FX) is hedgeable with forwards/options; translation

exposure (accounting) usually isn't worth hedging; economic exposure (competitiveness effects) is

managed operationally — sourcing, pricing, location. Over-hedging is its own risk: hedging accounting

noise while ignoring strategic exposure.

Financing across borders: Eurobonds, syndicated loans, and development finance (IFC, ADB).

Pakistan's corporates tap international markets selectively — Eurobond issues by the sovereign set the

benchmark; political risk and FX volatility keep the country premium high. The exam synthesis:

international finance = domestic finance + currency + country risk.

Key Definitions

Country risk premium is defined as the additional required return investors demand for a country's

political and economic risks.

Examples

■ Hurdle rates: a Lahore project's WACC includes a Pakistan country premium over the German

equivalent.

■ Operational hedge: exporting firms borrowing in dollars create natural hedges.

Key Points — very important for exams

Add FX, political risk, and country premiums to appraisal.

Hedge transaction exposure; manage economic exposure operationally.

Country risk premium raises Pakistani hurdle rates — know why.

International funding: Eurobonds, syndicates, DFI money.

Review Questions

? Should a Pakistani exporter hedge 100% of receivables?

? How do DFIs (IFC/ADB) change project finance?

Section Summary

Borders add currency and country risk: price them into hurdle rates, hedge what is hedgeable, and

operate flexibly against the rest.

Exam Pointers

→ How does cross-border investment appraisal differ?

→ What should be hedged: transaction, translation, or economic exposure?
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Lecture 8: Working Capital and Treasury Strategy

Learning Objectives

• Manage the cash cycle strategically

• Design treasury policy

Working capital is strategy, not bookkeeping: the cash conversion cycle (inventory + receivables −
payables days) ties up capital that could earn returns. Shortening it — faster collection, leaner

inventory, negotiated payables — frees cash without raising capital. Aggressive (lean) vs conservative

(buffered) working-capital policies trade carrying costs against stockout and disruption risk.

Supply-chain finance extends this: reverse factoring lets suppliers borrow against the buyer's credit,

stabilizing the chain. In Pakistan's context — energy costs, circular debt delays, and seasonal

agriculture — working-capital management is survival: firms fail from illiquidity while 'profitable'.

Treasury strategy centralizes the function: cash pooling, payment factories, and disciplined FX and

interest-rate risk policies. The exam point: working capital is the highest-frequency value lever — small

cycle improvements compound into large value gains.

Key Definitions

Cash conversion cycle is defined as days inventory + days receivables − days payables; the cash

tied up in operations.

Examples

■ Cycle math: cutting receivables from 60 to 45 days on Rs. 2bn sales frees Rs. 82m cash.

■ Reverse factoring: a large buyer lets small suppliers finance at its own low rate.

Key Points — very important for exams

Cash conversion cycle = the operating cash trap; shorten it.

Lean vs buffered: carrying cost vs disruption risk.

Supply-chain finance stabilizes suppliers cheaply.

Treasury: centralize cash, pool, and policy-discipline FX/rate risk.

Review Questions

? A profitable firm faces a cash crunch — diagnose via the cycle.

? When does aggressive working capital backfire?

Section Summary

Cash is strategy at high frequency: free it from the operating cycle and put it to earning use.
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Exam Pointers

→ Why is working capital strategic?

→ Compare aggressive vs conservative working-capital policies.

Lecture 9: Corporate Governance and Agency

Learning Objectives

• Apply agency theory

• Analyze Pakistani governance

Governance is the enforcement arm of value: boards must approve strategy, monitor performance, and

replace failing managers. Agency theory's tools — independent directors, audit committees,

performance-linked pay, the takeover market — all aim to align managers with owners. Where they fail,

value leaks: related-party transactions, tunneling, and empire-building.

Pakistan's governance reality: concentrated family ownership, which solves the manager-shareholder

agency problem but creates a majority-minority one — tunneling via related parties, low dividends,

opaque deals. SECP's Code of Corporate Governance (independent directors, audit committees) helps

listed firms; enforcement and true independence remain works in progress.

