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Preface

The typical features of the current world economic development phase are the steadily
increasing mutual connections and adaptations of particular processes. The crucial deter-
minants and influential factors of economies should be characterized as the continual and
distinctive linking with the world market and especially the European area and the en-
forcement of more market procedures and managerial methods. Such economies are reg-
ularly exposed to the increased influence of the external environment and the implicit ne-
cessity for adaptation.

Finance can be considered as one of the significant synthesizing tools enabling the
effective and rational management of various economic and financial processes both the
micro-level and the macro-level. Knowledge and the adoption of financial management
and decision-making apparatus in corporations are among the fundamental and most im-
portant assumptions and aspects of successful economic development.

The basic intention of this textbook is to apply, describe and verify new and innovative
approaches and methods applicable in financial decision-making. Another objective is to
provide a comprehensive survey and information concerning financial management and
decision making. The emphasis is placed on the presentation of substantial methods such
as financial analysis, investment and valuation. Furthermore, because of the specific fi-
nancial and economic characteristics, attention is given to the risk and flexibility aspects
of the financial decision-making process. The textbook contains the basic topics on finan-
cial management and decision making. Therefore, it could be used as the list of methods
for dealing with real-world problems, furthermore as a survey text acting as the benchmark
concerning the possibilities and instruments applicable in financial management and de-
cision making.

The monograph is especially appropriate for those who are interested in corporate fi-
nancial management and decision making. It is possible to mention finance and economics
researchers, analysts, specialists and experts; managers concerned with finance in cross-
sectional subjects; and last but not least other concerned readers.

The publication can be used as a specialized text of innovative methods and compre-
hensive survey and approaches for researchers, analysts. The text is suitable for students
of advanced courses and doctoral students in finance, especially as the fundamental text
of the finance topic. Furthermore the text could serve for master’s and bachelor’s degrees
students in finance and economics and managerial study programmes. The text could be
useful for financial modules in the framework of MBA (Master of Business Administra-
tion) programmes. Furthermore, the textbook should be primarily used in courses taught
in the English language. Naturally, the monograph is addressed to all students of the Fac-
ulty of Economics, VSB-Technical University of Ostrava. Obviously, the textbook is
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aimed at all professionals interested in the financial management and decision-making
fundamentals, approaches and methods.

The publication is outlined and written for readers with different backgrounds and in-
terests. Therefore, it includes both more complex easier and parts, implying that it can be
studied in various ways.

We can recommend all the chapters except Chapter 3 and respectively Chapter 9 for
readers who are interested in the basic information and methods applicable in financial
management and decision making. Readers with deeper topic knowledge and concern can
follow the chapters in order or skip Chapter 3 and subsequently return to it. For those who
are interested in the applicable methods and methodologies, Chapter 3 is recommended.
Chapter 9 is appropriate for experts, specialists and other persons interested in the modern
and innovative methods and procedures or generalized tools applied in financial decision
making. The solutions to the simplified comprehensive problems (exercises) in the chap-
ters, including computation, are aimed at readers who deal with particular procedures and
methods implemented in company practice.

The monograph has been partly elaborated in the framework of the ESF project, the
European Social Fund, within project CZ.1.07/2.2.00/28.0065. It has been supported by
the IT4Innovations Centre of Excellence project, reg. no. CZ.1.05/1.1.00/02.0070, sup-
ported by the operational programme ‘Research and Development for Innovations’ funded
by the Structural Funds of the European Union and the state budget of the Czech Republic.

The monograph was prepared and worked out by a group of authors from VSB-
Technical University of Ostrava, Faculty of Economics, Department of Finance. Particular
co-authors participated in the preparation of the book as follows. Conception of the mon-
ograph and co-operation in all chapters prof. Dr. Ing. Dany DluhoSova; Ing. Miroslav
Culik, Ph.D., co-operated in Chapters 4, 5 and 9; Ing. Petr Gurny, Ph.D., worked on Chap-
ters 6 and 8; Ing. Ale§ Kresta, Ph.D., worked on Chapter 7; Ing. Jiti Valecky, Ph.D.,
worked on Chapter 2; and prof. Dr. Ing. Zden¢k Zmeskal co-operated in Chapters 3 and
9.

