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The Value of Control

It is not uncommon in private company and acquisition valuations to see large
premiums attached to estimated value to reflect the “value of control’. But what, if any, is
the value of control in a firm, and if it exists, how do we go about estimating it? In this
paper, we examine the ingredients of the control premium. In particular, we argue that the
value of controlling a firm has to lie in being able to run it differently (and better).
Consequently, the value of control will be greater for poorly managed firms than well run
ones. The value of control has wide ranging implications beyond acquisitions. We show
that the expected likelihood of control changing is built into the price of every publicly
traded company and that this provides a way of measuring the payoff to strong corporate
governance. We also argue that getting a better handle on the value of control can allow
us to better explain the differences between voting and non-voting share prices and the

minority discount in private company valuations.



What is the value of controlling a business? The answer to this question has wide-
ranging implications for how stocks are priced and the premiums that should be paid in
acquisitions. In this paper, we examine why there may be value to controlling a firm and
how to go about measuring this value. We then consider the wide range of cases where
the value of control applies ranging from the premiums that you would pay for voting
shares (as opposed to non-voting shares) and the minority discounts in private company

valuations.

Measuring the Expected Value of Control

The value of controlling a firm derives from the fact that you believe that you or
someone else would operate the firm differently from the way it is operated currently. We
will begin this section by considering the dimensions on which management decisions
can affect the value of the firm and how to measure the effect of the change. We will
follow up by considering the probability that existing management policies can be
changed. The expected value of control is the product of these two variables: the change
in value from changing the way a firm is operated and the probability that this change

will occur.

The Value of Control

The value of a business is determined by decisions on made by the managers of
that business on where to invest its resources, how to fund these investments and how
much cash to return to the owners of the business. Consequently, when we value a
business, we make implicit or explicit assumptions about both who will run that business
and how they will run it. In other words, the value of a business will be much lower if we
assume that it is run by incompetent managers rather than by competent ones. When
valuing an existing company, private or public, where there is already a management in
place, we are faced with a choice. We can value the company run by the incumbent

managers and derive what we can call a status quo value. We can also revalue the

company with a hypothetical “optimal” management team and estimate an optimal value.
The difference between the optimal and the status quo values can be considered the value

of controlling the business.



The Determinants of Firm Value

The value of any asset is a function of the cash flows generated by that asset, the
life of the asset, the expected growth in the cash flows and the risk associated with the
cash flows. Building on one of the first principles in finance, the value of an asset can be
viewed as the present value of the expected cash flows on that asset, where the asset has a
life of N years and r is the discount rate that reflects both the riskiness of the cash flows

and financing mix used to acquire it.

Value of Asset = gwﬁ
If we view a firm as a collection of assets, this approach can be extended to value a firm,
using cash flows to the firm over its life and a discount rate that reflects the collective
risk of the firm’s assets. This process is complicated by the fact that while some of the
assets of a firm have already been made, and are thus assets-in-place, a significant
component of firm value reflects expectations about future investments. Thus, to value a
firm, we need to measure not just the cash flows from investments already made, but also
estimate the expected value from future growth. In the following section, we will
consider some of the basic principles that should guide our estimates of cash flows,

growth and discount rates.

1. Cash Flow to the Firm

The cash flow to the firm that we would like to estimate should be both after taxes
and after all reinvestment needs have been met. Since a firm is composed both debt and
equity investors, the cash flow to the firm should be before interest and principal
payments on debt and can be measured in two ways. One is to add up the cash flows to
all of the different claim holders in the firm. Thus, the cash flows to equity investors
(which take the form of dividends or stock buybacks) are added to the cash flows to debt
holders (interest and net debt payments) to arrive at the cash flow. The other approach to
estimating cash flow to the firm, which should yield equivalent results, is to estimate the
cash flows to the firm prior to debt payments but after reinvestment needs have been met:

EBIT (1 - tax rate)



— (Capital Expenditures - Depreciation)

— Change in Non-cash Working Capital

= Free Cash Flow to the Firm
The difference between capital expenditures and depreciation (net capital expenditures)
and the increase in non-cash working capital represents the reinvestment made by the
firm to generate future or contemporaneous growth.

Another way of presenting the same equation is to add the net capital
expenditures and working capital change to arrive at total reinvestment, and state it as a
percentage of the after-tax operating income. This ratio of reinvestment to after-tax
operating income is called the reinvestment rate, and the free cash flow to the firm can be
written as:

Free Cash Flow to the Firm = EBIT (1-t) (1 — Reinvestment Rate)
Note that the reinvestment rate can exceed 100%!, if the firm has substantial reinvestment
needs. If that occurs, the free cash flow to a firm will be negative even though after-tax

operating income is positive.

1I. Expected Growth

In valuation, it is expected future cash flows that determine value. While the
definition of the cash flow, described in the last section, still holds, it is the forecasts of
earnings, net capital expenditures and working capital that will yield these cash flows.

One of the most significant inputs into any valuation is the expected growth rate in

operating income. While one could use past growth or consider analyst forecasts to make
this estimate, the fundamentals that drive growth are simple.

The first component is growth from new investments, which is the product of a firm's

reinvestment rate, i.e., the proportion of the after-tax operating income that is invested in

net capital expenditures and changes in non-cash working capital, and the quality of these

reinvestments, measured by the return on the capital invested.
Expected Growthy,,, javesmens = R€INVestment Rate * Return on Capital

where,

' In practical terms, this firm will have to raise external financing, from debt or equity or from both, to
cover the excess reinvestment.