Executive compensation design is strategic finance in action: pay for long-term value (restricted stock,

EVA bonuses with clawbacks), not for size or accounting tricks. The exam-ready critique: options

without clawbacks reward volatility, not value.

Key Definitions

Tunneling is defined as transfer of firm value to controlling shareholders via unfair related-party

deals.

Examples

■ Tunneling: selling assets cheap to a family-owned private firm — minority shareholders lose.

■ Clawbacks: recovering bonuses paid on misstated profits.

Key Points — very important for exams

Governance aligns managers with owners: boards, pay, takeovers.

Pakistan twist: concentrated ownership → majority-minority agency (tunneling).

SECP code: independence and disclosure; enforcement lags.

Pay for long-term value with clawbacks, not for size.

Review Questions

? Design anti-tunneling protections for minority shareholders.
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? Do independent directors work in family firms?

Section Summary

Governance is value protection: align incentives, empower monitors, and adapt the toolkit to

concentrated ownership.

Exam Pointers

→ What agency problems does governance solve?

→ How does concentrated ownership change the agency problem?

Lecture 10: Crisis Management and Risk Strategy

Learning Objectives

• Plan crisis financial strategy

• Design risk management

Financial crises test strategic finance: liquidity vanishes, covenants trigger, and asset prices overshoot.

Crisis playbooks: draw credit lines early, cut discretionary spend, preserve the core (key talent,

customers), communicate with lenders before breach, and keep M&A; optionality — crises are buying

opportunities for cash-rich firms.

Risk management strategy distinguishes hedging (reducing volatility at a cost) from speculation.

Enterprise risk management (ERM) integrates financial, operational, and strategic risks under board

oversight. Derivatives — forwards, options, swaps — transfer specific risks; misuse (leverage,

complexity) caused disasters from Barings to 2008.

Pakistan's crisis toolkit: SBP's refinancing schemes, debt restructuring frameworks, and the corporate

lesson of COVID — firms with low leverage and cash buffers bought distressed assets; over-levered

ones begged for relief. The exam moral: financial flexibility is the crisis strategy; everything else is

tactics.

Key Definitions

ERM (Enterprise Risk Management) is defined as integrated, board-level management of all risk

types — financial, operational, strategic — in one framework.

Examples

■ COVID: cash-rich conglomerates acquired distressed competitors at discounts.

■ Barings/2008: derivatives as speculation — leverage without understanding.

Key Points — very important for exams

Crisis playbook: liquidity first, cut discretion, communicate early, keep buying optionality.

ERM: integrate all risks under board oversight.

vulearninghub.xyz  |  by VU Learning HUB

V IMPORTANT



Virtual University of Pakistan — Study Handout Page 15

Derivatives transfer risk; misused, they manufacture it.

Flexibility (low leverage, cash) is the strategy; the rest is tactics — very important.

Review Questions

? Should firms hedge commodity prices? When?

? What did COVID teach about leverage?

Section Summary

You can't predict crises; you can survive them — with liquidity, low leverage, and a board-level grip on

risk.

Exam Pointers

→ What is the crisis playbook for a CFO?

→ Distinguish hedging from speculation.

Lecture 11: Strategic Capital Budgeting

Learning Objectives

• Apply capital-budgeting tools

• Critique their strategic use

Capital budgeting is where strategy meets arithmetic: NPV remains the gold standard (it measures

value added in today's rupees), IRR is intuitive but flawed (multiple IRRs, reinvestment assumption,

scale blindness), and payback ignores the time value of money — useful only as a liquidity screen.

Strategic projects need strategic NPV: base-case DCF plus the value of embedded real options.

Common pitfalls: optimistic cash-flow forecasts (planning fallacy — use reference-class forecasting),

ignoring working-capital and cannibalization, using a single company-wide hurdle rate for divisions with

different risks, and treating sunk costs as relevant. Post-audits of completed projects — comparing

actuals to forecasts — are the discipline that improves future estimates.