We hope the monograph can contribute to the better understanding and mastery of
financial decision making and management stressing the aspects of analysis, valuation,
risk and flexibility. We appreciate any remarks, comments and suggestions concerning the
investigated topics and problems that could lead to improvements in the next edition.

Ostrava, May 2014

Authors
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Chapter 1

Introduction

The monograph is devoted to the various aspects and methodical procedures concerning
the financial management and decision-making problems.

The text is composed such that first the common principles and methodical procedures
applicable in financial decision making and management are described and explained. We
introduce for example financial cash flow categorization and definitions, the time value of
money principle and methods for influence quantification, sensitivity analysis, risk com-
putation and quantification, and valuation based on the present value principle. Next, the
following crucial topics and problems are worked out and discussed: financial statement
conceptions, financial performance measurement, the application of financial analysis on
the basis of financial ratio usage and pyramidal decomposition, sensitivity analysis appli-
cation, determination of the cost of capital, capital budgeting and business valuation. The
last part contains the real option methodology as a generalized decision support and valu-
ation approach. This approach allows the capturing of possible future decisions and flexi-
ble managerial active measures for decisions and risk computations.

The chapters include the following parts: a description of the given topic and problem,
its conception and solution methods, a pilot solution, comprehensive examples clarifying
the given procedures and a summary of the topic and problem. The exercises with solu-
tions include the following subsections: introduction and task description, procedure, re-
sults and comments.

The starting point of the text with respect to the financial management is the determi-
nation of the company’s development phase, because every phase is characterized by the
specific volume and structure of financial sources and their usage including the applicable
financial management instruments. The next step is to state the goals and the methods of
the financial development of the company. Therefore, the following section is devoted to
the company’s growth strategies and the determination of the company value and financial
performance. Subsequently, the text presents development alternatives and conceptions of
financial performance measures applying accounting or market indices.

One of the basic tasks of the financial management is the composition determination
and the search for the equilibrium among the crucial financial aspects, for example prof-
itability, leverage and liquidity. The particular financial solution and decision imple-
mented depend on the company’s development stage, attitude to risk and agency problem
solution.
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In a separate chapter, the fundamental financial statement characteristics are intro-
duced to serve the mapping of company economic and financial activities. The complex
system of recording the financial-economic evolution, including the mutual relationship
of the assets—resources balance (balance sheet statement), revenue—consumption balance
(income statement) and inflows—outflows balance (cash flow statement), is described and
analysed.

Financial analysis is the basic methodical approach to various decision-making prob-
lems. Ratio analysis represents a method serving to evaluate companies’ financial health.
Influence quantification and determination analysis are applied and explained. In particu-
lar, the pyramidal decomposition of the crucial financial ratios describing companies’ fi-
nancial performance is described.

Financial decision procedures and instruments are associated with company valuation
methods and the criteria of investment project choice. We can apply both static and dy-
namic procedures to any decision problems and respecting the time value of money is the
crucial instrument in the financial decision.

It suggests that the investment decision and the valuation of a company are based on
the same principle. The difference is that the investment project’s valuation assumes an
initial investment outlay, and in the case of company valuation only the cash flow gener-
ated by the company. Usually, when dealing with financial problems, three crucial factors
can be combined: the value, financial flows and cost of capital. Attention is paid to the
various alternative definitions of the term free cash flow, given by the cost of capital and
cash flow definition. The similarities of the following approaches are explained: NPV-
WACC and DCF-Entity, NPV-Equity and DCF-Equity, and ANPV and APV.

The significant features of decision making are risk and flexibility, because the future
states are always uncertain and tied up with random development and flexibility, conse-
quently being active measures. The monograph presents valuation possibilities under risk
by the risk-adjusted cost of capital or the certainty equivalent method. The relatively new
and generalized approach of the financial decision making reflecting both the risk and the
flexibility is the method of real options, which is described in the last chapter, including
possible applications.

