Chapter 31
VALUE AND CORPORATE FINANCE

No, Sire, it’s a revolution!

Section 31.1
THE PURPOSE OF FINANCE IS TO CREATE VALUE

1/INVESTMENT AND VALUE

The accounting rules we looked at in Chapter 4 showed us that an investment is a use
of funds, but not a reduction in the value of assets. We will now go one step further and
adopt the viewpoint of the financial manager for whom a profitable investment is one that
increases the value of capital employed.

We shall see that akey element in the theory of marketsin equilibrium is the market
value of capital employed. This theory underscores the direct link between the return on
a company’s investments and that required by investors buying the financial securities
issued by the company.

The true measure of an investment policy is the effect it has on the value of capital
employed. This concept is sometimes called “enterprise value”, a term we would prefer
to avoid because it can easily be confused with the value of equity (capital employed less
net debt). The two are far from the same!

Hence the importance of every investment decision, as it can lead to three different
outcomes:

e Wherethe expected return on an investment is higher than that required by investors,
the value of capital employed risesinstantly. Aninvestment of 100 that alwaysyields
15% in a market requiring a 10% return is worth 150 (100 x 15%/10%). The value
of capital employed thusimmediately rises by 50.

e Where the expected return on the investment is equal to that required by investors,
there is neither gain nor loss. The investors put in 100, the investment is worth 100
and no value has been created.

e Wherethe expected return on an investment is lower than that required by investors,
they have incurred aloss. If, for example, they invested 100 in aproject yielding 6%,
the value of the project is only 60 (100 x 6%/10%), giving an immediate loss in
value of 40.
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e Value remains constant if the expected rate of return is equal to that required by
the market.

e Animmediate loss in value results if the return on the investment is lower than
that required by the market.

o Value is effectively created if the expected rate of return is higher than that
required by the market.

Theresulting gain or loss is simply the positive or negative net present value that must be
calculated when valuing any investment. All this means, in fact, that if the investment was
fairly priced, nothing changes for the investor. If it was “too expensive’, investors take a
loss, but if it was agood deal, they earn a profit.

The graph below shows that value is created (the value of capital employed exceeds
its book value) when the economic return exceeds the weighted average cost of capital,
i.e. the rate of return required by all suppliers of funds to the company.
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2/ THE RELATIONSHIP BETWEEN COMPANIES AND THE FINANCIAL WORLD

In the preceding chapters we examined the various financial securities that make up the
debt issued by a company from the point of view of the investor. We shall now cross over
to the other side to look at them from the issuing company’s point of view.

Each amount contributed by investors represents a resour ce for the company.
The financial securities held by investors as assets are recorded as liabilities in the
company’s balance sheet.

e And, most importantly, therate of return required by investorsrepresents afinancial
cost to the company.
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At the financial level, a company is a portfolio of assets financed by the securities issued
on financial markets. Its liabilities, i.e. the securities issued and placed with investors,
are merely afinancial representation of the industrial or operating assets. The financia
manager’s job is to ensure that this representation is as transparent as possible.

What isthe role of the investor?

Investors play an active role when securities are issued, because they can simply
refuse to finance the company by not buying the securities. In other words, if the financial
manager cannot come up with a product offering a risk/reward trade-off acceptable to the
financial market, the lack of funding will eventually push the company into bankruptcy.

We shall see that when this happens, it is often too late. However, the financial sys-
tem can impose a sanction that is far more immediate and effective: the valuation of the
securities issued by the company.

The investor has the power not just to provide funds, but also to value the company’s
capital employed through the securities already in issue.

Financial markets continuously value the securities in issue. In the case of debt instru-
ments, rating agencies assign a credit rating to the company, thus determining the value
of its existing debt and the terms of future loans. Similarly, by valuing the shares issued
the market is, in fact, valuing the company’s equity.

So how does this mechanism work?

If a company cannot satisfy investors' risk/reward requirements, it is penalised by a
lower valuation of its capital employed and, accordingly, its equity. Suppose a company
offers the market an investment of 100 that is expected to yield 10 every year over a
period long enough to be considered to perpetuity.! However, the actual yield is only 5.
The disappointed investors who were expecting a 10% return will try to get rid of their
investment. The equilibrium price will be 50, because at this price investors receive a
return of 10% (5/50) and it is no longer in their interests to sell. But by now it is too
late. ..

Investors who are unhappy with the offered risk/reward trade-off sell their securities,
thus depressing the val ue of the securities issued and of capital employed, since the com-
pany’s investments are not profitable enough with regard to their risk. True, the investor
takes a hit, but it is sometimes wiser to cut one'slosses. . .

In doing so, he is merely giving tit for tat: an unhappy investor will sell off his
securities, thus lowering prices. Ultimately, this can lead to financing difficulties for the
company.