Pakistan practice: energy and infrastructure projects use complex project-finance models with tariff

pass-throughs; SMEs often use payback alone, underinvesting in long-horizon opportunities. The exam

skill: compute NPV/IRR, then critique the inputs — the numbers are only as strategic as their

assumptions.

Key Definitions

Reference-class forecasting is defined as forecasting by comparing with outcomes of similar past

projects, countering optimism bias.

Examples
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■ IRR trap: a project with IRR 25% but NPV Rs. 1m vs one with IRR 15% and NPV Rs. 50m — NPV

wins.

■ Post-audit: a cement firm's expansion review found demand forecasts systematically 30% high.

Key Points — very important for exams

NPV = gold standard; IRR flawed; payback only a liquidity screen.

Strategic NPV = DCF + real-option value.

Pitfalls: optimism, sunk costs, wrong hurdle rates, ignored cannibalization.

Post-audits discipline future forecasts — very important practice.

Review Questions

? When is IRR misleading? Give two cases.

? Design a post-audit process.

Section Summary

Budget capital like a strategist: NPV the value, option-price the flexibility, and audit your own optimism.

Exam Pointers

→ Compare NPV, IRR, and payback.

→ What is strategic NPV?

Lecture 12: Cost of Capital

Learning Objectives

• Estimate WACC

• Apply it strategically

The cost of capital is the strategy's price tag: WACC blends the after-tax cost of debt with the cost of

equity weighted by market values. CAPM (cost of equity = risk-free + beta × market risk premium) is

the standard estimator; alternatives include multi-factor models and build-up methods for unlisted firms.

Estimation challenges in Pakistan: the 'risk-free' rate (T-bill) embeds sovereign risk; betas from a thin,

volatile PSX are unstable; the market risk premium is debated (5–8% typical assumptions); and

illiquidity discounts apply to private firms. Practitioners often add a country risk premium or use regional

proxies.

Strategic uses: divisional hurdle rates (a textile division vs a fintech venture need different WACCs),

M&A; bid ceilings, and EVA capital charges. The exam trap: using book weights instead of market

weights, or a nominal rate on real cash flows — match the rate to the cash flows.

Key Definitions
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WACC is defined as the weighted average of after-tax debt cost and equity cost, using market-value

weights.

Examples

■ CAPM: 12% T-bill + 1.2 beta × 6% MRP = 19.2% cost of equity.

■ Mismatch: discounting real cash flows at a nominal WACC overstates value.

Key Points — very important for exams

WACC = market-weighted debt + equity costs; CAPM standard for equity.

Pakistan issues: sovereign-risk in 'risk-free', unstable betas, MRP debate.

Uses: hurdle rates, M&A; ceilings, EVA charges.

Match rate to cash flows: nominal vs real, divisional risk.

Review Questions

? Should a startup use its investors' expected return as WACC?

? How does leverage change beta?

Section Summary

The cost of capital prices risk: estimate it honestly, apply it differentially, and never let a single rate rule

unlike risks.

Exam Pointers

→ How is WACC estimated in Pakistan?

→ Why do divisions need different hurdle rates?

Lecture 13: Equity Financing and IPOs

Learning Objectives

• Evaluate going public

• Choose equity instruments

Going public is a strategic financing event: motives include raising growth capital, providing founder/PE

exits, gaining acquisition currency and prestige — at the cost of disclosure, dilution, and market

pressure. IPO underpricing (first-day pops averaging 10–20% globally) is the cost of selling to

uninformed investors; book-building and auctions try to reduce it.

Equity financing strategy beyond IPOs: rights issues (fair to existing holders, common in Pakistan),

private placements, and convertible instruments. Timing matters — hot markets lower the cost of equity

— but market-timing as a strategy is dangerous if it delays needed investment.
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Pakistan's equity market: PSX IPOs are infrequent and often undersubscribed; family firms resist

dilution; SECP has streamlined listing rules. The exam angle: evaluate an IPO decision — is public

equity the right instrument, at the right time, at an acceptable dilution cost?

Key Definitions

IPO underpricing is defined as shares rising sharply on listing day — evidence the IPO was priced

below market value.