2014 Dluhosova, D. et al.









Chapter 2

Financial Management and Decision
Rules

Financial management and decision making are an integral component of all business ac-
tivities. They play an unsubstitutable role in the complete management and decision mak-
ing of a firm and they are fundaments of strategic and long-term business objectives as
well. It is characteristic within finance that they carry out a synthetic role because it is
possible to convert various activities on the common denominator by using financial
means, assess them and compare various business operations. Through finance, they ena-
ble simultaneously management and decision making about fundamental development
trends and the use of financial sources within the firm.

Financial management and decision making are a dynamic process, which means that
it is necessary to manage and control the strategic, tactical and operational dimensions and
variability over time. Concrete applied techniques of financial management, objectives,
applied tools and the structure of financial sources depend on the stages of the business
life cycle. Each stage relates to specific features that result in various structures of cash
flows and capital requirements. The cycle of cash flows, including the generation and use
of capital, is recorded in Figure 2.1.

It is obvious from the figure that requirements for great initial financial means in the
form of venture capital arise upon theat start-up of a business (or a project or programme).
Launching of the business activities follows, for which it is possible to acquire sources by
initial public offering (IPO).

Management usually tries to stay persistently in the consolidation stage, which is char-
acterized by a stable economic condition, market position, capital growth, etc.

After the consolidation stage and depletion of the capacity of the given project, a mo-
ment of change with only two possibilities only follows:, bankruptcy in the case of no
other adequate project, or restructuringrestructure and changing thechange of business into
the form of starting a new project and returning to theat start-up stage again. During this
stage, a leverage buy out (LBO) may be used.
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Share buyback
A LBO
+
Change of 4
business
-
—_ -
2 Bankruptcy
o ‘ Start-up ‘ ‘ IPO ‘
=
<
&
(8}
Venture capital
0 \(—u »
Time
P Launch P Consolidation P Restructuring _

Figure 2.1 The life cycle of the firm

Various objectives relate to each stage of the life cycle of the firm. Growth of the firm’s
value and financial performance could be considered as the basic long-term objective.

One of the crucial roles of financial management is to plan how to generate and use
the financial funds and means necessary to achieve the business objectives. This could be
carried out in two ways: concerning investments, financial analysis and decision making
within the firm; or linkage of the business itself and the broad financial environment.

Investment decisions (capital budgeting) represent investment in real assets (technol-
ogies, production equipment, inventories, receivables) as well as in financial assets (secu-
rities). Financial decision making leads to the decision on how much capital is necessary
to assure the business activities and which capital structure should be assured, that is, the
relationship between equity and debts.

The crucial task of financial management is to manage the cash inflows and outflows
recorded in Figure 2.2.

The main sources are financial means generated by production activity and paid for by
customers; further obtained from shareholders (equity capital); intakes from creditors fol-
low (loan capital);) and also subsidies from the national budget. Financial means are ex-
pended on payments to suppliers (material, energy, etc.) and onto employees (salaries and
wages), as well asfurther on loans repayments to lenders (banks), tax payments to the
government and dividend pay-outs to shareholders (dividends).

A significant objective of financial management is to assure sufficiency of financial
sources and allocate them to obtain their efficient usage conditioned by financial balance.

2014 Dluhosova, D. et al.
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Figure 2.2 Cash inflows and outflows

In Figure 2.3, the financial inflows and outflows are depicted as an interconnected
financial system in which financial markets and financial agents (brokers) represent an
important role. Some of the most important components of financial markets are the
money market, capital market, exchange market and derivative market.

The most important agents are banks, insurance companies, building societies, pension
funds and investment companies. Within this system, firms, individuals and the govern-
ment also play important roles. These subjects represent both users and suppliers of finan-
cial means.

Financial management represents the achievement of a balance between financial per-
formance (profitability), capital structure (indebtedness or leverage) and solvency (liquid-

ity).

Financial Management and Decision-Making of a Company
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Figure 2.3 Financial system (financial markets, institutions, suppliers and users)

2.1 Approaches to measuring a firm’s financial performance

One of the main financial management objectives is to increase firms’ performance con-
stantly.