Capital Expenditure - Depreciation + A Non -cash WC
EBIT (1 - tax rate)

Reinvestment Rate =

Return on Capital = EBIT (1-t) / Capital Invested
Both measures should be forward looking and the return on capital should represent the
expected return on capital on future investments. In practice, it is often based upon the
firm's return on capital on assets in place, where the book value of capital is assumed to
measure the capital invested in these assets. Implicitly, we assume then that the current
accounting return on capital is a good measure of the true returns earned on assets in
place, and that this return is a good proxy for returns that will be made on future
investments.

The second component is the growth from managing existing investments more
efficiently. Consider a simple example. Assume that you have a firm that earns a return
on capital of 5% on its existing investments. If it can double the return on capital to 10%
next year, it will double its earnings and report a 100% growth rate in operating income
for the year. In general, the growth rate from generating a higher return on capital from
existing investments can be written as follows:
= (ROC ROC

Expected Growth )/ ROC

Efficiency t, Existing Investments™ t-1, Existing Investments t-1, Existing Investments

If the improvement in return on capital on existing investments occurs over multiple
years, this growth rate has to be spread over the period.?

The key difference between the two components of growth lies in their
sustainability. Growth from new investments can continue in the long term, as long as the
company continues to reinvest at the specified return on capital. Growth from existing
assets can occur only in the short term, since there is a limit to how efficiently you can

utilize existing assets.

1II. Discount Rate
The expected cash flows need to be discounted back at a rate that reflects the cost of
financing these assets. The cost of capital is a composite cost of financing that reflects the

costs of both debt and equity, and their relative weights in the financing structure:

2 If the doubling in return on capital occurs over 5 years, for instance, the growth rate each year can be
estimated as follows:
Annual growth rate = {1 +(ROC,- ROC,,)/ ROC,;}""-1 = (1 +(.10-.05)/.05)"*-1 = .1487



Cost of Capital =k, (Equity/(Debt+Equity) + k., (Debt/(Debt + Equity)

equity

where the cost of equity(k,.;,,) represents the rate of return required by equity investors

equity
in the firm, and the cost of debt (k,,, ) measures the current cost of borrowing, adjusted
for the tax benefits of borrowing. The weights on debt and equity have to be market value
weights. Without getting into the specifics of models of risk and return in finance, the
cost of equity for a publicly traded company should reflect the risk added on by an
investment to a diversified portfolio and can be measured with a beta (in the single-factor
model) or betas (in multi factor models).

A firm’s cost of capital will be determined by the mix of debt and equity it
chooses to use, and whether the debt reflects the assets of the firm; long term assets
should be funded with long term debt and short term assets by short term debt. Using a

sub-optimal mix of debt and equity to fund its investments or mismatching debt to assets

can result in a higher cost of capital and a lower firm value.

1V. Asset Life

Publicly traded firms do not have finite lives. Given that we cannot estimate cash
flows forever, we generally impose closure in valuation models by stopping our
estimation of cash flows sometime in the future and then computing a terminal value that
reflects all cash flows beyond that point. A number of approaches exist for computing the
terminal value, including the use of multiples. The approach that is most consistent with a
discounted cash flow model is one where we assume that cash flows, beyond the terminal
year, will grow at a constant rate forever, in which case the terminal value can be
estimated as follows:

Terminal value, = FCFF,,, / (Cost of Capital,,, - g,)
The cost of capital and the growth rate in the model are sustainable forever. It is this fact,
1.e., that they are constant forever that allows us to put some reasonable constraints on
them. Since no firm can grow forever at a rate higher than the growth rate of the economy
in which it operates, the stable growth rate cannot be greater than the overall growth rate

of the economy. In the same vein, stable growth firms should be of average risk. Finally,

The compounded annual growth rate will be 14.87%.



the relationship between growth and reinvestment rates that we noted earlier can be used

to generate the free cash flow to the firm in the first year of stable growth:

g
EBIT 1-t)|1-——
n+l( )( ROCn)

(WACC, -g,)

Terminal Value =

where the ROC, is the return on capital that the firm can sustain in stable growth. In the
special case where ROC is equal to the cost of capital3, this estimate simplifies to become
the following:

EBIT , (1-1)

Terminal Val - =
erminal Value roc—wacc WACC,

Thus, in every discounted cash flow valuation, there are two critical assumptions we need
to make on stable growth. The first relates to when the firm that we are valuing will
become a stable growth firm, if it is not one already. The second relates to what the
characteristics of the firm will be in stable growth, in terms of return on capital and cost

of capital.

Bringing it All Together

In summary, then, to value any firm, we begin by estimating how long high
growth will last, how high the growth rate will be during that period and the cash flows
during the period. We end by estimating a terminal value and discounting all of the cash
flows, including the terminal value, back to the present to estimate the value of the firm.

Figure 1 summarizes the process and the inputs in a discounted cash flow model.

3 This assumes that a firm cannot make positive excess returns in perpetuity, since competition will be
attracted by these returns.
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Ways of Increasing Value

A firm can increase its value by increasing cash flows from current operations,
increasing expected growth and the period of high growth and by reducing its composite
cost of financing. In reality, however, none of these is easily accomplished and whether
these changes can be made is a function of all of the qualitative factors that we are often
accused of ignoring in valuation - the quality of management, the strength of brand name,

strategic decisions and good marketing.