Examples

■ Underpricing: a Rs. 40 offer opening at Rs. 52 — Rs. 12 per share left on the table.

■ Rights issue: existing shareholders offered new shares pro-rata — no dilution of control.

Key Points — very important for exams

IPO motives: growth capital, exits, currency, prestige; costs: disclosure, dilution, pressure.

Underpricing = cost of information asymmetry.

Instruments: IPOs, rights, placements, convertibles — match to need.

Pakistan: thin IPO pipeline, family reluctance, SECP reforms.

Review Questions

? Should a profitable family firm IPO? Analyze.

? How can underpricing be reduced?

Section Summary

Equity is permanent, flexible, and expensive: use it for growth you can't fund otherwise, and price the

dilution honestly.

Exam Pointers

→ Why are IPOs systematically underpriced?

→ Compare rights issues, placements, and public offers.

Lecture 14: Debt Strategy

Learning Objectives

• Choose debt instruments

• Manage ratings and covenants

Debt strategy manages the cheapest capital source: bank loans (relationship-based, covenant-heavy,

flexible), bonds/sukuk (market-priced, disclosure-heavy), and leasing. Covenants — dividend

restrictions, leverage caps, reporting duties — are the lender's control system; breaching them triggers

renegotiation, so covenant headroom is strategic flexibility.

vulearninghub.xyz  |  by VU Learning HUB

V IMPORTANT



Virtual University of Pakistan — Study Handout Page 19

Credit ratings compress all this into a letter: investment-grade access lowers spreads and widens the

investor base. Rating strategy means managing leverage, coverage ratios, and disclosure to defend

the rating — downgrades raise costs across all debt.

Islamic alternatives: sukuk structures (ijarah, wakalah) let Shariah-sensitive firms and the sovereign

raise debt-like funding; Pakistan's sovereign sukuk program is the benchmark. The exam synthesis:

choose debt instruments by matching cash-flow profile, covenant tolerance, and investor base — then

manage the rating like the asset it is.

Key Definitions

Covenants is defined as loan conditions — leverage caps, dividend limits, reporting — giving lenders

control rights.

Examples

■ Covenant breach: a leverage ratio trip forces early renegotiation — headroom is flexibility.

■ Sukuk: Pakistan's ijarah sukuk fund the sovereign without interest.

Key Points — very important for exams

Instruments: loans, bonds, sukuk — match to cash flows and tolerance.

Covenants = lender control; headroom = flexibility.

Ratings lower costs; manage leverage and disclosure to defend them.

Sukuk: the Shariah-compliant debt alternative — growing fast.

Review Questions

? When is bank debt better than bonds?

? Design a covenant package for a cyclical borrower.

Section Summary

Debt is cheap but conditional: pick instruments that fit your cash flows, keep covenant room, and

protect the rating.

Exam Pointers

→ Compare bank debt vs bonds vs sukuk.

→ Why do covenants matter strategically?

Lecture 15: Valuation for Strategy

Learning Objectives

• Value a business three ways

• Critique valuation outputs
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Valuation is strategic finance's core skill: DCF (free cash flow discounted at WACC, plus terminal

value) is the fundamental anchor; trading multiples (EV/EBITDA, P/E) give market reality checks;

precedent transactions show what acquirers actually paid. Triangulate — never trust one method.

Key judgments: defining free cash flow (operating, after investment), the terminal value (often 60–80%

of total — handle with care: Gordon growth vs exit multiples), and the discount rate. Sensitivity and

scenario analysis turn a point estimate into a decision range.

Strategic valuation extends to synergies, control premiums, and minority discounts. In Pakistan's thin

markets, comparables are scarce — DCF dominates, with extra attention to country risk and liquidity

discounts. The exam skill: build the DCF, then argue with it — multiples tell you what the market thinks

of your assumptions.

Key Definitions

Terminal value is defined as the continuing value of a business beyond the explicit forecast period —

often the largest DCF component.

Examples

■ Triangulation: DCF Rs. 100/share, peers at 8× EBITDA → Rs. 95, precedents Rs. 110 — range,

not point.