Nowadays, the economic sphere and its culture are affected by globalization trends,
increasing competition, the opening of new markets, and mergers and acquisitions. Man-
agers have become more interested in long-term performance and, especially within the
process of assessing the firm’s successfulness and measuring its performance, managing
the firm’s value has become more important.

The adaptation of firms to the economic trends and increasing competitiveness has
resulted in the conception and measurement of firms’ performance. The approaches to
measuring firms’ performance have undergone substantial development and they reflect
the technical-economic type of economy, the information possibilities and the degree of
knowledge in managing economic systems.

2014 Dluhosova, D. et al.
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During recent decades, the interest in assessing the efficiency of business activity has
transferred from traditional performance to the preference for firms’ market value. The
increasing information efficiency of capital markets has improved the efficiency of capital
allocation. The new conception of financial management is based on managing share-
holder value. It is built on modified financial criteria enabling the better and more suc-
cessful identification of the processes and activities that really increase shareholders’ value
as well as the firm’s value in the long term.

The concept of shareholder value may be considered in two dimensions; shareholder
value as a measure of performance (financial variable) and shareholder value as the most
important business objective. The first point of view primarily concerns the maximization
of shareholders’ wealth. This should be natural because the shareholders own the company
and, as rational investors, they expect long-term returns on their investment. Owners
(shareholders) require higher profits than the returns that can be obtained by another in-
vestment possibility under conditions of the same undertaken risk. Otherwise, it means
that the value of the invested capital did not increase, which implies that the firm’s exist-
ence is or will be threatened.

From the point of view of shareholder value as firms’ objective, firms are considered
as tools for the accomplishment of shareholders’ interests. Accordingly, the maximization
of shareholders’ utility through the maximization of shareholders’ property becomes more
important. Contrary to this approach, within the stakeholder approach, the interests of
other parties (for instance creditors, investors, employees, colleagues, etc.) are also incor-
porated into the business objective. The difference between the two concepts consists of
the fact that fulfilling the requirements of customers or the interests of employees is con-
sidered as an instrument to achieve a higher objective, that is, creating shareholders’ value,
and not as an objective in itself.

Approaches to measuring performance are still being developed. The development of
the criteria used over time is depicted in Figure 2.4. It is obvious that the emphasis is
turning from traditional accounting criteria to criteria measuring the performance deter-
mined by market prices.

According to the influence of financial markets and the moving focus of measuremen-
ton measure from accounting to market value criteria, the criteria forof measuring perfor-
mance may be divided into three3 groups: accounting, economic and market criteria. In
the following sections, the particular criteria are described in more details.

Financial Management and Decision-Making of a Company



8 Chapter 2

Influence of financial markets
A

) Strong ROCE - WACC,
influence NPV, EVA, MVA

Operating CF CFROI

TSR

Middle EBITDA ROCE
influence
EBIT
<Net profit) C EPS ) GPS groth C ROE )
Weak
influence .
. - » Time
1985 1995
Profit Profitability Value

Figure 2.4 Development of performance criteria

2.2 Accounting criteria

Accounting criteria were used until the mid-1980s. These include earnings after taxes
(EAT), earnings before interest and taxes (EBIT), earnings before interest, taxes, depreci-
ation and amortization (EBITDA), earnings per share (EPS) and profitability ratios, for
instance return on assets (ROA), return on capital employed (ROCE) and return on equity
(ROE). These criteria are based on profit, which may rarely represent the firm’s ability to
generate cash flows. The use of the absolute ratio based on earnings after taxes accounts
for specific imperfections because it is not possible to distinguish common and exceptional
items. The growing emphasis on EBIT or EBITDA represented an improvement because
it reduced the impact of exceptional revenues and costs.

The earnings per share (EPS) criterion is calculated as earnings after taxes per ordi-
nary share. The idea and intention to improve the value of this indicator may result in an
effort to increase earnings after taxes by methodological accounting procedures (creative
accounting).