1. Increase Cash Flows From Assets In Place

The first place to look for value is in the assets in place of the firm. These assets
reflect investments that have already been made by the firm that generate the current
operating income for the firm. To the extent that these investments earn less than the cost
of capital, or are earning less than they could, if optimally managed, there is potential for
value creation. In general, actions taken to increase cash flows from assets in place can
be categorized into the following groups:

* Asset Redeployment. To the extent that the assets of a business are poorly
invested, you can increase the cash flows and value of the firm by divesting
poorly performing assets* or by moving assets from their existing uses to ones
that generate higher value. One example would be a retail firm that owns its stores
deciding that the store spaces would be worth more developed as commercial real
estate instead of being used in retailing.

* Improved operating efficiency: When a firm’s operations are riddled with
inefficiencies, reducing or eliminating these inefficiencies will translate into an
increase in operating cash flows and value. Thus, a telecommunications firm that
is overstaffed should be able to generate value by reducing the size of its
workforce. A steel company that is losing money because of outdated equipment
in its plants may be able to increase its value by replacing them with newer, more

efficient equipment. In recent years, manufacturing companies in developed

4 At first sight, divesting businesses that are earning poor returns or losing money may seem like the ticket
to value creation. However, the real test is whether the divestiture value exceeds the value of continuing in
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markets like the United States and Western Europe have been able to generate
substantial savings in costs by moving their operations to emerging markets
where labor costs are lower.

Reduce tax burden: 1t is every firm’s obligation to pay its rightful due in taxes but
not to pay more than its fair share. If a firm can legally reduce its tax burden, it
should do so. A multinational firm may be able to reduce its taxes by moving
more of its operations (and the ensuing earnings) to lower tax locales. Risk
management can also play a role in reducing taxes by smoothing out earnings
over periods; spikes in income can subject a firm to higher taxes.

Reduce capital maintenance and working capital investments: A significant
portion of after-tax operating income is often reinvested in the firm not to
generate future growth but to maintain existing operations. This reinvestment
includes capital maintenance (which is capital expenditure designed to maintain
and replace existing assets) and investments in inventory or accounts receivable.
Much of this reinvestment may be unavoidable, because assets age and firms need
working capital to generate sales. In some firms, though, there may be potential
for savings, especially in working capital. A retail firm that maintains inventory at
10% of sales, when the average for the sector is only 5%, can increase cash flows

substantially if it can bring its inventory levels down to industry standards.

2. Increase Expected Growth

A firm with low current cash flows can still have high value if it is able to grow

quickly during the high growth period. As noted earlier, higher growth can come either

from new investments or from more efficiently utilizing existing assets.

With new investments, higher growth has to come from either a higher

reinvestment rate or a higher return on capital on new investments or both. Higher

growth does not always translate into higher value, since the growth effect can be
offset by changes elsewhere in the valuation. Thus, higher reinvestment rates

usually result in higher expected growth but at the expense of lower cash flows,

the business; if it is, divestiture makes sense. After all, when a business is earning poor returns, it is
unlikely that a potential buyer will pay a premium price for it.
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since more reinvestment reduces free cash flows at least in the near term.> To the
extent that the return on capital on the new investments is higher (lower) than the
cost of capital, the value of the business will increase (decrease) as the
reinvestment rate rises. Similarly, higher returns on capital also cause expected
growth to increase, but value can still go down if the new investments are in
riskier businesses and there is a more than proportionate increase in the cost of
capital.

* With existing assets, the effect is more unambiguous, with higher returns on
capital translating into higher growth and higher value. A firm that is able to
increase its return on capital on existing assets from 2% to 8% over the next 5
years will report healthy growth and higher value.

Which of these two avenues offers the most promise for value creation? The answer will
depend upon the firm in question. For mature firms with low returns on capital
(especially when less than the cost of capital), extracting more growth from existing
assets is likely to yield quicker results, at least in the short term. For smaller firms with
relatively few assets in place, generating reasonable returns, growth has to come from

new investments that generate healthy returns.

3. Lengthen the Period of High Growth

As noted above, every firm, at some point in the future, will become a stable growth
firm, growing at a rate equal to or less than the economy in which it operates. In addition,
growth creates value only if the return on investments exceeds the cost of capital. Clearly,
the longer high growth and excess returns last, other things remaining equal, the greater
the value of the firm. Note, however, that no firm should be able to earn excess returns
for any length of period in a competitive product market, since competitors will be
attracted by the excess returns into the business. Thus, implicit in the assumption that
there will be high growth, in conjunction with excess returns, is also the assumption that
there exist some barriers to entry that prevent firms from earning excess returns for

extended time periods.

5 Acquisitions have to be considered as part of capital expenditures for reinvestment. Thus, it is relatively
easy for firms to increase their reinvestment rates but very difficult for these firms to maintain high returns
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Given this relationship between how long firms can grow at above-average rates and
the existence of barriers to entry, one way firms can increase value is by increasing
existing barriers to entry and coming up with new barriers to entry. Another way of
saying the same thing is to note that companies that earn excess returns have significant

competitive advantages. Nurturing these advantages can increase value.

4. Reduce the cost of financing

The cost of capital for a firm was defined earlier to be a composite cost of debt
and equity financing. The cash flows generated over time are discounted back to the t at
the cost of capital. Holding the cash flows constant, reducing the cost of capital will
increase the value of the firm. There are four ways in which a firm can bring its cost of
capital down, or more generally, increase its firm value by changing both financing mix
and type.