■ Terminal trap: 3% perpetual growth on inflated year-5 cash flow doubles 'value'.

Key Points — very important for exams

DCF + multiples + precedents: triangulate always.

Terminal value dominates — stress-test growth and exit assumptions.

Strategic add-ons: synergies, control premia, liquidity discounts.

Pakistan: thin comps → DCF-led, country-risk-adjusted.

Review Questions

? When do multiples beat DCF?

? How should a control premium be justified?

Section Summary

Valuation is disciplined storytelling: DCF anchors, markets check, and the range — not the point —

decides.

Exam Pointers

→ What are the three valuation approaches?

→ Why is terminal value dangerous?
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Lecture 16: Finance and Competitive Strategy

Learning Objectives

• Link finance to strategy

• Apply the scorecard

Finance connects to competitive strategy through the sources of durable returns: cost leadership needs

capital discipline and scale investment; differentiation needs R&D; and brand funding with patient

capital; focus strategies need right-sized financing. Financial strategy must fit the strategic position — a

differentiator starved of R&D; funding fails by finance, not by market.

The balanced scorecard links financial outcomes to their drivers: learning and growth → processes →
customers → financials. Strategically, this stops finance from optimizing the last link while starving the

first — cutting training to hit quarterly profit destroys the capability that creates future profit.

Value drivers differ by industry: retailers sweat working capital and store rollout; manufacturers sweat

capacity utilization and cost; tech firms sweat R&D; productivity and talent retention. The CFO's

strategic job: fund the drivers, starve the non-drivers, and measure what matters.

Key Definitions

Balanced scorecard is defined as Kaplan and Norton's framework linking learning, processes,

customers, and financial outcomes in a causal chain.

Examples

■ Cost leader: tight capex discipline, scale funding, working-capital obsession.

■ Differentiator: patient R&D; capital, brand investment, talent retention funding.

Key Points — very important for exams

Financial strategy must fit strategic position (cost vs differentiation).

Scorecard: fund the causal drivers, not just the financial outcomes.

Value drivers differ by industry — fund yours, starve the rest.

Cutting capabilities to hit profit targets destroys future value.

Review Questions

? A cost leader considers a big brand campaign — analyze financially.

? Design scorecard metrics for a bank.

Section Summary

Finance serves strategy: fund the position's value drivers, measure the causal chain, and never eat the

seed corn.

Exam Pointers
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→ How should financial strategy differ for cost leaders vs differentiators?

→ What is the balanced scorecard's strategic role?

Lecture 17: Strategic Financial Planning

Learning Objectives

• Build strategic plans

• Handle capital rationing

Financial planning translates strategy into numbers: long-range plans (3–5 years) set the investment

and financing envelope; annual budgets allocate it; rolling forecasts update it. The strategic contribution

is capital rationing — when funds are limited, rank projects by profitability index and strategic fit, not by

politics.

Scenario planning prepares for uncertainty: base, upside, and downside cases with trigger points (if

sales fall 15%, cut capex X, draw facility Y). Sensitivity analysis identifies the value drivers to monitor;

Monte Carlo simulation quantifies the risk distribution for complex projects.

Pakistani firms often plan around the macro cycle — IMF programs, interest-rate swings, rupee moves

— building flexibility (FX clauses, rate hedges) into plans. The exam point: planning is not predicting; it

is preparing — the plan's value is the decisions it pre-makes.

Key Definitions

Profitability index is defined as NPV per rupee of constrained capital — the ranking tool under

capital rationing.

Examples

■ Rationing: Rs. 500m budget, five Rs. 150m projects — rank by profitability index, fund top three.

■ Triggers: 'if policy rate exceeds 20%, defer expansion phase 2' — pre-made decisions.

Key Points — very important for exams

Long-range plans set envelopes; budgets allocate; rolling forecasts update.

Rationing: rank by profitability index + strategic fit.

Scenarios with triggers: prepare, don't predict.

Monte Carlo for complex risk; sensitivity to find key drivers.