The second generation of accounting criteria appeared when investors began to think
in terms of profitability by comparing the profit with the equity or the total capital used.
The return on equity (ROE) represents the total profitability of equity. The rate of profit
calculated from equity is an indicator that is used by shareholders to find out whether their
capital is yielding sufficient returns, that is, whether it is being used appropriately in ac-
cordance with the level of investment risk.

The return on capital employed (ROCE) is another form of profitability. This indi-
cator assesses the importance of long-term investments on the basis of summing equity
and long-term debts. This indicator is used mostly for intercompany comparison.

2014 Dluhosova, D. et al.
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The return on assets (ROA) is a more realistic measure of economic performance.
Nevertheless, the costs of capital are not considered here. An outstanding return on assets
is not a guarantee of increasing firm value. As long as the ROA is compared with the costs
of capital, it is not possible to assess whether the firm’s value is being created or destroyed.
The ROA indicator is considered to be a crucial rate of profitability because the profit is
measured against the total assets regardless of the financial sources. Anyway, it respects
that the returns should cover the interests as well as generating other effects in the form of
profit.

However, these indicators may also be affected by manipulation, for instance the com-
pany may increase its ROE by higher leverage. The ROE may seem to be acceptable even
in the case in which no real value was created because the profit growth was eliminated
by higher undertaken that was not incorporated into the accounting data. Because it is
possible to avoid this bias by using the ROCE, it became one of the crucial indicators of
performance. Nevertheless, in some industries, the ROCE is not suitable (for example the
banking industry and insurance) and the ROE is widely and primarily used.

The criticism of the traditional profit variables and the indicators based on them could
be summarized as follows: the low correlation with the firm’s value in the capital market,
the neglect of the costs of capital, the historical aspect, the failure to incorporate intangi-
bles into the firm’s value and the neglect of economic effects after the observation period.

2.3 Economic criteria

The economic criteria emerged from the fact that profitability is not correlated with share-
holders’ value. For evaluation purposes, yields must be compared with the costs of capital.
If the weighted average costs of capital (WACC) are used, it is possible to estimate whether
the firm’s value (the return on capital is higher than the WACC) was created or ‘destroyed’.
Economic indicators, contrary to accounting criteria, respect all the costs of the capital
invested. The risk undertaken and the time horizon are also incorporated into these indi-
cators. The most important indicators are the following: net present value (NPV), eco-
nomic value added (EVA) as an indicator on the basis of economic profit and cash flow
return on investment (CFROI).

Net present value (NPV)

Undoubtedly, the most appropriate indicator of the creation of value is the NPV, which
enables the calculation of the value created. The NPV represents the accumulation of prop-
erty in association with the realization of the given project. Generally, NPV is the differ-
ence between the present value of free cash flows and the initial capital expenditures.

The NPV suffers from imperfection consisting of the fact that the free cash flows must
be estimated over several future periods. For external analysts who cannot access all the
necessary information, the calculation of the NPV is difficult. The indicators mentioned
above, the EPS, ROE and ROCE, may be used as an alternative solution. It is necessary to
note here that whereas these indicators are easy to obtain, they can produce biased results
if they are not applied cautiously.

Financial Management and Decision-Making of a Company
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Economic value added (EVA)

The EVA is based on the known concept of economic profit, which is a component of
economic and financial theory. Nevertheless, the application of this principle is condi-
tioned by knowledge of many methodological problems related to the concrete availability
of accounting data, measurement and interpretation. As a consequence, these problems
have been solved recently and these indicators have been incorporated into the mainstream
of established practice. More and more firms in developed and also transforming economic
systems are accepting this indicator as crucial for corporate planning and for the monitor-
ing of firms’ performance. The novelty of this indicator consists of the consideration of
the costs of debts as well as the costs of equity within the assessment of the performance.

The economic value added is a measure of firms’ performance that was developed to
motivate managers to focus on the growth of shareholders’ value. Stern Stewart & Co.
(see Stewart, 1991) popularized this approach in the USA and implemented it in corporate
management at the beginning of the 1990s.