The “financial sanction” affects first and foremost the valuation of the company via
the valuation of its shares and debt securities.

As long as the company is operating normally, its various creditors are fairly well
protected.? Most of the fluctuation in the value of its debt stems from changes in inter-
est rates, so changes in the value of capital employed derive mainly from changes in the
value of equity. We see why the valuation of equity is so important for any normally-
developing company. This does not apply just to listed companies. unlisted companies
are also affected whenever they envisage divestments, alliances, transfers or capital
increases.
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The role of creditors looms large only when the company is in difficulty. The company
then “belongs” to the creditors, and changes in the value of capital employed derive
from changes in the value of the debt, by then generally lower than its nominal value.
This is where the creditors come into play.

The valuation of capital employed, and therefore the valuation of equity, are the key
variables of any financial policy, regardless of whether or not the company is listed.

3/ IMPLICATIONS

Since we consider that creating value is the overriding financial objective of a company,
it follows that:

e A financia decision harms the company if it reduces the value of capital employed.
A decision is beneficial to the company if it increases the value of capital employed.

A word of caution, however! Contrary to appearances, this does not mean that every good
financia decision increases earnings or reduces costs.

Financial shortsightedness consists in failing to distinguish between cost and
reduction in value, or between income and increasein value.

Remember, we are not in the realm of accounting, but in that of finance — in other
words, value. An investment financed by cash from operations may increase earnings,
but could still be insufficient with regard to the return expected by the investor who, as a
result, haslost value.

Certain legal decisions, such as restricting a shareholder’s voting rights, have no
immediate impact on the company’s cash, yet may reduce the value of the corresponding
financial security and thus prove costly to the holder of the security.

We cannot emphasise this aspect enough and insist that you adopt this approach
before immersing yourselves further in the raptures of financial theory.

Section 31.2
VALUE CREATION AND MARKETS IN EQUILIBRIUM

Corporate financial policy consists first and foremost of a set of principles necess-
ary for taking decisions designed to maximise value for the providers of funds, in
particular shareholders.

1/A CLEAR THEORETICAL FOUNDATION

We have just said that a company is a portfolio of assets and liabilities, and that the con-
cepts of cost and revenue should be seen within the overall framework of value. Financial
management consists of assessing the value created for the company’s fund providers.
Can the overall value of the company be determined by an optimal choice of assets
and liabilities? If so, how can you be sure of making the right decisions to create value?
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You may already have raised the following questions:

e Canthechoice of financing increase all alone the value of the firm, particularly when
certain investors, such as banks, have allowed the company to incur more debt than
would have been wise?

e Iscapital employed financed half by debt and half by equity worth more than if it
were financed wholly through equity?

e More generaly, can the entrepreneur increase the value of capital employed, that is,
influence the market’s valuation of it, by either combining independent industrial and
commercial investments or implementing a shrewd financing policy?

If your answer to all these questionsisyes, you attribute considerable powers to financial
managers. You consider them capable of creating value independently of their industrial
and commercia assets.

And yet, the equilibrium theory of marketsis very clear:

When looking at valuations, financial investors are not interested in the underlying
financial engineering, because they could duplicate such operations themselves. This
is called the value additivity rule.

We now provide amore formal explanation of the above rule, which isbased on arbitrage.
To this end, let us simplify things by imagining that there are just two options for the
future: either the company does well, or it does not. We shall assign an equal probability
to each of these outcomes. We shall see how the free cash flow of three companies varies
in our two states of the world:

Free cash flow
State of the world: bad State of the world: good
A 200 1000
B 400 500
G 600 1500

Note that the sum of the free cash flows of companies A and B is equal to that of company
G. We shall demonstrate that the share price of company G isequal to the sum of the prices
of shares B and A.2 To do so, let us assume that thisis not the case, and that Va + Vg > Vg
(where Va, Vg, and Vg are the respective share prices of A, B and G).

You will seethat no speculation is necessary here to earn money. Taking no risk, you
sell short one share of A and one share of B and buy one share of G. You immediately
receive Va + Vg — Vg > 0; yet, regardless of the company’s fortunes, the future negative
flows of shares A and B (sold) and positive flows of share G (bought) will cancel each
other out. You have realised a gain through arbitrage.

The same method can be used to demonstrate that Va + Vg < Vg is not possible
in a market that is in equilibrium. We therefore deduce that Va + Vg = Vg. It is thus
clear that a diversified company, in our case G, is not worth more than the sum of its two
divisions A and B.
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Let us now look at the following three securities:

Company Free cash flow
State of the world: bad State of the world: good
C 100 1000
500 500
E 600 1500

According to the rule demonstrated above, V¢ + Vp = Vg. Note that security D could be
a debt security and C share capital. E would then be the capital employed. The value of
capital employed of an indebted company (V(c+p)) can be neither higher nor lower than
that of the same company if it had no debt (Vg).

