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Abstract 
June 14, 2005

CREATING SHAREHOLDER VALUE BY EFFICIENT USE OF CAPITAL

Case Okmetic Oyj

Objectives of the study
The purpose of this study is to introduce the shareholder value concept and methods to increase it. 

The objective is to study what factors influence shareholder value and how they can be managed. 

One of the targets of this thesis is to show an example how Value-Based Management could be 

implemented into the case company. It is important to know how the management and owners can 

assess a company’s ability to create value, so that they can find and select those strategies that 

create added value for the company. The main emphasis is put on capital utilization.

Research methods
The shareholder value and Value-Based Management concepts are studied mainly by using existing 

literature and research papers. After building a theoretical framework, the methods are implemented 

into practice by using a case company. The implementation section constitutes the empirical part of 

this thesis, which means that this is a case study.

The implementation is done by constructing a DCF model to calculate the shareholder value of the 

case company and using it to perform a value driver assessment. The main target is to find those 

value drivers that have the greatest impact on shareholder value.

Results of the study
According to the calculations presented in this study the shareholder value of Okmetic Oyj is EUR 

44.7 million i.e. EUR 2.65 per share. The Value Driver Assessment shows that all of the six value 

drivers that were included in the calculations have effect on the value of the two business areas. The 

most important value drivers of Okmetic Oyj are EBIT margin, Incremental fixed capital 

investments and Cost of capital. EUR/USD exchange rate and sales growth have a moderate impact 
on value; whereas Incremental working capital investments have only a marginal impact on the 

value of the business areas.

Keywords: Shareholder value, Value-Based Management, Free Cash Flow
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1. Introduction

1.1. Background and motivation for the study

As long as there have been corporations where the administration is separated from the 

ownership there has been the agency problem. It basically means that the owners of a 

company may have different goals than the managers of the company. In the past the owners 

of companies didn’t pay much attention on how their wealth was managed, because there 

could be several other reasons for ownership than increasing wealth (These reasons are 

handled in more detail in section 2.1.), and so the executives had quite a wide freedom in 
managing the company.

After the deregulation of capital markets the importance of foreign investors grew and the 

liquidity of shares increased. As a result, executives of listed companies faced more and more 

conscious and demanding shareholders. This led to the emergence of shareholder value 

thinking - a concept that spread around the world in the 1990’s. Shareholders began to 

demand adequate returns for their investment; otherwise they would have sold their shares 

and invested in some other companies, which was fairly easy via the capital markets.

One might ask why the managers of a company should care about the owners. But as the 

owners of companies became more interested in the performance of their company, they also 

became more active. If they weren’t satisfied with the actions of the directors, they could soon 

have replaced the management. And to unify the objectives of the shareholders and directors 

the owners created different kinds of incentive bonus schemes, of which the stock options 

have provoked the most vivid discussion.

As a consequence to this development the managers have had to take the viewpoint of the 

owners in a more serious observation. Companies are forced to compete with each other to 

appeal shareholders, and thus the Shareholder Value concept has had an effect on managing 

corporations. This has led to the emergence of Value-Based Management (VBM), which is 

rather a way of thinking to create added value than merely just one management style among 

others. If this way of thinking can be spread throughout the whole company, the value of the 

company to its shareholders should increase.
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Paavola et al. (1997) presented that the development of shareholder wealth is essentially 

connected with the economy’s ability to increase and maintain employment, which reflects 

the importance of VBM Figure 1 shows how the annual shareholder’s net return is in relation 

with the annual development of employment. The study was carried out by McKinsey & Co 

and covered over a thousand companies between years 1970 and 1990.

-45 -30 -15 0 1 5 -2 -1 0 1 2
Percents Percents

Figure 1. Shareholder’s net return and annual development of employment (Paavola et al. 

1997)

1.2. Objectives of the study

The purpose of this study is to introduce the shareholder value concept in detail. I will 

describe the factors that have an effect on the shareholder value (often referred as value 

drivers). This study also presents measures to calculate the performance of a company, 

especially from the owners’ point of view. It is important to know how the management and 

owners can assess the company’s ability to create (or destroy) value, so that they can find and 

select those investments that really create added value to the company.