*  Make products/services less discretionary: The operating risk of a firm is a direct
function of the products or services it provides and the degree to which these
products/services are discretionary to its customers. The more discretionary they
are, the greater the operating risk faced by the firm. Consequently, firms can
reduce their operating risk by making their products and services less
discretionary to their customers. Advertising clearly plays a role, but coming up
with new uses for a product/service may be another.

* Reduce operating leverage: The operating leverage of a firm measures the
proportion of its costs that are fixed. Other things remaining equal, the greater the
proportion of the costs of a firm that are fixed, the more volatile its earnings will
be, and the higher its cost of equity/capital will be. Reducing the proportion of the
costs that are fixed will make a firm less risky and reduce its cost of capital. ¢

* Changing financing mix: Debt is always cheaper than equity, partly because
lenders bear less risk than equity investors and partly because of the tax advantage
associated with debt. Offsetting this advantage is the fact that borrowing money

increases the risk and the cost of both debt (by increasing the probability of

on capital as they do so.
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bankruptcy) and equity (by making earnings to equity investors more volatile).
The net effect will determine whether the cost of capital will increase or decrease
if the firm takes on more debt. One way of defining the optimal financing mix is
to define it as the mix at which the cost of capital is minimized.

* Match financing to assets: The fundamental principle in designing the financing
of a firm is to ensure that the cash flows on the debt match as closely as possible
the cash flows on the asset. Firms that mismatch cash flows on debt and cash
flows on assets (by using short term debt to finance long term assets, debt in one
currency to finance assets in a different currency or floating rate debt to finance
assets whose cash flows tend to be adversely impacted by higher inflation) will
end up with higher default risk, higher costs of capital and lower firm values. To
the extent that firms can use derivatives and swaps to reduce these mismatches,

firm value can be increased.

5. Manage non-operating Assets

In the first four components of value creation, we have focused on ways in which
a firm can increase its value from operating assets. A significant chunk of a firm’s value
can derive from its non-operating assets — cash and marketable securities, holdings in
other companies and pension fund assets (and obligations). To the extent that these assets

are sometimes mismanaged, there is potential for value enhancement here.

5.1. Cash and Marketable Securities

In conventional valuation, we assume that the cash and marketable securities that
are held by a firm are added on to the value of operating assets to arrive at the value of
the firm. Implicitly, we assume that cash and marketable securities are neutral
investments (zero NPV investments), earning a fair rate of return, given the risk of the
investments. Thus, a cash balance of $ 2 billion invested in treasury bills and commercial
paper may earn a low rate of return but that return is what you would expect to earn on

these investments.

6 Qutsourcing and more flexible wage contracts, both phenomena that have been widely reported on over
the last decade, can be viewed as attempts by firms to reduce their fixed costs.
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There are, however, two scenarios where large cash balance may not be value
neutral and thus provide opportunities for value enhancement. The first is when cash is
invested at below market rates. A firm with $ 2 billion in a cash balance held in a non-
interest bearing checking account is clearly hurting its stockholders. The second is when
investors are concerned that the cash will be misused by management to make poor
investments (or acquisitions). In this case, there will be a discount applied to cash to
reflect the likelihood that management will misuse the case the consequences of such
misuse. Reverting back to the example of the company with $ 2 billion in cash, assume
that investors believe that there is a 25% chance that this cash will be used to fund an
acquisition and that the firm will over pay by $ 500 million on this acquisition. The value
of cash at this company can be estimated as follows:

Value of Cash = Stated Cash Balance — Probability of Poor Investment * Cost of Poor
Investment = $ 2 billion — 0.25* 0.5 billion = $ 1.875 billion
In either of these scenarios, returning some or all of this cash to stockholders in the form

of dividends or stock buybacks will make stockholders better off.

5.2. Holdings in other companies

When firms acquire stakes in other firms, the value of these holdings will be
added on to the value of operating assets to arrive at the value of the equity of the firm. In
conventional valuation, again, these holdings have a neutral effect on value. As with
cash, there are potential problems with these cross holdings that can cause them to be
discounted (relative to their true value) by markets. Cross holdings are difficult to value,
especially when they are in subsidiary firms with different risk and growth profiles than
the parent company. It is not surprising that firms with substantial cross holdings in
diverse businesses often find these holdings being undervalued by the market. In some
cases, this undervaluation can be blamed on information gaps, caused by the failure to
convey important details on growth, risk and cash flows on cross holdings to the markets.
In other cases, the undervaluation may reflect market skepticism about the parent

company’s capacity to manage its cross holding portfolio; consider this a conglomerate
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discount.” If such a discount applies, the prescription for increased value is simple.
Spinning off or divesting the cross holdings and thus exposing their true value should

make stockholders in the parent company better off.

5.3. Pension fund Obligations (and Liabilities)

Most firms have large pension obligations and matching pension assets. To the
extent that both the obligations and assets grow over time, they offer both threats and
opportunities. A firm that mismanages its pension fund assets may find itself with an
unfunded pension obligation, which reduces the value of its equity. On the other hand, a
firm that generates returns that are higher than expected on its pension fund assets could
end up with an over-funded pension plan and higher equity value.

There are ways of creating value from pension fund investments, though some are
more questionable from an ethical perspective than others. The first is to invest pension
fund assets better, generating higher risk-adjusted returns and higher value for
stockholders. The second (and more questionable approach) is to reduce pension fund
obligations, either by renegotiating with employees or by passing the obligation on to

other entities (such as the government) while holding on to pension fund assets.