Theadditivity ruleisborne out interms of risk: if the company takes on debt, financial
investors can stabilise their portfolios by adding lessrisky securities. Conversely, they can
go into debt themselves in order to buy less risky securities. So why should they pay for
an operation they can carry out themselves at no cost?

This reasoning applies to diversification aswell. If its only goal isto create financial
value without generating industrial and commercial synergies, there is no reason why
investors should entrust the company with the diversification of their portfolio.

2/ ILLUSTRATION

Are some asset combinations worth more than the value of their individual components,
regardless of any industrial synergies arising when some operations are common to sev-
eral investment projects? In other words, is the whole worth more than the sum of its
parts?

Or again, is the required rate of return lower ssimply because two investments are
made at the same time? Company managers are fuzzy on thisissue. They generally answer
in the negative, athough their actual investment decisions tend to imply the opposite.
Take Les Echos (aleading French economic newspaper), for example, which was sold by
Pearson to LVMH in 2007. If financial synergies exist, one would have to conclude that
the required rate of return in the economic press segment differs depending on whether
the company is independent or part of a group. Les Echos would therefore appear to be
worth more as part of the LVMH group than on a standalone basis.

The question is not as specious at it seems. In fact, it raises a fundamental issue. If
the required return on Les Echos has fallen since it became part of LVMH, its financing
costs will have declined as well, giving it a substantial, permanent and possibly decisive
advantage over its competitors.

Diversifying corporate activities reduces risk, but does it also reduce the rate of return
required by investors?

Suppose the required rate of return on a company producing a single product is 10%.
The company decides to diversify by acquiring a company of the same size on which
the required rate of return is 8%. Will the required rate of return on the new group be
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lower than (10%+ 8%) /2 = 9% becauseit carrieslessrisk than theinitial single-product
company?

We must not be misled into believing that a lower degree of risk must be always
matched by alower required rate of return. On the contrary: markets only remuner ate
systematic or market risks, i.e. those that cannot be eliminated by diver sification. We
have seen that unsystematic or specific risks, which investors can eliminate by diversify-
ing their portfolios, are not remunerated. Only non-diversifiable risks related to market
fluctuations are remunerated. This point was discussed in Chapter 21.

Since diversifiable risks are not remunerated, a company’s value remains the same
whether it isindependent or part of a group. Les Echos is not worth more now that
it has become a division of the LVMH group. All else being equal, the required rate of
return in the economic press sector is the same whether the company is independent or
belongs to agroup.

Ontheother hand, Les Echosvalue will increaseif, and only if, LV MH’s management
allowsit to improve its return on capital employed.

Purely financial diversification creates no value.

Value is created only when the sum of cash flows from the two investments is higher
because they are both managed by the same group. This is the result of industrial
synergies (2+ 2 = 5), and not financial synergies, which do not exist.

The large groups that indulged in a spate of financia diversifications in the 1960s
have since realised that these operations were unproductive and frequently loss-making.
Diversification is adelicate art that can only succeed if the diversifying company already
has expertise in the new business. Combining investments per se does not maximise
value, unlessindustrial synergies exist. Otherwise, aninvestment iseither “good” or “bad”
depending on how it stacks up against the required rate of return.

In other words, managers must act on cash flows; they cannot influence the discount
rate applied to them unless they reduce their risk exposure.

There is no connection between the required return on any investment and the port-
folio in which the investment is held.

Unless it can draw on industrial synergies, the value of a company remains the same
whether it is independent or part of a large group. The financial investor does not
want to pay a premium in the form of lower returns for something he can do himself
at no cost by diversifying his portfolio.

3/ A FIRST CONCLUSION

The value of the securities issued by a company is not connected to the underlying
financial engineering. Instead, it simply reflects the market’s reaction to the perceived
profitability and risk of the industrial and commercial operations.

The equilibrium theory of markets leads us to avery simple and obvious rule, that of
the additivity of value, which in practice is frequently neglected. Regardless of develop-
mentsin financial criteria, in particular earnings per share, value cannot be created simply
by adding (diversifying) or reducing value that is already in equilibrium.
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To ensure a flow of financing, financial managers have to transform their industrial
and commercial assets into financial assets. This means that they have to sell the
very substance of the company (future risk and returns) in a financial form.

Financial investors evaluate the securities offered or already issued according to their
required rate of return. By valuing the company’s share, they are, in fact, directly
valuing the company’s operating assets.

The valuation of the different securities has nothing to do with financial engineering;
it is based on a valuation of the company’s industrial and commercial assets.

