Valuation: Measuring and Managing the Value of Companies, Fifth Edition

Chapter 1 Solutions

Why Value Value?

1. One benefit of a long-term perspective on value creation is that it leads to only engaging in activities that create value and not wasting effort on activities that do not. Also, it is possible to engage in activities that appear to have positive benefits in the short term but can be detrimental in the long term (e.g., focusing on growth while ignoring return). Such a misguided focus can lead to bubbles. With respect to the overall economy, evidence suggests that when firms focus on creating value, that leads to firms engaging in a higher level of corporate responsibility and a healthier economy with higher employment.

2. The stock market mirrors the real economy over the long term. Mild inflation tends to be positive for stocks when the companies have some monopoly power, but high inflation can introduce distortions that hurt company growth. A higher level of interest rates means a higher cost of capital, which lowers the ability of firms to create value and is detrimental to stock prices. 

3. The most common feature of market crashes is the use of short-term debt to invest in long-term illiquid assets. This practice has usually been associated with placing more emphasis on growth and less emphasis on return. 

4. No, getting bigger does not translate into creating value. Growth can harm value if the return on the growth is less than the cost of capital. Growth creates value if the return exceeds the cost of capital.

5. The equity markets are liquid and have depth because there is a high number of buyers and sellers for a relatively small number of securities. There are organized exchanges for equity trading. Credit markets are less liquid. Once the borrowers have borrowed, the paper is usually not easily transferred to another owner. These difficulties arise because there are many more debt issues, they are more heterogeneous, and there is no organized exchange for most debt. 

6. Microsoft is a good example of the successful use of network effects. The company provided the platform used by the vast majority of computer users and then produced products for that platform. Phone companies are an example where network effects do not apply. Phone companies tend to present new variations of their services over time, but rivals easily copy the variations. As a company tries to become bigger with new services, rivals copy its moves.

7. The board of directors and the shareholders could introduce incentive schemes where managers are rewarded for long-term value creation and a higher return to shareholders and where there are not rewards for short-term targets like earnings and earnings per share.

8. The conservation of value principle says that anything that does not increase cash flows does not create value. For example, managers should keep this principle in mind when they consider changing a firm’s capital structure. Changing capital structure does not change the nature of the productive assets; therefore, its value-creating capability should be scrutinized. 
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