And what comes to the topic of this thesis it is worth considering how this study could add 

value to the abundance of literature on economic value added and shareholder value. This is 

done by tailoring the study to a specific company, which is later referred as the case company. 

I will present methods for the case company to improve, calculate and govern the shareholder 

value.

Shareholders net return 
1970-1990

ft «•> Nemarir4id.‘

Odrwiin
I

France

Annual development of employment 
1970-1990
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One objective of this study, which is essentially linked with the previous ones, is that I try to 

bring out a useful way of thinking (i.e. Value-Based Management) to help the managers of the 

case company in the everyday management. It should be carried in mind through the whole 

organization (a) what is the purpose of the company and (b) how this could be achieved. The 

case company is facing some major restructuring and reorganizing activities at the moment. 

This thesis tries also to bring out some useful insights in finding the most valuable business 

areas to operate in.

1.3. Research problem & methods

The research problem of this thesis is simple: How to create shareholder value? But 

answering to this question is not that simple. The question is handled mainly from the 

viewpoint of financing in this thesis. There are naturally plenty of possibilities for a given 

company to improve its performance from technical issues to marketing, but these are out of 

the topic of this thesis, which doesn’t under any circumstances mean that they would be 

unimportant.

Creating shareholder value can be done in many different ways. But the common feature of 

this target is to invest in projects that produce returns above the cost of capital, which creates 

added value. According to Veranen (1996, p.93) there are four main factors influencing on the 

creation of added value, which are:

1. Growth
2. Cost-efficiency

3. Capital-efficiency

4. Cost of capital

The last two factors are dealing with capital, and thus this thesis concentrates mainly on them. 

Veranen continues that usually most attention is paid on the two first factors while neglecting 

the third and fourth. This is unfortunate from the point of view of added value, because 

excessive capital spending to gain growth usually increases the capital costs in line, and thus 

leads to zero-added value. Therefore this thesis puts much effort on explaining how and why 

capital-efficiency and the cost of capital do matter.
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The case company addressed me a sub-problem to tackle with, which is essentially connected 
to the research problem of this thesis. It is about allocation and measurement of the capital 

spending of different business areas, which is important to the corporate management in order 

to monitor the performance of different business areas and to direct resources to the most 

profitable activities. Therefore I am going to examine this matter in my thesis as well.

Because I was fortunate to get Okmetic Oyj to co-operate with me in the making of this 

thesis, the research method is principally a case study. Therefore, I will mainly base my study 

on the literature of finance and then apply the theory in practice with the case company. To be 

able to do this I got acquainted with the financial position and structure of the case company 

by looking into the material provided by Okmetic Oyj and also by having conversations with 

selected employees of the case company.

1.4. Structure of the thesis

As described in the previous section, the research method of this study is a case study. 

Therefore the structure of this thesis follows quite a conventional path. At first there is a short 

introduction part which guides the reader into the topic. After that I present the theoretical 
framework for the study by introducing the shareholder value concept. Then the thesis 

proceeds by presenting the theory and methods to increase the added value of a company 

mainly from the point of view that was described in the previous section i.e. the use of capital 

and the cost of capital.

After the theoretical part there comes the most interesting part of this thesis, which is the 

implementation of the theory into practice with the case company. The implementation is the 

most demanding part of this thesis and therefore also the most critical.

The final part consists of a short summary on what has been done including the key findings 

of the thesis. The summary part includes also some general discussion on the topic of and a 

few suggestions for further research possibilities. And at the end there are the references and 

appendices of this thesis.
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1.5. The case company

Because this is a case study the case company plays quite an essential role. To understand the 

ultimate goal of this thesis the reader must be familiarized with the case company at an early 

stage, although the practical part of thesis is at the end. To do this I will now introduce the 

case company - Okmetic Oyj - briefly.

Okmetic is a high-tech company which manufactures and processes high-quality silicon 

wafers for semiconductor and sensor industries world-wide. The company was established in 

1985 as a joint venture of Outokumpu and Nokia groups, after a long development work at 

Helsinki University of Technology. The company has been quoted on the Helsinki Stock 

Exchange under the symbol OKM1V since July 2000. (okmetic.com, 11.10.2004)

Silicon makes the whole semiconductor and sensor industries go round, as their products 

require silicon wafers as base for further manufacturing. Almost all electronic devices include 

Okmetic’s customers’ products: mobile phones, information networks, portable devices, 
office and household appliances, cars, consumer electronics medical instruments. There are 

virtually no alternative technologies to overthrow silicon wafers from their position of power. 