We emphasise that this rule applies to listed and unlisted companies alike, a fact that the
|atter are forced to face at some point. Capital employed always has an equilibrium value,
and the entrepreneur must ultimately recognise it.

This approach should be incorporated into the methodology of financial decision-
making. Some strategies are based on maximising other types of value, for example
nuisance value. They are particularly risky and are outside the conceptual framework
of corporate finance. The first reflex when faced with any kind of financial decision is
to analyse whether it will create or destroy value. If values are in equilibrium, financial
decisions will be immaterial.

Does this mean that, ultimately, financing or diversification policies have no impact
on value?

On the contrary, the equilibrium theory of markets represents a kind of ideal that is
very useful for the financial professional but, like all ideals, tends to remain out of
reach. In a way, it is the paradise that all financial managers strive for, while secretly
hoping never to reach such a perfect state of boredom. ..

Our aimis not to encourage nihilism, merely a degree of humility.

Section 31.3
VALUE AND ORGANISATION THEORIES

1/LIMITS OF THE EQUILIBRIUM THEORY OF MARKETS

The equilibrium theory of markets offers an overall framework, but it completely dis-
regards the immediate interests of the various parties involved, even if their interests tend
to converge in the medium term.

Paradoxically, the neoclassical theory emphasises the general interest while com-
pletely overlooking that of the individual parties.

We cannot rely on the equilibrium theory alone to explain corporate finance.

Since the equilibrium theory demonstrates that finance cannot change the size of the capi-
tal employed, but only how it is divided up, it follows that many financial problems stem
from the struggl e between the various playersin the financial realm.
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First and foremost we have the various parties providing funding to the company. To
simplify matters, they can be divided into two categories: shareholders and creditors. But
we shall soon see that, in fact, each type of security issued gives rise to its own interest
group: shareholders, preferred creditors, ordinary creditors, investorsin hybrid products,
etc. Further onin this chapter, we shall see that interests may even diverge within the same
funding category.

One example should suffice. According to the equilibrium theory of markets, invest-
ing at the required rate of return does not change the value of capital employed. But
if the investment is very risky and, therefore, potentially very profitable, creditors, who
earn afixed rate, will only see the increased risk without a corresponding increase in their
return. The value of their claimsthus decreases to the benefit of sharehol ders whose shares
increase by the same amount, the value of capital employed remaining the same. And yet,
thisinvestment was made at its equilibrium price.

This is where the financial manager comes into play! His role is to distribute
value between the various parties involved. In fact, the financial manager must be a
negotiator at heart.

But let’s not forget that the managers of the company are stakeholders as well. Since
portfolio theory presupposes good diversification, there is a distinction between investors
and managers, who have divergent interests with different levels of information (internal
and external). Thislast point calls into question one of the basic tenets of the equilibrium
theory, which isthat all parties have access to the same information (see Chapter 15).

2/ SIGNALLING THEORY AND ASYMMETRIC INFORMATION
Signalling theory is based on two basic ideas:

e thesameinformation isnot availableto al parties: the managers of a company may
have more information than investors;

e evenif the same information were available to al, it would not be perceived in the
same way, afact frequently observed in everyday life.

Thus, it is unrealistic to assume that information is fairly distributed to all parties at
al times, i.e. that it is symmetrical as in the case of efficient markets. On the contrary,
asymmetric information istherule.

In short, perfect and equally-shared information is at best an objective, and most
often an illusion.

This can clearly raise problems. Asymmetric information may lead investors to under-
value a company. As aresult, its managers might hesitate to increase its capital because
they consider the share price to be too low. This may mean that profitable invest-
ment opportunities are lost for lack of financing, or that the existing shareholders
find their stake adversely diluted because the company has launched a capital increase
anyway.

This is where the communication policy comes into its own. Basing financial de-
cisions on the financial criteria alone is not enough: managers also have to convince the
markets that these decisions are wise.
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As a result, pure financial expertise does not suffice if it is not matched by an ability
to communicate and to shape market sentiment.

The cornerstone of the financial communications policy is the signal the managers of a
company send to investors. Contrary to what many financial managers and CEOs believe,
the signa is neither an official statement or a confidential tip. It is a real financial
decision, taken freely and which may have negative financial consequences for the
decision-maker if it turnsout to be wrong.

After al, investors are far from naive and they take each signal with the requisite
pinch of salt. Three points merit attention:

» Investors first reaction isto ask themselves why the signal is being sent, since
nothing comes for freein the financial world. The signal will be perceived nega
tively if the issuer’sinterests are contrary to those of investors. For example, the sale
of a company by its majority shareholder would, in theory, be a negative signal for
the company’s growth prospects. Managers must therefore pursuade the buyer of the
contrary or provide a convincing explanation for the disposal.