The Value of Changing Management

If we consider value to be the end result of the investment, financing and dividend
decisions made by a firm, the value of firm will be a function of how optimal (or sub-
optimal) we consider a firm’s management to be. If we estimate a value for the firm,
assuming that existing management practices continue, and call this a status quo value
and re-estimate the value of the same firm, assuming that it is optimally managed, and
call this estimate the optimal value, the value of changing management can be written as:

Value of management change = Optimal firm value — Status quo value

The value of changing management will be a direct consequence of how much we can
improve the way the firm is run. The value of changing management will be zero in a

firm that is already optimally managed and substantial for a firm that is badly managed.

7 Studies looking at conglomerates conclude that they trade at a discount of between 5 and 10% on the
value of the pieces that they are composed of.
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Retracing the steps through value, it should also be quite clear that the pathway to

value enhancement will vary for different firms. Sub-optimal management can manifest

itself in different ways for different firms. For firms where existing assets are poorly

managed, the increase in value will be primarily from managing those assets more

efficiently — higher cash flows from these assets and efficiency growth. For firms where

investment policy is sound but financing policy is not, the increase in value will come

from changing the mix of debt and equity and a lower cost of capital. Table 1 considers

potential problems in existing management, fixes to these problems and the value

consequences:

Table 1: Ways of Increasing Value

Potential Problem

Manifestations

Possible fixes

Value Consequence

Existing assets are
poorly managed

Operating margins are
lower than peer group
and return on capital is
lower than the cost of
capital

Manage existing
assets better.
This may require
divesting some
poorly
performing
assets.

Higher operating
margin and return on
capital on existing
assets -> Higher
operating income
Efficiency growth ->
in near term as return
on capital improves

Management is
under investing (It
1s too conservative
in exploiting growth
opportunities)

Low reinvestment rate
and high return on
capital in high growth
period

Reinvest more in
new
investments,
even if it means
lower return on
capital (albeit >
cost of capital)

Higher growth rate
and higher
reinvestment rate
during high growth
period -> Higher
value because growth
is value creating.

Management is over
investing (It is
investing in value
destroying new
investments)

High reinvestment rate
and return on capital
that is lower than cost
of capital

Reduce
reinvestment
rate until
marginal return
on capital is at
least equal to
cost of capital

Lower growth rate
and lower
reinvestment rate
during high growth
period -> Higher
value because growth
is no longer value

destroying
Management is not | Short or non-existent | Build on Longer high growth
exploiting possible | high growth period competitive period, with larger
strategic advantages | with low or no excess | advantages excess returns ->

returns.

Higher value

Management is too
conservative in its
use of debt

Debt ratio is lower
than optimal (or
industry average)

Increase debt
financing

Higher debt ratio and
lower cost of capital -
> Higher firm value
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Management is over | Debt ratio is higher Reduce debt Lower debt ratio and
using debt than optimal financing lower cost of capital -
> Higher firm value
Management is Cost of debt is higher | Match debt up to | Lower cost of debt
using wrong type of | than it should be, assets, using and cost of capital ->
financing given the firm’s swaps, Higher firm value
earning power derivatives or
refinancing
Management holds | Cash and marketable | Return cash to Firm value is reduced
excess cash and is securities are a large | stockholders, by cash paid out, but
not trusted by the percent of firm value; | either as stockholders gain
market with the Firm has poor track dividends or because the cash was
cash. record on investments. | stock buybacks | discounted in the

firm’s hands.

Management has
made investments in
unrelated
companies.

Substantial cross
holdings in other
companies that are
being undervalued by
the market.

As a first step,
try to be more
transparent
about cross
holdings. If that
is not sufficient,
divest cross
holdings

Firm value is reduced
by divested cross
holdings but
increased by cash
received from
divestitures. When
cross holdings are
under valued, the
latter should exceed
the former.

llustration 1: The Value of Changing Management — SAP

SAP is a business software manufacturing company, headquartered in Germany.

It has a well-deserved reputation for good management, especially when it comes to new

investments; it reinvested 57.42% of its after-tax operating income back into the

company and generated a return on capital of 19.93% in 2004. On both dimensions, it did

considerably better than its peer group. The management is, however, extremely

conservative when it comes to the use of debt and has a debt ratio of 14%; its resulting
cost of capital is 8.68%. In figure 2, we value the company assuming that it will continue
its current investment policy (maintaining its reinvestment rate and return on capital from

2004 for the next 5 years) and its conservative financing policy. The value per share that

we arrive at is 106.12 Euros.

18

18



How much can SAP afford to borrow? To answer this question, we estimate the

cost of capital for SAP in Table 2 at debt ratios ranging from 0 to 90%. 8

Table 2: Cost of Capital and Debt Ratios: SAP

Debt Cost of Bond Interest rate Tax Cost of Debt
Ratio Beta Equity Rating on debt Rate (after-tax) WACC
0% 1.25 8.72% AAA 3.76% 36.54% 2.39% 8.72%
10% 1.34 9.09% AAA 3.76% 36.54% 2.39% 8.42%
20% 1.45 9.56% A 4.26% 36.54% 2.70% 8.19%
30% 1.59 10.16% A- 4.41% 36.54% 2.80% 7.95%
40% 1.78 10.96% CCC 11.41% 36.54% 7.24% 9.47%
50% 2.22 12.85% C 15.41% 22.08% 12.01% 12.43%
60% 2.78 15.21% C 15.41% 18.40% 12.58% 13.63%
70% 3.70 19.15% C 15.41% 15.77% 12.98% 14.83%
80% 5.55 27.01% C 15.41% 13.80% 13.28% 16.03%
90% 11.11 50.62% C 15.41% 12.26% 13.52% 17.23%

At a 30% debt ratio, the cost of capital is minimized at 7.95%; it is about 0.73% lower

than the current cost of capital.