The EVA is based on the rule that the firm must produce enough to cover the costs of
capital. These costs of capital or the required rate of return concern both equity and debts.
As the creditors claim the interest, the shareholders also request an adequate rate of return
on their invested capital that would compensate for their undertaken risk. From another
point of view, the EVA is a method for shareholders to measure their profit after the pay-
ment of the opportunity costs of capital.

The general framework of the EVA as a performance measure represents excess profit,
that is, the difference between the profit and the costs of capital represented by the minimal
rate of return.

The concrete calculation of the EVA indicator is determined by data availability and
by the method of calculation of the costs of capital. One can distinguish two basic ap-
proaches: a method based on the net operating profit after taxes and the value spread
method.

The EVA on the basis of the net operating profit after taxes, sometimes termed EVA-
Entity, is defined as follows:

EVA=(NOPAT ~WACC)-C .

The definition implies that the basic elements of EVA calculation are the net operating
profit after taxes, economic capital employed (C) and weighted average costs of capital
(WACC). The EVA is positive if NOPAT is higher than the capital requirements; this dif-
ference represents the value added to the wealth of shareholders over a given period. On
the contrary, a negative EVA represents decreased wealth because the firm is not able to
achieve even the minimal rate of return required by the parties providing the capital.

The EVA is influenced by three significant decision-making aspects that affect the
input data: operational, investment and financial decisions.

Operational decisions concern the company output and affect NOPAT. Within invest-
ment decision making, they concern the decision about the capital employed (C).

2014 Dluhosova, D. et al.
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Figure 2.5 Fundamental components of the EVA and shareholder value

These decisions determine the size and structure of the assets. Financing decisions af-
fect the capital structure (WACC) The problem is depicted in Figure 2.5.

Another possibility for EVA calculation could be expressed by the value spread. The
value spread represents economic profitability, which could be determined as the differ-
ence between the profitability and the costs of capital.

The EVA on the basis of the value spread is calculated as follows:
EVA=(ROC -WACC)-C

where ROC is the return on capital. The formula shows that the EVA is primarily depend-
ent on the difference ROC — WACC and thus on the residual return on capital.

The EVA may also be formulated as follows, sometimes termed EVA-Equity:

EVA=(ROE-R,) E,

where ROE is the return on equity, R. is the costs of equity and E is the equity. In this
case, only the return on equity is considered. It is demanding for owners to achieve the
largest difference between ROE and R., which should be at least positive. Only in this
case does the investment yield more than the opportunity costs only.

The EVA on the basis of the relative value spread is calculated as follows:
EVA/E=(ROE-R,).

Here, the indicator is not affected by the equity and the relative firm’s performance
may be measured.

The EVA is one of the key indicators used not only for the measurement of financial
performance, but also for the purposes of firm valuation, for the economic interests of
management in value-oriented management. The maximization of the economic value

Financial Management and Decision-Making of a Company
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added should be a criterion used in the decision-making process about investments, chang-
ing of the manufacturing programme, inventories, receivables and supplier or distribution
channel selection.

Cash flow return on investment (CFROI)

The original CFROI corresponds to the average internal rate of return of the actual firm’s
investments. The core of the indicator is similar to the EVA, contrary to the fact that the
internal rate of return is compared with the average costs of capital; thus,

.
> GCF, -(1+CFROI ) +SV -(1+CFROI ) " =GCE,
t=1

where GCE is the gross capital employed (calculated as the operating assets before depre-
ciation and adjusted for inflation), GCF is the gross cash flow (i.e. EBIT (1 —t) + depreci-
ation and amortization), GCF is considered as an annuity with the same length as the ex-
pected life of the assets and SV is the salvage value of assets at the end of their life, see
Figure 2.6.

The CFROI is compared with the WACC. If CFROI > WACC holds, the company cre-
ates value; otherwise, value is destroyed.

GCF1 GCFy GCF3 GCFp +3V

R | .
l !' ! } Expected life of the project l

Figure 2.6 Cash flows of the CFROI ratio

2.4 Market criteria

The market criteria for performance are highly sensitive to the stock market; consequently,
the performance is assessed from the point of view of the market. The market value added
(MVA) and total shareholders’ return (TSR) may be mentioned as two of the significant
indicators.