Similarly, owner-managers cannot fool investors by praising the merits of a capital
increase without subscribing to it!

However, the market will consider the signal to be credibleif it deemsthat it isin the
issuer’'sinterest that the signal be correct. Thiswould be the case, for example, if the
managers reinvest their own assetsin the company. . .

» The reputation of management and its communications policy certainly play a
role, but we must not overestimate their importance or lasting impact.

» Themarket supervisory authorities stand ready to impose penalties on the dis-
semination of misleading information or insider trading. If investors, particularly
international investors, believe that supervision is effective, they will factor this into
their decisions. This said, some managers may be tempted to send incorrect sig-
nalsin order to obtain unwarranted advantages. For example, they could give overly
optimistic guidance on their company’s prospects in order to push up share prices.
However, markets catch on to such misrepresentations quickly and react to incorrect
signals by piling out of the stock.

In such a context, the “watchdog” role played by the market authorities is crucial and
the recent past has shown that the authorities intend to assume it in full. Such rigour is
essential if we are to have the best possible financial markets and the lowest possible
financing costs.

Financial managers must therefore always consider how investors will react to their
financia decisions. They cannot content themselves with wishful thinking, but must make
a rational and detailed analysis of the situation to ensure that their communication is
convincing.

Signalling theory saysthat corporate financial decisions (e.g. financing, dividend pay-
out) are signals sent by the company’s managers to investors. It examines the incentives
that encourage good managersto issue the right signals and discourage managers of ailing
companies from using these same signals to give a misleading picture of their company’s
financia health.
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In sum, information asymmetry may lead to a share being priced at less than its
objective value, with two consequences:

e investments are not maximised because the cost of financing is too high;
e the choice of financing is skewed in favour of sources (such as debt) where there
is less information asymmetry.

Stephen Ross initiated the main studies in thisfield in 1977.

3/ AGENCY THEORY

Agency theory says that a company is not a single, unified entity. It considers a company
to be alegal arrangement that is the culmination of a complex process in which the con-
flicting objectives of individuals, some of whom may represent other organisations, are
resolved by means of a set of contractual relationships.

Onthisbasis, acompany’s behaviour can be compared to that of a market, insofar as
itistheresult of acomplex balancing process. Taken individually, the various stakeholders
in the company have their own objectives and interests that may not necessarily be spon-
taneously reconcilable. Asaresult, conflicts may arise between them, especially since our
modern corporate system requires that the suppliers of funds entrust the managers with
the actual administration of the company.

Agency theory analyses the consequences of certain financial decisions in terms of
risk, profitability and, more generally, the interests of the various parties. It shows that
some decisions may go against the simple criteria of maximising the wealth of all parties
to the benefit of just one of the suppliers of funds.

To simplify, we consider that an agency relationship exists between two parties when
one of them, the agent, carries out an activity on behalf of the other, the principal. The
agent has been given amandate to act or take decisions on behalf of the principal. Thisis
the essence of the agency relationship.

This very broad definition alows us to include a variety of domains, such as the
resolution of conflicts between:

e executive shareholders/non-executive shareholders;
nonshareholder executives/shareholders;
e creditors/shareholders.

Thus, shareholders give the company executives a mandate to manage to the best of their
ability the funds that have been entrusted to them. However, their concern is that the
executives could pursue objectives other than maximising the value of the equity, such
as increasing the company’s size at the cost of profitability, minimising the risk to capi-
tal employed by rejecting certain investments that would create value but could put the
company in difficulty if they fail, etc.

One way of resolving such conflicts of interest isto use stock options or linking man-
agement compensation to share performance. This gives managers a financia incentive
that coincides with that of their principal, the shareholders. Since stock options give the
holders the right to buy or subscribe to shares at a fixed price, the managers have a finan-
cial incentiveto seethe price of their company’s shares rise so that they receive significant
capital gains. Itisthenintheir intereststo make the financial decisionsthat create the most
value. In France over half of listed companies have set up stock option plans.
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Debt plays a role as well since it has a constraining effect on managers and encourages
them to maximise cash flows so that the company can meet its interest and principal
payments. Failing this, the company risks bankruptcy and the managers lose their jobs.
Maximising cash flows isin the interests of shareholders as well, since it raises the value
of shareholders’ equity. Thus, the interests of management and shareholders converge.
Maybe debt is the modern whip!

The diverging interests of the various parties generate a number of costs called
“agency costs’. These comprise:

e the cost of monitoring managers efforts (control procedures, audit systems,
performance-based compensation) to ensure that they correspond to the principal’s
objectives. Stock options represent an agency cost since they are exercised at less
than the going market price for the stock;

e thecostsincurred by the agents to vindicate themselves and reassure the principals
that their management is effective, such as the publication of annual reports;

e residual costs.