If we assume that the only thing we change at SAP is the financing mix and we

move the firm to its optimal debt ratio of 30% (and the resulting lower cost of capital),

the value of SAP as a company will increase. In figure 3, we show the restructured

valuation of SAP with this change and arrive at a value of 118.70 Euros per share. The

value of control, in the case of SAP, is a relatively paltry 12.6 Euros per share or about

12% of equity value.

8 The process of computing the cost of equity and debt at different debt ratios is described in detail in my
book on Applied Corporate Finance (Second Edition, 2004).
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Lllustration 2: The Value of Changing Management — Blockbuster

In April 2005, Carl Icahn shocked the management at Blockbuster, the video
rental company, by contesting the management slate for seats on the board of directors.
He based his challenge on the argument that Blockbuster was poorly managed and run,
and could be worth more with significant management changes. While incumbent
management contested him on this issue, Icahn was able to get enough stockholder
support to get his representatives elected to the board.

Looking at Blockbuster’s 2004 financial statements, there is a clear basis for
stockholder dissatisfaction with the company. The company’s revenues have stagnated,
going from $ 5,566 million in 2002 to $5,912 million in 2003 to $6,054 million in 2004.
Even more ominously, the company’s operating income has dropped from $468.20
million in 2002 to $251.20 million in 2004, as competition has increased both from
online rentals (Netflix) and from discount retailers (Walmart). The company earned a
return on capital of 4.06% on its existing assets in 2004 while its cost of capital was
6.17%. Even if we assume that the return on capital on new investments will gradually
increase to the cost of capital level over the next 5 years, we arrive at a value for the
equity of $955 million and a value per share of only $5.13 (shown in figure 4).

So, how would we restructure Blockbuster? The first and most important
component is increasing the returns on existing assets to at least the cost of capital of
6.17%. This will require either generating more operating income (It has to increase to
$381.76 million) or releasing some of the existing capital tied up in the poorest return
assets (which would require more than $ 1 billion in divestitures). If we also assume that
the company can raise the return on capital on its new investments to the cost of capital
immediately, the value of equity jumps to $2.323 billion, resulting in a value per share for
the company is $12.47 (shown in figure 5).

It is worth nothing that Blockbuster has two classes of shares — 118 million class
A shares with one voting right per share and 63 million class B with two voting rights per
share. At the time of this analysis, both classes were trading at roughly the same price of
$9.50 per share. We will return to the issue of voting and non-voting shares and the

determinants of pricing differences later in this paper.
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Figure 4: Blockbuster: Status Quo
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Figure 5: Blockbuster: Restructured
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lllustration 3: The Value of Changing Management — Nintendo

Nintendo, the Japanese manufacturer of video games, presented an interesting
picture at the start of 2005. The company reported 443 billion yen in revenues for the
year ended March 2005, roughly the same as its revenues three years earlier. Its operating
income for the year was approximately 100 billion yen. The company had a market value
of equity of about 1600 billion yen, no debt outstanding and a cash balance of 717 billion
yen (about 45% of overall firm value).

Over the last few years, Nintendo has reinvested very little money into its
operating assets and its reinvestment rate for the most recent year was about 5%. Cutting
costs has allowed the company to generate a healthy return on capital of 8.54% on its
existing assets, well above its cost of capital of 6.80%. If we assume that it can maintain
this return on capital and reinvestment rate, the expected growth rate is only 0.43%.

Expected Growth Rate = Reinvestment Rate * Return on capital

=.05%.0854 = .0043 or 0.43%
Valued as a stable growth firm, we arrive at a value for the operating assets of 999 billion
yen.

Value of Nintendo’s operating assets = EBIT (1-t) (1 — Reinvestment Rate)/ (Cost

of capital — Stable growth rate) = 100 (1- .33) (1 -.05)/ (.068-.0043) = 999 billion
Adding on the cash balance of 717 billion and dividing by the number of shares
outstanding, we estimate a status quo value of 12115 yen/share, about 8% higher than the
prevailing market price of 11300 yen/share. The lower market price can be partially
attributable to the market’s skepticism about whether Nintendo can maintain the excess
returns it makes now forever (which is what we assumed in the valuation) and partially to
its mistrust of the large cash balance (and what it can be utilized for).

Looking at this firm for potential value enhancement, there are three possible
changes we could make. The first would be a more aggressive growth posture; the video
game business is a fast-growing business that requires substantial reinvestment.
Increasing the reinvestment rate, even if it means settling for a lower return on capital on
new investments would increase growth and value. The second is the use of more debt in

financing the firm; the firm is all equity funded now and could easily support a debt ratio
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of 20% without exposing itself to significant default risk. The third is a reduction in the
cash balance. We revalued Nintendo with the following changes to fundamentals:

a. An increased reinvestment rate of 40% for the next 5 years in conjunction with a
return on capital of 7.50%. This will increase the annual growth rate over the
period to 3%. After year 5, we will assume a growth rate of 2%, with a consistent
reinvestment rate.’

b. A debt ratio of 20%, together with a pre-tax cost of debt of 3%, lowers the cost of
capital for the next 5 years to 6.49% and in perpetuity to 5.84%.

c. A significant reduction in the cash balance to about 200 billion yen. At this level,
the discount that the market is attaching to cash should decrease or dissipate.