(okmetic.com, 11.10.2004)

Okmetic serves all geographical market areas. Half of their sales come from North America, a 

third from Europe and the rest from Far East. The company’s strategy is to concentrate on 

serving three key market segments: micro-mechanical wafers for sensor applications 

(MEMS), heavily doped wafers for the power and discrete semiconductor producers 

(POWER), and application-specific wafers for circuit manufacturing (ICPrime). Okmetic is 

the second largest silicon wafer manufacturer in Europe with Net Sales totaling EUR 50.1 

million (2003). Globally they are in the eight position. The market share of the company is 

significant in the chosen key market segments, (okmetic.com, 11.10.2004)

As we can see the case company operates in a technological industry that requires lots of 

special expertise and knowledge. Therefore this thesis is not going to deal with the technical 

issues of manufacturing silicon wafers, but concentrates principally on financing, financial 

structure and measuring performance.
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2. Value-Based Management and Shareholder Value

2.1. Perspectives to ownership

The traditional view to ownership was that the main reason to own a company is to get the 

control of it. There have also been many other reasons for ownership in the past. For example 

the purpose of state owned companies was to industrialize Finland after the Second World 

War. The producers’ cooperatives served as a distribution channel for the primary producers, 

and family companies represented a symbol of togetherness. However, the situation has been 

slowly changing in the past two decades.

2.1.1. Development of ownership

After the founding of stock exchanges the ownership of corporations began to disperse and 

fragmented into smaller proportions. For example, The London Stock Exchange was 
established in 1773 and NYSE in 1792. Without functioning capital markets it would have 

been impossible for firms to get enough capital to grow to such dimensions that the world’s 

largest corporations are today. As a result, the owners of companies had less power to control 

the management of these firms. An increasing number of doubts about managers’ ability and 

willingness to maximize the return on investment were presented. (Veranen, 1996)

This was a problem especially in the USA and Great Britain. The ownership has remained 

quite concentrated for example in Germany and Japan. Banks have had an important role in 

owning large companies in Germany, whereas in Japan the ownership of companies is 

organized in the form of chains, so-called “keiretsus”. Despite of the differences in ownership 

structures, the investors in all industrialized countries have begun to demand higher returns 

and better corporate governance.

During the 20th century the importance of institutional investors increased significantly. This 

was due to the rapid growth of assets invested in mutual funds and pension insurance 

companies. According to Veranen (1996) institutional investors were earlier considered as 

quite passive and faceless owners, and the need for responsible shareholders was apparent. 

However, also the institutional investors have become active during the past few decades. The
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fact is that institutional investors have greater influence on the managers of companies due to 

the larger interests that they hold, which has lead to tighter corporate governance and control.

The development has been quite similar in Finland. One major event was the deregulation of 

foreign ownership in 1993. This has lead to rapid growth of foreign ownership in Finnish 

listed companies. Puttonen (2004) shows that the proportion of foreign ownership is grown 

from below 10% in 1992 to over 60% up to now. And when taking into account the 

significant increase in stock prices during this period, the value of foreign ownership has 

increased even more dramatically. Also Finnish investments in abroad have risen materially.

Ylä-Anttila, Ali-Yrkkö, and Nyberg (2004) studied the differences between foreign owned 

companies and companies under domestic control in Finland in 1986-1998. The results were 

clear:

1. Return on investment was significantly better in foreign owned companies

2. Foreign owned companies produced more Economic Value Added

3. Foreign owned companies invested less than other companies

The researchers see foreign ownership as a positive issue to Finnish companies, because the 

emergence of international investors has boosted the structural change in the Finnish 

economy. In addition, the Finnish companies benefit from the capable management and the 

effective distribution channels of the foreign parent companies.