Ang et a. (2000) have shown that the margins and asset turnover rates of small- and
medium-sized American firms tend to be lower in companies managed by nonsharehold-
ing CEOs, and in which managers have little stake in the capital and many nonexecutive
shareholders.

The main references in this field are Jensen and Meckling (1976), Grossman and
Hart (1980), and Fama (1980). Their research aims to provide a scientific explana-
tion of the relationship between managers and shareholders and its impact on corporate
value.
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Their main contribution is to try and compare financial theory and organisational
theory.

This research forms the intellectual foundation on which the concept of corporate gov-
ernance was built. Corporate governance attempts to regul ate the decision-making power
of executives to ensure that they do not serve their own vested interests to the detriment
chiefly of shareholders, but also of creditors, employees and the company in general.

These developments have caused treasury shares, cross-shareholdings and voting
right restrictionsto be called into question. More board of director meetings are being held
and a percentage of listed companies have set up committeesto monitor internal auditing,
compensation and the re-election of executives or directors. On a sample of 100 large
French companies, 75% had established similar committees and 85% had independent
directors with no links to company executives or the large shareholders. Of S& P 500 cor-
porations, 81% of directors were independent directorsin 2006 and the CEO was the only
insider in 39% of boards. Similarly, the number of directorships held by the same per-
son has been limited to five,* executive compensation is now routinely disclosed and the
accounts are released more rapidly. All these measures are designed to give shareholders
more control over managers.

4/ FREE RIDERS

We saw above that the interests of the different types of providers of funds may diverge,
but so may those of members of the same category.

Theterm “freerider” isused to describe the behaviour of an investor who ben-
efits from transactions carried out by other investorsin the same category without
participating in these transactions himself.

This means, firgt, that there must be several — usualy a large number — of investors
in the same type of security and, second, that a specific operation is undertaken implying
some sort of sacrifice, at least in terms of opportunity cost, on the part of the investorsin
these securities.

As aresult, when considering a financial decision, one must examine whether free
riders exist and what their interests might be.

Below are two examples:

e Responding to a takeover bid: if the offer is motivated by synergies between the
bidding company and its target, the business combination will create value. This
means that it isin the general interest of all parties for the bid to succeed and for the
shareholders to tender their shares. However, it would bein theindividual interest of
these same shareholders to hold on to their shares in order to benefit fully from the
future synergies.

e Bank A holds asmall claim on a cash-strapped company that owes money to many
other banks. It would be in the interests of the banks as a whole to grant additional
loans to tide the company over until it can pay them back, but the interest of our
individual bank would be to let the other banks, which have much larger exposure,
advance the funds themselves. Bank A would thus hold a better-valued existing claim
without incurring a discount on the new credits granted.
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Section 31.4
HOw CAN WE CREATE VALUE?

Before we begin simulating different rates of return, we would like to emphasise once
again that a project, investment or company can only realise extraordinary returns if it
enjoys a strategic advantage. The equilibrium theory of marketstells us that under perfect
competition, the net present value of a project should be nil. If afinancial manager wants
to advise on investment choices, he will no doubt have to make a number of calculations
to estimate the future return of the investment. But he will also have to look at it from a
strategic point of view, incorporating the various economic theories he has learnt.

A project’s real profitability can only be explained in terms of economic rent — that
is, aposition in which the return obtained on investments is higher than the required rate
of return given the degree of risk. The essence of all corporate strategies is to obtain
economic rents—that is, to generate imperfections in the product market and/or in factors
of production, thus creating barriers to entry that the corporate managers strive to exploit
and defend.

The purpose of a financial strategy is to try to “skew” market mechanisms in order to
secure an economic rent.

But don’t fool yourself, economic rents do not last forever. Returns that are higher than
the required rate, taking into account the risk exposure, inevitably attract the attention of
competitors or of the anti-trust authorities, as in the case of Microsoft. Sooner or later,
deregulation and technological advances put an end to them. There are no impregnable
fortresses, only those for which the right angle of attack has not yet been found.

A strategic analysis of the company is thus essential to put the figures in their
economic and industrial context, as we explained in Chapter 8.

We insist on the consequences of a good strategy. When based on accurate fore-
casts, it immediately booststhe value of capital employed and, accordingly, the share
price. This explains the difference between the book value of capital employed and
its market value, which may vary by a factor of 1-10, and sometimes even more.

Rather than rising gradually asthe returns on the investment accrue, the share
price adjusts immediately so that the investor receives the exact required return,
no more, no less. And if everything proceeds smoothly thereafter, the investment
will generate the required return until expectations prove too optimistic or too
pessimistic.