With these changes, the value of equity per share increases to 14107 yen, an increase of

about 18.5% from the status quo value of 12,115 yen. (See Figure 6)

9 To compute the reinvestment rate, we use a return on capital of 7.50% in perpetuity:
Reinvestment rate = Growth rate/ Return on capital = 2%/7.50% = 26.67%
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Figure 6: Nintendo: Restructured
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The Probability of Changing Management

While the value of changing management in a badly managed firm can be
substantial, the increased value will be created only if management policies are changed.
While this change can sometimes be accomplished by convincing existing managers to
modify their ways, all too often it requires replacing the managers themselves. If the
likelihood of management change happening is low, the expected value of control will
also be low. In this section, we first consider the mechanisms for changing management,

and then some of the factors that determine the likelihood of management change.

Mechanisms for changing management

It is difficult to change the way a company is run, but in general, there are four
ways in which it can be done. The first is a variation of moral or at least economic
suasion, where one or more large institutional investors introduce shareholder proposals
designed primairly to improve corporate governance, holding the threat of more extreme
action over the heads of managers. The second is a proxy contest, where incumbent
managers are challenged by an investor who is unhappy with the way the firm is run, for
proxy votes; with sufficient votes, the investor can get representation on the board and
may be able to change management policy. The third is to try to replace the existing
managers in the firm with more competent managers; in publicly traded firms, this will
require a board of directors that is willing to challenge management. The fourth and most
extreme is a hostile acquisition of the firm by an investor or another firm; the incumbent
management is usually replaced after the acquisition and management policy is

revamped.

a. Activist Investors

Most institutional and large investors are passive and choose to sell and move on
when they dislike the way a company is run. A mix of pension funds and private
investors have shown a willingness to confront incumbent managers. These activist
investors, with the weight of their large stockholdings, are able to present proposals to
stockholders to change policies that they feel are inimical to shareholder interests. Often,

these proposals are centered on corporate governance; changing the way the board of
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directors is chosen and removing anti-takeover clauses in the corporate charter are
common examples. Activist investing is a recent phenomenon and it is still rare; between

1986 and the early 1990s, five institutional investors (Calpers, CREF. CalSTERS,
NYCERS, SWIB) accounted for almost 20% of all stockholder proposals.!® It should be
noted, though, that the record of activist investors in changing management policies and
improving operating performance is mixed. While the success rate has improved over recent
years, less than a fifth of all shareholder proposals on corporate governance get majority
support, and even when passed, boards often ignore them. While there is evidence that
activist investors target poorly managed firms with low insider holdings, there is little

evidence that they succeed in improving performance at these firms.

b. Proxy Contests

At large publicly traded firms with widely dispersed stock ownership, annual
meetings are lightly attended. For the most part, stockholders in these companies tend to
stay away from meetings and incumbent managers usually get their votes by default, thus
ensuring management approved boards. In some companies, activist investors compete
with incumbent managers for the proxies of individual investors, with the intent of
getting their nominees for the board elected. While they may not always succeed at
winning majority votes, they do put managers on notice that they are accountable to
stockholders. There is evidence that proxy contests occur more often in companies that
are poorly run, and that they create significant changes in management policy and

improvements in operating performance.!!

c. Forced CEO Turnover

CEO turnover at most firms is usually a consequence of retirement or death and
the successor usually follows in the incumbent’s footsteps. This is not surprising since
boards of directors are usually handpicked to support the CEO. In some cases, though,
the CEO is forced out by the board, because of displeasure over his or her performance,

and an outsider is brought in to head the firm. This provides an opening for a

10 Del Guercio, D. and J. Hawkins, 1999, The Motivation and Impact of Pension Fund Activism, Journal of
Financial Economics, v52.

11 Mulherin, J.H. and A. B. Poulsen, 1998, Proxy Contests and Corporate Change: Implications for
Shareholder Wealth, Journal of Financial Economics, v47, 279-313. They find that the bulk of the wealth
from proxy contests stems from firms that are subsequently acquired or where management is changed.

29

29



reassessment of the firm’s current management policies and for significant changes. In
the United States, forced CEO turnover has ebbed and flowed with investor activism,
rising in the 1980s, dropping off in the 1990s and rising again in the aftermath of the
corporate scandals at Enron and WorldCom. While forced CEO turnover was uncommon
outside the United States until recent years, it is becoming more frequent. In fact, more

CEOs were forcibly removed in Europe in 2004 than in the United States.

d. Hostile acquisitions

Investor pressure, CEO turnover and proxy contests represent internal processes
for management discipline. When these fail, the only weapon that stockholders have left
is to hope that the firm will become the target of a hostile acquisition, where the acquirer
will take over the company and change the way it is run. For hostile acquisitions to be
effective as management disciplining mechanism, several pieces have to fall into place.
First, firms that are badly managed and run should be targeted for acquisitions. Second,
the system should give potential hostile acquirers a reasonable chance of success; the bias
towards incumbency should be negligible or small. Third, the acquirer has to change both
the managers and the management policies of the target company after the acquisition.

We will consider the empirical evidence on each of these later in this paper.