2.1.2. The role of management

As Rappaport (1998) points out, the objectives of management may in some situations differ 

from those of the company’s shareholders. Managers, like other people, act in their self- 

interest. Therefore it is important to build such a compensation system for the managers that 

their interests are in line with the shareholder’s interests. He gives four factors that will induce 

management to adopt a shareholder orientation:

1. A relatively large ownership position
2. Compensation tied to shareholder return

3. Threat of takeover by another organization

4. Competitive labor market for corporate executives

The compensation policy is thus an important part of Value-Based Management and it is 

reviewed in sections 4.4.2. and 5.5. of this thesis.
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As discussed in previous sections, managers may or may not act in the best interest of 

shareholders. However, the attitude towards shareholder value is gradually changing over 

time. Jyrki Veranen (1996) presents the differences the between traditional management style 

and the new way of seeing the purpose of a company in the following table.

Characteristics of the traditional Characteristics of the new owner

Management focused culture focused management culture

1. Investment ownership1. Strategic ownership

2. Company is a production plant

3. Growth and gaining market share 

are the main targets

4. Net Sales and Net Profit as main 

measures of performance

5. The purpose of owners is to invest 

more equity capital in share issues

6. Equity capital is "cheap"

7. Owners are an obligatory trouble

8. Owners are kept uninformed

9. Relations with the society is important 

to the succes

10. The Board is amateurish

11. Acquisitions are a culmination of 

the careers of the management

12. New technology is an intrinsic value

13. Compensation is tied to the size

of the company and accounting profit

2. Company is an investment

3. Becoming wealthy is the main target

4. Increase in Value and the amount of 

Dividends as measures of performance

5. The purpose of the company is to 

transfer the added value to the owners

6. Equity capital is "expensive"

7. There is a competition for owners

8. All relevant information is disclosed 

to the markets to value the company

9. Investor relations is an important 

task of the management

10. The Board assess the risks and 

supports value creation

11. Acquisitions are accepted only if 

they add value to the owners

12. Technology is only a tool

13. The managers become wealthy only 

if the owners become wealthy

Figure 2. An aggravated view of the differences between the traditional 

management focused culture and the new owner focused culture, (Veranen, 1996)

The figure shows many important issues of managers’ attitudes towards owners. First of all, 

there is the way of seeing owners as investors, who will demand sufficient returns for their
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investment. Without acknowledging this, it is impossible to manage a company in such a way 

that is the best for the owners. This way of thinking guides managers in their decisions. Every 

decision that is made must be reasonable from the shareholders’ point of view.

Therefore the company should invest in growth opportunities only if this really increases the 

value of the company, which is not always a self-evident consequence of growth. Also net 

sales and net profit should not be the only measures of performance, because they don’t 

reflect the actual cash flows to the owners, which are dividends and capital gains. In addition, 

investment opportunities should be assessed by using the cost of capital (which is introduced 

later in this thesis). WACC includes also the cost of equity capital into the calculations by 

using market information about investors’ attitudes towards risk

According to Veranen (1996), especially companies that are publicly traded need to 

understand that it is important to have good and competent owners that can support the 

company in the task of creating added value. Therefore investor relations are an important 

issue in managing a company. The current owners and all other investors must always be well 

informed of the situation of the company to be able to make the right decisions, which results 

in truthful market valuation.

The board must also be able to support the company in creating added value. Therefore its 

essential that the owners choose such board members that are capable of making the right 
decisions. The board must also always be conscious of the various risks that the company is 

involved in to be able to govern and supervise the operative management, who may be 

tempted to do oversized acquisitions that destroy value just to gain reputation and other 

benefits. This behavior is also called as empire building.

New technology should be adopted only if it adds value to the company’s operations. Many 

companies have destroyed shareholder value by investing heavily in new technology 

believing that it will solve all the company’s problems without doing any proper calculations 

of the costs and benefits that the new technology brings. And as a last point there is the 
compensation policy, which should be constructed in such a way that it harmonizes the goals 

of the owners and the managers, so that the managers have an incentive to create value to the 

owners.
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2.2. Shareholder Value

2.2.1. Background for Shareholder Value

The ultimate goal of every single company should be creating added value to the owners. 

Owners are the most important stakeholders of a company because they provide the needed 

capital in the starting phase, and they bear the most of the risk through the whole existence of 
the company. A company is valuable to its owners only as long as it can increase the value of 

the invested capital. This value is often referred as shareholder value.