Section 31.5
VALUE AND TAXATION

Depending on the company’s situation, certain types of securities may carry tax benefits.
You are certainly aware that tax planning can generate savings, thereby creating value or at
least preventing the loss of value. Reducing taxesisaform of value creation for investors
and shareholders. All else being equal, an asset with tax-free flows is worth more than the
same asset subject to taxation.
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Better to have aliability with cash outflows that can be deducted from taxes than the
same liability with outflows that are not deductible.

This goes without saying, and any CFO worthy of histitle will do his best to reduce
tax payments.

However, tax optimisation should not merely endeavour to reduce costs if this leads
to higher risks. Financial managers must think in terms of value.

They must carefully examine the impact each financial decision will have on taxes. The
main issues we shall be addressing are:

taxation of debt vs. equity;

taxation of accelerated depreciation and one-off writedowns;
taxation of capital gainsvs. ordinary income (dividends or coupons);
taxation of financial income and expenses,

usable or unusable tax-loss carryforwards.

From a financial point of view, a company’s aim is to create value, i.e. it should be able to SUMMARY
make investments on which the rate of return is higher than the required rate of return,

given the risk involved. If this condition is met, the share price or the value of the share @

will rise. If not, it will fall. download

The theory of markets in equilibrium teaches us that it is very difficult to create lasting
value. Rates of return actually achieved tend over the medium term to meet required rates
of return, given technological progress and deregulation, which reduce entry barriers
and economic rents that all managers must strive to create and defend, even if sooner
or later they will be eliminated. Similarly, diversification or debt cannot create value for
the investor who can, at no cost on an individual level, diversify his portfolio or go into
debt. Finally, there is no connection between the required return on any investment and
the portfolio in which the investment is held — value can only be created by industrial
synergies. Financial synergies do not exist.

It is important to understand that the creation of value is not just the outcome of a cal-
culation of returns. It has an economic basis which is a sort of economic rent that comes
out of a strategy, the purpose of which is to “skew” market mechanisms. Accordingly,
the conceptual framework of the theory of markets in equilibrium alone fails to explain
corporate finance.

Signal and agency theory were developed to make up for the shortcomings of the theory
of markets in equilibrium.

Signal theory is based on the assumption that information is not equally available to all
parties at the same time, and that information asymmetry is the rule. This can have disas-
trous consequences and result in very low valuations or a suboptimum investment policy.
Accordingly, certain financial decisions, known as signals, are taken to shake up this infor-
mation asymmetry. These signals can, however, have a negative financial impact on the
party who initiates them if they turn out to be unfounded.

Agency theory calls into question the claim that all of the stakeholders in the company
(shareholders, managers, creditors) have a single goal — to create value. Agency theory
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shows how, on the contrary, their interests may differ and some decisions (related to
borrowing for example) or products (stock options) come out of attempts at achieving con-
vergence between the interests of managers and shareholders or at protecting creditors.
Agency theory forms the intellectual basis of corporate governance.

QUESTIONS

1/Take the example on p. 633 and give a probability of 50% to the two states of the
world. Calculate the value of A, B and G. Calculate the value of C, D and E. What are
your conclusions?

2/You offer investors the opportunity to invest 100, financed solely with equity. Assuming
that no taxes are payable, projected constant annual profits to perpetuity are 25 (we
assume that necessary capital expenditure is equal to depreciation, that change in
WCR is nil and that all profits are paid out).

(@ What s the rate of return required by the market on this investment?

(b) The return on this investment only comes to 10 per year. If the required rate
of return is not modified, what will the value of this share be on the secondary
market?

() Same question if the return on the investment is 50 per year? And if profits are
nil?

(d) What impact will all of the above scenarios have on the company?

(e) Isit possible to define a simple rule on the creation and destruction of value?

3/What does it mean when a source of financing is cheap?

4/When is value created?

o inthe choice of investment;
o in the choice of financing?

5/You are required to analyse a number of decisions and establish whether or not
they will create value. You then have to decide whether value was in fact created or
transferred on a general level, and if so, who were the winners and who were the
losers.

Creation of value Transfer of value

Set up an oligopoly

Innovate

Secure loans at a lower rate than
the market rate

Improve productivity

Reduce income tax
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6/Analyse the following financial decisions. Do they send out positive, negative or
neutral signals?

Signal aF = =

Sale of company by managing shareholder

Sale of company by non-managing shareholder

Failure of a managing shareholder who has invested most of
his wealth in the company to subscribe to a capital increase

Failure of a capital investor to subscribe to a capital increase

Increase the dividend per share (DPS)

A family-run company running up excessive debts

Giving out free shares in order to maintain the dividend
per share

Giving subscription rights to all shareholders at a strike price
that is twice the price at which the share is currently trading

7/What is synergy?
8/Can we talk about financial synergy?
9/What is a conglomerate discount? How can it be avoided?