Determinants of Management Change

There is a strong bias towards preserving incumbent management at firms, even
when there is widespread agreement that the management is incompetent or does not
have the interests of stockholders at heart. Some of the difficulties arise from the
institutional tilt towards incumbency and others are put in place to make management

change difficult, if not impossible.

a. Institutional Constraints

The first group of constraints on challenging incumbent management in
companies that are perceived to be badly managed and badly run is institutional. Some of
these constraints can be traced to difficulties associated with raising the capital needed to

fund the challenge, some to state restrictions on takeovers and some to inertia.
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Capital Constraints

You need to raise capital to acquire firms that are poorly managed and any
constraints on that process can impede hostile acquisitions. It should come as no surprise
that hostile acquisitions are rare in economies where capital markets — equity and debt -
are not well developed. In fact, for much of the last century, badly managed companies in
Europe were at least partially shielded from hostile acquisitions by the absence of an
active corporate bond market and the reliance of companies on bank loans. The
acquisition of Telecom Italia by Olivetti in 1999, which was one of the very first large
hostile acquisitions in Europe, was facilitated by Olivetti’s use of the nascent Euro bond
market. It is entirely possible that Olivetti would have failed in its bid, if it had to
approach Italian banks for the same funding.

In general, then, we would argue that the likelihood of changing the management
in badly managed firms is greater when financial markets are open and funds are
accessible at low cost to a wide variety of investors (and not just to large corporations in
good credit standing). Even in the United States, the likelihood of hostile acquisitions
increased dramatically in the 1980s when Michael Milken and his compatriots at Drexel
Burnham opened up the junk bond market, allowing hostile acquirers like T. Boone
Pickens and Carl Icahn to issue bonds with little or no security to fund hostile takeovers.

Capital constraints do have a disproportionate effect, providing greater protection
for larger market cap companies than for smaller ones. After all, a hostile acquirer, even
in a restricted capital market, may be able to raise $ 1 billion to fund an acquisition but is
unlikely to come up with $ 15 or $ 20 billion. Thus, it should come as no surprise that the
managers of larger firms in closed capital markets often have a vested interest in keeping

the markets closed.

State Restrictions

Many financial markets outside the United States impose significant legal and
institutional restrictions on takeover activity. While few markets forbid takeovers
altogether, the cumulative effect of the restrictions is to make hostile takeovers just about
impossible. Even in the United States, many states imposed restrictions on takeovers in
the 1980s, in response to the public and political outcry against hostile takeovers. One

example of state-imposed restrictions is the Pennsylvania law passed in 1990, which

31

31



contained three provisions to make takeovers more difficult. First, bidders who crossed
ownership thresholds of 20, 33, or 50% without management approval were required to
gain the approval of other shareholders to use their voting rights. This approval was made
even more difficult to obtain because voting was restricted to only those shareholders
who had held stock for more than 12 months. Second, the board of directors was allowed
to weigh the effect of the takeover on all stakeholders, including customers, employees,
and local community groups, in accepting or rejecting a takeover, thus providing
members of the board with considerable leeway in rejecting hostile bids. Third, bidders
were forced to return any profits made from any sale of stock in the target corporation
within 18 months of the takeover attempt, thus increasing the cost of an unsuccessful bid.

There are similar laws on the books in many countries.

Inertia and Conflicts of Interest

There is one final factor to consider in whether managers in badly managed firms
feel the heat from stockholders. If the stockholders in these firms are passive and don’t
respond to the pleas of acquirers or other investors by tendering their shares in an
acquisition or their proxies in a proxy contest, it is very likely that incumbent managers
will stay entrenched. Institutional investors who own about 70% of the outstanding stock
at large, publicly traded firms are more likely to be passive than activist investors, voting
with their feet (by selling stock in firms that they believe are not well managed) rather
than against management.'? In many cases, they tend to go along with the incumbent
managers of the firms that they own stock in, rather than take issue with their decisions.!3

Why do investors in many firms stick with managers in the midst of poor
performance? For some institutional investors, like Fidelity, which own stock in hundreds
of firms, it may be the only practical solution. After all, activist investing is time and

resource consuming and it may not be feasible for a fund with holdings in 200 companies

12 parrino, R, R.W. Sias and L.T. Starks, 2003, Voting with their Feet: Institutional Ownership changes
around Forced CEO Turnover, Journal of Financial Economics, v69, 3-46. They find that aggregate
institutional ownership drops by about 12% in the year prior to a forced CEO change and that individual
ownership increases. Institutional investors who are better informed and more concerned about prudent
stocks are more likely to sell during this period.

13 In 2001, for example, Hewlett Packard announced its intent to acquire Compaq. Two of Hewlett
Packard’s directors, including David Hewlett, resigned, arguing that the acquisition did not make sense.
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to do it. . For others, like investment and commercial banks, there are side benefits that
are obtained by maintaining good relations with incumbent managers. These benefits can

overwhelm the potential gains from being more active stockholders.

b. Firm-specific Constraints

There are some firms where incumbent managers, no matter how incompetent, are
protected from stockholder pressure by actions taken by these firms. This protection can
take the form of anti-takeover amendments to the corporate charter, elaborate cross
holding structures and the creation of shares with different voting rights. In some cases,
the incumbent managers may own large enough stakes in the firm to stifle any challenge

to their leadership.

Corporate Charter Amendments

In response to a wave of hostile takeovers in the 1980s, many firms changed their
corporate charters to make takeovers more difficult. Many reasons were offered for for
these changes. First, they would release managers from the time-consuming tasks of
having to deal with hostile takeovers and enable them to spend their time making
productive decisions. Second, they would give managers additional tools to extract a
higher price from hostile bidders in a takeover by increasing their bargaining power.
Third, they would enable managers to focus on maximi