Although corporations and limited companies have been the form of doing business for 

centuries, the idea that companies must think of shareholder value in their everyday 

management is relatively new. It was not until in the 1980’s that the concept of shareholder 
value started to gain visibility. At first it was only the top management who became conscious 

of this concept, and it takes decades until the idea will be adopted in every organizational 

level.

As Alfred Rappaport (1998) puts it: “Where before the 1990’s shareholder value applications 

consisted principally of evaluating capital expenditures and pricing acquisitions with 

discounted cash flow models, companies now incorporate shareholder value measurements 

into planning and evaluating the overall performance of their businesses.” This means that 

measuring shareholder value should not be used only as a tool to assess separate investment 

opportunities, but also as the tool to manage the whole company.

Shareholder value is often criticized of forgetting all the other stakeholders like employees, 

customers, suppliers etc., but this is not the case. According to Koskinen (1998a) taking into 

account all different stakeholders is actually the absolute precondition for creating added 

value to shareholders. For example, if the company fails to meet the expectations of its 

customers, this will certainly have an adverse effect on the financial performance of the 

company.

Rappaport develops the relationships between different stakeholders further by stating that to 

continue to serve all stakeholders, companies must be competitive to survive. This view 

recognizes that a company’s long-term destiny depends on a financial relationship with each
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stakeholder that has an interest in the company. To satisfy the claims of different stakeholders 

management must generate cash by operating its business efficiently. “In brief, a value- 

creating company benefits not only its shareholders but the value of all other stakeholder 

claims, while all stakeholders are vulnerable when management fails to create shareholder 

value” as Rappaport concludes.

2.2.2. Definition of Shareholder Value

Alfred Rappaport (1998) defines shareholder value as follows: The total economic value of an 

entity such as a company or business unit is the sum of the values of its debt and its equity. 

This value of the business is called “corporate value” or “entity value” and the value of the 

equity portion is called “shareholder value”. In summary:

Corporate Value = Debt + Shareholder Value

The debt portion of corporate value includes the market value of debt, unfunded pension 

liabilities, and the market value of other claims such as preferred stock. If the above equation 

is rearranged we can solve the shareholder value:

Shareholder Value = Corporate Value - Debt

In order to determine shareholder value, one must first determine the value of the total firm or 

business unit, that is, corporate value. Corporate value consists of two basic components:

1. The present value of cash flow from operations during the forecast period

2. “Residual value”, which represents the present value of the business at the end of the 

forecast period.

According to Rappaport, for a more precise estimation of corporate value, a third component 

must also be included: the current value of marketable securities and other investments that 
can be converted to cash and are not essential to operating the business. Neither these 

investments nor the income from them is included in cash flows from operations. 

Nonetheless, these investments clearly have value, thus they need to be included in 

developing the corporate value estimate. Corporate value therefore has three components:
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Corporate Value = Present value of cash flow from operations during the 
forecast period + Residual value + Marketable securities

Cash flow from operations represents the difference between operating cash inflows and 

outflows. These cash flows are relevant for estimating corporate value because they represent 

the cash available to compensate debt holders and shareholders. Once the cash flow from 

operations is estimated for each year in the forecast period, these flows are then discounted 

back to the present by using the weighted average cost of capital (WACC).

Rappaport (1998) calculates each year’s cash flow as follows:

Cash flow = Cash inflow - Cash outflow

= [(Sales in prior year)(l+Sales growth rate)(Operating profit 
margin)(l-Cash income tax rate)] - (Incremental fixed capital 

investment + incremental working capital investment)

Operating profit margin is the ratio of pre-interest, pretax operating profit to sales. Also 

depreciation expense is deducted. However, depreciation does not involve any cash outflow, 

and therefore the incremental fixed capital investment is defined as capital expenditures in 

excess of depreciation expense, that is:

Incremental fixed capital investment = Capital expenditures - Depreciation 

expense

Thus, if depreciation were added back to operating profit (to convert back to a cash flow 

figure) and the same depreciation expense amount were added to the incremental fixed capital 

investment figure (to convert it to total capital expenditures), the cash flow from operations 

figure would be identical. After doing this the cash flow formula looks like this:

Cash flow = Cash inflow - Cash outflow
= [(Sales in prior year)(l+Sales growth rate)(EBITDA margin)(l- 