The market value added, as the EVA, is registered as a trademark of Stern Stewart &
Co.

In this way, another measure for assessing whether a firm is creating value was defined
by the Stewart company. If the firm’s value is higher than the capital employed, then it
has created shareholder value. Otherwise, if the market value is lower than the capital
employed, the firm has destroyed shareholder value. This difference between the market
and the book value of the firm is termed the market value added (MVA). This indicator
seems to be the most precise measure of the value created by a firm. The main reason for
this statement is the fact that the stock price reflects all the relevant publicly accessible
information on the efficient market. The price is a good information source due to contin-
ual evaluation of the listed shares, which is undertaken by mutual competing investors in
order to obtain the highest possible profit. Successful firms increase their MVA and sim-
ultaneously they increase the value of the capital employed. Unsuccessful firms decrease

2014 Dluhosova, D. et al.
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the value of the capital that was employed at the beginning. If a firm succeeds in creating
MVA, it depends on the rate of return. If the rate of return exceeds the cost of capital, then
the firm’s shares are traded at the premium in the market; on the other hand, if the firm
has lower profitability, then the costs of capital are sold at a discount. It follows that a firm
creates shareholder value if the MVA is higher than zero, that is, if the total market firm
value exceeds the total capital employed.

The MVA is defined on the basis of the value spread as follows:
MVA =MV —C,
where MV is the market value of the firm and C is the total capital employed.

The MVA under the simplifying assumption of equality of the market and book value
of debt is determined as follows:

MVA = MVE — BVE ,
where MVE is the market value of equity and BVE is the book value of equity.

In association with the increasing importance of analysis based on the net present value
used for firms’ market value evaluation, it still emphasizes that it is possible to determine
the market value added as the present value of future EVA:

MVA =PV (EVA) = i EVA -1+R)™.

By increasing the EVA, the firm increases the difference between its value and its cap-
ital employed. The relation between BVE and MVA is used for the purpose of evaluation
and it is possible to find a new definition of the firm’s value:

MVE = BVE + MVA.

Thus, it holds that the market value of equity equals the sum of the book value of equity
and the present value of future EVA. This mutual relationship is obvious in Figure 2.7, in
which two possibilities are depicted. In the first case, a positive MVA is achieved; in the
second case, a negative MVA, which is sometimes as market value lost (MVL), occurs.

Both indicators, MVA and EVA, involve the same problems but the difference is that
the EVA assesses the successfulness of the firm from the point of view of the firm (man-
agement), whereas the MVA assesses it from the point of view of the market. The funda-
mental difference between these indicators consists of the fact that the EVA is based on
internal information and the MVA depends on the share price.

As far as the mutual relationship between these indicators is concerned, it holds that
the EVA appears in the MVA. For firms with positive and eventually increasing economic
value added, price growth may occur. Increasing profits reduced by the costs of capital
lead to growth of the market value added. To the contrary, firms that do not satisfy the
yield for coverage of the weighted average costs of capital, the share price will decrease
because the negative expected EVA reduces the actual value of the firm. This directly pro-
portional relationship between EVA and MVA and the rule a positive EVA leads to a posi-
tive MVA mean that eventually a negative EVA leads to a negative MVA holds in most
cases. There are also cases when the MVA is positive despite a negative EVA, and

Financial Management and Decision-Making of a Company
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Figure 2.7 Relation of market value of equity (MVE) and market value added (MVA)

eventually another case violates this rule due to investors and the fluctuation of demand
and supply. Not only does it depend on investors’ expectations about the future of the firm,
but their investments are also subordinated to psychological aspects without a direct rela-
tionship with the firm’s actual financial conditions.

If the capital in the EVA formula reflects the common assets’ value and if the return on
capital reflects the real yield, it would not be necessary to examine the relation between
EVA and MVA. It cannot occur because both capital and profitability are derived from
historical prices. Within economies with an insufficiently developed financial market, the
conditions to calculate and apply the MVA are not met because the precondition is a quality
capital market.