Review Questions

? Budget vs forecast: what is each for?

? Plan a downside scenario for an importer facing devaluation.

Section Summary
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Planning converts strategy into funded choices and pre-made contingency decisions — that is its entire

value.

Exam Pointers

→ How should firms allocate capital when funds are limited?

→ What is the purpose of scenario planning?

Lecture 18: Fintech and Digital Finance

Learning Objectives

• Analyze fintech's impact

• Formulate responses

Fintech is rewriting financial strategy: digital payments cut transaction costs, alternative credit scoring

expands lending, robo-advice pressures wealth fees, and blockchain promises settlement efficiency.

For corporate finance, the effects are practical: cheaper payments, faster collections, new funding

channels (crowdfunding, P2P), and treasury automation.

Strategic responses: adopt (digitize treasury, accept digital payments), partner (bank-fintech

collaborations), or build (captive fintech arms). Pakistani banks face Easypaisa/JazzCash competition;

corporates gain from Raast (SBP's instant payment system) cutting collection times.

The exam angle is balanced: fintech lowers costs and widens access, but creates cyber, compliance,

and concentration risks — and most 'disruption' in corporate finance is process improvement, not

revolution. Strategy: digitize the plumbing, keep the judgment human.

Key Definitions

Raast is defined as SBP's instant payment system enabling real-time, low-cost transfers —

Pakistan's payments backbone.

Examples

■ Raast: instant supplier payments cut float and reconciliation costs.

■ Alternative scoring: mobile-phone data lending to thin-file SMEs.

Key Points — very important for exams

Fintech: cheaper payments, new credit data, automated treasury.

Responses: adopt, partner, or build.

Pakistan: Easypaisa/JazzCash, Raast rails.

Risks: cyber, compliance, concentration — digitize plumbing, keep judgment.

Review Questions
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? Should a corporate build its own payment app?

? How does Raast change working capital?

Section Summary

Fintech upgrades finance's plumbing: adopt the efficiencies, manage the new risks, and focus human

judgment where it matters.

Exam Pointers

→ How does fintech change corporate financial strategy?

→ Assess fintech's risks alongside its benefits.

Lecture 19: ESG and Sustainable Finance

Learning Objectives

• Evaluate ESG financially

• Design sustainable instruments

ESG (environmental, social, governance) is now a financing variable: green bonds/sukuk fund climate

projects at fine pricing, sustainability-linked loans tie margins to ESG targets, and investors screen

portfolios — exclusion, best-in-class, impact. The strategic question: does ESG create value or just

cost?

Evidence: governance clearly pays (less tunneling, lower scandals); environmental and social effects

are context-dependent — resource efficiency saves money, while pure philanthropy is shareholders'

money spent by managers. Greenwashing — ESG marketing without substance — invites regulatory

and reputational backlash.

Pakistan's ESG frontier: SBP's green banking guidelines, ESG reporting nudges by SECP, and climate

vulnerability making adaptation finance strategic (not charitable) for banks and corporates. The exam

position: treat material ESG factors as risk/return variables, disclose honestly, and beware the

greenwash trap.

Key Definitions

Sustainability-linked loan is defined as linking a loan's interest margin to the borrower's

achievement of sustainability targets.

Examples

■ Green sukuk: funding solar plants with Shariah-compliant green instruments.

■ SBP green guidelines: banks classifying and promoting green lending.

Key Points — very important for exams

ESG is a financing variable: green bonds/sukuk, linked loans, screening.
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Governance pays clearly; E and S pay when material.

Greenwashing: marketing without substance — regulatory and reputational risk.

Pakistan: SBP green guidelines, adaptation finance as strategy.

Review Questions

? Should a cement firm issue a green bond? Under what conditions?

? How can investors detect greenwashing?

Section Summary

Sustainable finance prices what markets ignored: treat material ESG as risk and return, fund the

transition, and mean it.

Exam Pointers

→ Does ESG create shareholder value? Discuss with evidence.

→ What is greenwashing and why is it dangerous?