10/Show how the share price of a very profitable company which invests at a rate of return
that is higher than the required rate of return can still drop.

11/Reread Chapter 27 with your new insight into investment policy, especially the link
between P/E and PBR, and the rate of return on the investment.

12/Should an investment have a higher expected rate of return than required rate of
return? Generally will value always be created?

13/Show how the conglomerate discount leads to an increase in the cost of equity.
14/Can a signal be sent if there is no cash flow?
15/What is an economic rent? What is it based on?

16/A company that is close to insolvency carries out a capital increase. Is this a signal?
Why? What criteria can you identify as being necessary for a decision to be described
as a signal?

17/An increasing number of large groups now ask their top managers to invest a large
amount of their personal wealth (often more than 40%) in company shares. What is
the theory behind this type of behaviour? Why?

18/Can you explain why the behaviour described in Question 17 could have the secondary
effect of encouraging managers to diversify their groups’ activities?

645



646

EXERCISES

ANSWERS

VALUE

1/ Rawhajpoutalah Intl., an Indian tobacco company, has two divisions, A and B, for which
the figures are as follows:

Division A Division B
Capital employed 1000 1000
Expected return 15% 15%
Net operating income 50 300

(@ What are the values for divisions A and B if you assume, for calculation purposes,
that operating income is constant to perpetuity?

(b) The company pays out 50 and so finances its investments for 300. The company
invests everything in division B at the same return on capital employed (30%).
How much value is created?

(c) Same question if the 300 is invested in division A at the average rate of return of
A (5%).

(d) Same question if the 300 is divided equally between A and B.

(€) What are your conclusions?

Questions

1/V4 = 600, Vg = 450, V5 = 1050; V¢ = 550, Vp = 500, Vi = 1050; V4 + Vi = Vg,
Ve—Vp=Vc

2/(@) 25%.
() 4o.
(¢) 200; o.
(d) None.
(e) Value is created when the return is higher than the required rate of return; and

vice versa.

3/That the risk is underestimated by providers of funds.

4/In the choice of investment: when an investment is made with a return that is higher
than the required rate of return. In the choice of financing: when a company can finance
its operations at a lower rate of return than usually required by the market for the
same risk.

5/ Transfer of client value to shareholders. Creation of value. Transfer of creditors’ value
to shareholders. Creation of value. Creation of value.

6/Signal: Negative. Neutral. Neutral. Negative. Positive. Positive. Positive. Neutral.

7/Synergy results from a reduction in charges or an improvement in products that leads
to the value of the whole being greater than the sum of the values of the parts.

8/No.

9/The fact that a conglomerate is worth more than the parts of which it is made up. By
dismantling conglomerates.

10/This is possible because of an error in anticipation (which was too high at the outset).
11/12/This is the strength of a good corporate strategy, but obviously, if industrial mar-

kets are efficient, it is impossible. Macro-economically, this could be a simple transfer
of value between the customers and the shareholders.
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13/If a conglomerate raises funds of 100 to invest in various assets, and if a discount of
25% is applicable, the 100 will only be worth 75 and it is at this price that new shares
will be issued and not 100. This is where the higher cost of equity comes from.

14/No, because a decision based on financial policy is only a signal if it has negative
financial consequences for the management which took the decision if the signal turns
out to be wrong.

15/An economic rent is a situation in which it is possible to obtain a higher return on
capital employed than the required rate of return given the risk, on the basis of a
special strategic advantage. It is based on a (temporary) lack of equilibrium of the
market.

16/ This cannot be interpreted as a signal because the company has no other choice than
to carry out a capital increase if it wishes to avoid bankruptcy. A decision can only be
qualified as a signal if it is taken freely and if there is a viable alternative.

17/Agency theory, in order to reconcile management’ s financial criteria with those of the
shareholders who have appointed them as managers.

18/Because this severely limits the diversification of the personal portfolios of managers,
who may wish to make up for this by diversifying the activities in which their groups
are involved.

Exercises
(@) V4, =50/0.15 = 333.3; V3 = 300/0.15 = 2000.

(b) V, unchanged; Vs = 390/0.15 = 2600; for 300 reinvested, creation of value = 300.
(c) Vg unchanged; V, = 65/0.15 = 433.33; for 300 reinvested, destruction of value =

200.
(d) V4, = 57.5/0.15 = 383.33; V3 = 345/0.15 = 2300; for 300 reinvested, creation of
value = 50.

(e) Tendency within conglomerates to spread the investment budget. This does not
make for optimal returns.
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