The total shareholder return (TSR) is the market criterion for owners. It can be for-
mulated as follows:
Ter - Cu=CHDIV.
C

t

where C

t+1

per share.

(c,) is the market share price at time t +1 (t) and DIV represents the dividends

The TSR is defined relatively and it corresponds to the sum of the dividend yield and
the capital yield. It is the yield that shareholders obtain from buying shares. The main
imperfection of these two indicators is the fact that they can indicate the destruction of
value due to the investors’ expectations about decreasing future profits in spite of the re-
turn on capital being higher than the costs of capital. On the other hand, in bull markets
with average performance, the TSR and MVA may indicate positive values. These signifi-
cant deviations are smoothed in the long term and reflect the firm’s performance. Despite
that, significant deviations may occur between these performance in intervals.

These considerations and findings have made stock exchange institutions distinguish
economic and market indicators carefully. Economic indicators measure the performance
achieved during previous years, whereas market indicators reflect the predicted future
value. Market indicators respect the share prices reflecting future expectations. However,
economic and market indicators could be considered as supplementary criteria rather than
mutually excluding ones. The strengths and weaknesses of the indicators mentioned above
are summarized in Table 2.1.

2014 Dluhosova, D. et al.
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Table 2.1 Comparison of accounting, economic and market criteria of performance
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2.5 Value drivers

As well as the accounting, economic and market criteria of firms’ performance, value
drivers are also observed. Value drivers represent the fundaments of firms’ performance
because they comprise predictive criteria of performance whereas financial indicators,
such as the ROCE, can be considered as historical indicators of performance. The man-
agement strongly needs to understand the future trend of the firm’s development. The
special part is represented by key indicators specific to each industry. The key indicators
of performance could be operational or strategic. In the case of pharmaceutical firms, they
may concern for instance research and development costs; in the case of firms focused on
packaging market share, in retail the number of new opened outlets or new products on
the market may be involved. The analysis of value drivers is very often conducted by
decomposition of the ROCE into the primary components, EBIT and C. Even though this
is a good initial method, the true value drivers may be found by further decomposition into
the factors affecting sales and costs. Thus, the value drivers are very specific to each firm
and industry and we can identify many of them. Therefore, it is necessary to determine
and modify them for each particular business entity.

Figure 2.8 shows the relationship between decision making and shareholder value. The
focus is on how a business can plan and manage its activities to increase the value for
shareholders and, at the same time, the benefit for other stakeholders. The key decisions,
such as strategic, operational, investment or financial decisions, affect primarily the cash
flows of the firm and the financial risk shown in the costs of capital.

Cotparate SHAREHOLDER V ALUE
objective
F 3
Parameters O pet atinng cash flow Cost of capital
Rewvenues Lotig-term itrvestinents Credit rating
¥ alue Margi Working capital Tax rate
drivers B 1 Fab Capital structure

Planning period Acquisitions Dividend policy

( Operating ) ( Itvestm et ) ( Finatcial )
Strategy strategy sirate gy st ategy

Figure 2.8 Shareholder value analysis framework
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2.6 Summary

In this section, a brief characterization of firms’ financial management and decision mak-
ing was defined. Because of the necessity of using various approaches and techniques in
accordance with the stage of the firm’s development, the firm’s life cycle is mentioned.
Further, the basic methods of financial management, including the condition of applica-
tion, were described. Because the crucial task of financial management is the creation and
use of financial means, the system of cash inflows and outflows was presented. In accord-
ance with the fact that financial management affects the environment, the financial system
in the economy and the task of particular subjects were described. The basic objective of
financial management is to increase firms’ performance and therefore attention was paid
to the approaches to measuring firms® performance and to their application in manage-
ment. The history of financial performance criteria, which moved from accounting criteria
based on profit towards value criteria based on market prices, was presented.

For further studies, the following publications are recommended: Ehrbar (1998),
McLaney (2003), Pike and Neale (2003), Vernimmen et al. (2005) and Young and
O’Byrne (2001).
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