Lecture 20: Question Bank and the Board Memo

Learning Objectives

• Drill questions

• Write board memos

Question bank: Q1. EVA vs accounting profit: compute EVA for a division. Q2. DCF: value a firm with

given cash flows. Q3. Pecking order: predict a Pakistani firm's financing choice. Q4. WACC: compute

with given weights and costs. Q5. Real option: a pharmaceutical R&D; project — which option?

(Growth/abandonment.) Q6. LBO: the three value sources. Q7. Dividend irrelevance: state

assumptions and break one. Q8. Agency: design a CEO contract for a family firm.

Q9. Risk management: hedge a wheat importer's price risk (instruments). Q10. Behavioral: a CEO

overpays for an acquisition — which biases? Q11. ESG: a bank's climate stress test — what to model?

Q12. Restructure a distressed textile firm: strategic finance plan. Long Q: 'Advise a Pakistani

conglomerate's board on a Rs. 5bn expansion' — financing, valuation, risk, governance, ESG — the

full strategic stack.

Exam technique: numbers first (compute EVA/DCF/WACC mechanically), then strategy (what the

numbers mean for the decision), then judgment (recommendation with risks). The FIN703 answer is a

board memo, not a textbook chapter.

Key Definitions

Board memo structure is defined as the FIN703 answer shape: compute → interpret strategically →
recommend with risks.
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Examples

■ Q1: EVA = NOPAT − capital charge — compute, then judge the division.

■ Long Q: the five-station board memo.

Key Points — very important for exams

Twelve questions: valuation to restructuring.

Long Q: full strategic-finance advisory memo.

Compute → interpret → recommend: the answer shape.

Board memos: numbers serve decisions, not vice versa.

Review Questions

? Compute WACC for a 60/40 firm.

? Draft the expansion memo's recommendation.

Section Summary

Strategic finance is advice: compute cleanly, interpret strategically, recommend courageously — the

board memo is the exam.

Exam Pointers

→ Advise the board on a Rs. 5bn expansion.

→ Restructure a distressed firm.

Lecture 21: Behavioral Corporate Finance

Learning Objectives

• Spot biases

• Design debiased processes

Behavioral corporate finance: managers aren't rational calculators — overconfidence (overpaying for

acquisitions, overinvesting), loss aversion (holding losers, the disposition effect in corporate disposals),

anchoring (52-week highs as reference prices), herding (following rivals into doomed expansions), and

empire-building (agency + ego — acquisitions that grow size, not value).

Debiasing the board: premortems (assume the project failed — why?), base rates (outside view: how

do such projects usually do?), independent devil's advocates, decision journals (record reasons, review

later), and structured processes (checklists before capital approval). The Pakistani family-firm twist:

patriarch overconfidence meets weak boards — governance as debiasing.

Exam application: diagnose a case — 'the CEO paid 40% premium citing synergies' — name the

biases (overconfidence, anchoring on target's asking price), predict the outcome (winner's curse), and

prescribe the process fix. Very important: behavioral finance doesn't replace valuation — it explains
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why valuations get ignored.

Key Definitions

Base rates is defined as the outside view: judging a project by how similar projects usually do, not by

its rosy plan.

Examples

■ 40% premium: overconfidence + anchoring = winner's curse.

■ Premortem: 'the plant failed' — the team lists real risks.

Key Points — very important for exams

Overconfidence, loss aversion, anchoring, herding, empire-building.

Family firms: patriarch bias meets weak boards.

Debias: premortems, base rates, devil's advocates, journals.

Diagnose cases by naming biases + prescribing process.

Review Questions

? A CEO doubles down on a failing project — diagnose.

? Run a premortem for the Rs. 5bn expansion.

Section Summary

Boards are human: name the biases, install the processes, and let structure outvote ego.

Exam Pointers

→ How do biases distort corporate decisions?

→ How do you debias a board?

Lecture 22: Fintech and Strategic Finance

Learning Objectives

• Explain fintech's finance impact

• Position Pakistan

Fintech and the future of strategic finance: digital payments (Raast — Pakistan's instant-payment rail;

Easypaisa/JazzCash wallets), digital lending (algorithmic credit scoring — thin-file borrowers scored on

mobile data), and blockchain/smart contracts (programmable finance — sukuk on-chain pilots). The

strategist's question: how does each shift the firm's cost of capital, working-capital cycle, and risk map?

Pakistan's fintech leapfrog: 100M+ branchless accounts, QR payments, and SBP's digital-bank

licenses — financial inclusion as macro strategy (documenting the economy widens the tax base and
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deepens credit). For corporate finance: faster collections (Raast vs cheques), new funding channels

(P2P, invoice discounting platforms), and data-driven treasury.

Exam forward-look: 'How will fintech change corporate finance in Pakistan?' — structure: payments

(speed, cost), credit (access, scoring), capital markets (tokenization, retail access), and risk (cyber,

regulatory). The strategist's edge: adopt early where it cuts capital costs, hedge where it adds new

risks. Very important: technology changes instruments; strategy still decides.

Key Definitions

Raast is defined as Pakistan's instant-payment rail — free, real-time transfers — the infrastructure

under the fintech boom.

Examples

■ Raast vs cheques: collection cycles collapsing from days to seconds.

■ Digital banks: SBP's new licenses — inclusion as strategy.

Key Points — very important for exams

Raast, wallets, digital lending, blockchain — the toolkit.

Leapfrog: 100M+ branchless accounts; inclusion as macro strategy.

Corporate impact: faster cash, new funding, data treasury.

Adopt for cost, hedge for risk — strategy still decides.

Review Questions

? A firm's DSO is 90 days — apply Raast thinking.

? Tokenized sukuk: promise and peril.

Section Summary

Fintech rewires the plumbing: faster money, wider credit, new rails — the strategist adopts what cuts

capital costs.

Exam Pointers

→ How does fintech change corporate finance?

→ What is Pakistan's fintech leapfrog?
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Glossary of Key Terms

EVA (Economic Value Added) — operating profit minus a charge for all capital employed (debt and

equity) at WACC; positive EVA means true value creation.

Tax shield — the present value of corporate tax savings from debt interest deductibility.

Dividend signaling — the idea that dividend changes convey managers' private information about

future earnings.

Winner's curse — overpaying for a target in a competitive bidding process — the classic M&A; trap.

LBO (Leveraged Buyout) — acquiring a company using mostly borrowed money, with the target's

assets/cash flows as collateral.

Real option — the value of managerial flexibility — to delay, expand, contract, or abandon —

embedded in investment opportunities.

Country risk premium — the additional required return investors demand for a country's political and

economic risks.

Cash conversion cycle — days inventory + days receivables − days payables; the cash tied up in

operations.

Tunneling — transfer of firm value to controlling shareholders via unfair related-party deals.

ERM (Enterprise Risk Management) — integrated, board-level management of all risk types —

financial, operational, strategic — in one framework.

Reference-class forecasting — forecasting by comparing with outcomes of similar past projects,

countering optimism bias.

WACC — the weighted average of after-tax debt cost and equity cost, using market-value weights.

IPO underpricing — shares rising sharply on listing day — evidence the IPO was priced below

market value.

Covenants — loan conditions — leverage caps, dividend limits, reporting — giving lenders control

rights.

Terminal value — the continuing value of a business beyond the explicit forecast period — often the

largest DCF component.

Balanced scorecard — Kaplan and Norton's framework linking learning, processes, customers, and

financial outcomes in a causal chain.

Profitability index — NPV per rupee of constrained capital — the ranking tool under capital

rationing.

Raast — SBP's instant payment system enabling real-time, low-cost transfers — Pakistan's

payments backbone.

Sustainability-linked loan — linking a loan's interest margin to the borrower's achievement of

sustainability targets.
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Board memo structure — the FIN703 answer shape: compute → interpret strategically →
recommend with risks.

Base rates — the outside view: judging a project by how similar projects usually do, not by its rosy

plan.

Raast — Pakistan's instant-payment rail — free, real-time transfers — the infrastructure under the

fintech boom.
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