Cash income tax rate)] - (total capital expenditures +incremental 

working capital investment)
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Incremental working capital investment rate can be used to estimate working capital needs 

and means the proportional additional investment needed for the additional sales revenues, 
and can be calculated as follows:

Incremental working capital investment rate (%) 

incremental working capital investment/incremental Sales

2.2.3. Increasing Shareholder Value

Now I have described how shareholder value is defined and how it can be measured, because 

it is inevitable to know what shareholder value actually means before we can discuss how it 

can be increased. Teemu Aho (2004) states that the aim of calculating the shareholder value 

of a company is to determine the market value of the company’s shares. The value of a 

company is often based on future expectations, and it is a good measure of performance 

because it is influenced by both the income statement and the balance sheet. The method 

gives information about the factors that constitutes the value of the company.

Previously, the main concern of top management in listed companies has been the net profit 

figure without thinking whether the company is really maximizing the shareholder value. 

Many companies failed to seek the highest valued use for their assets. Rappaport (1998) states 

that particularly those companies in mature industries, such as oil, allocated their very 

substantial excess cash flow toward uneconomic reinvestment or ill-advised diversification.

Stock markets penalize this kind of action usually by undervaluing the company’s shares. The 

difference between the value of the company if it were operated to maximize shareholder 

value and its current market value is called “value gap”. According to Rappaport, large 

positive “value gap” was an invitation to well-financed corporate raiders to bid for the 

company and replace incumbent management. The takeover movement of the latter half of 

1980’s provided a powerful incentive for management to focus on creating value. In the 

absence of profitable investment opportunities, companies should distribute all excess cash to 

shareholders. Figure 3 illustrates the value gap.

Creating Shareholder Value by efficient use of capital - Case Okmetic Oyj

Antti Lahtinen, Master’s Thesis, HSE, Spring 2005



18

Current Market 
Value of shares

"Value gap"

Market value of 
the shares if the 
company were 
operated to 
maximize 
Shareholder 
Value

Figure 3. An example of value gap

According to Teemu Aho the most effective way to create shareholder value is to generate 

profits. Also asset management influences free cash flow via working capital and capital 

investments. Sales growth is reasonable only if it creates value through profitability. 

Unprofitable growth destroys shareholder value. A change in operating margin has significant 

effects on the value. Incremental working capital and incremental fixed capital investments 

present how much more working capital is tied and how much must be invested in fixed 

capital to increase sales. The less capital is tied in working capital and tangible assets the 

larger is the free cash flow and the shareholder value.

Increasing shareholder value should be a common goal in different organizational levels. The 

CEO and the group management should build such a performance measurement system that 

enables them to choose those strategies that create value. Divisional managers should make 

sure that their division is operating at optimal level in terms of production and use of capital. 

Shareholder value approach should come from the strategy and be implemented gradually 

throughout the whole company.

This thesis presents value-based performance measures and ways of managing the 

shareholder value in an efficient way. This approach and the tools are called as Value-Based 

Management.
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2.3. Introduction of Value-Based Management

2.3.1. The concept

Previous sections of this thesis described why shareholder value is so important and why 

should the management of a company concentrate their actions on increasing it. This section 

introduces Value-Based Management (VBM), which is a concept that focuses on creating 

added value to the company. Koskinen (1998a) states that Value-Based Management requires 

building a control system that observes the shareholders’ requirements.

Traditionally the performance of a company has been estimated with different kind of 

parameters that measure either proportional or absolute performance of the company. 

Examples of these measures are return on invested capital (ROI), return on equity (ROE), 

earnings per share (EPS), or operating profit and net profit. However, using these 

conventional measures to evaluate the performance of a company has some severe drawbacks 

(as the chapter four of this thesis will present). For example different accounting policies can 

distort the real picture, and these measures don’t take into account the risk that is associated 

with the company’s operations. Also the time value of money is often neglected. (Koskinen, 

1998a)

Value-Based Management introduces a new perspective to evaluating the success of a 

company. The performance of a company can be measured for instance with free cash flow, 

which is a much more practical measure, because it can be used to calculate the development 

of the enterprise value. There is also some evidence that there is a clear correlation between 

the free cash flow of a company and the share price, and the correlation is stronger than for 

example between ROI and the share price. (Koskinen, 1998a)

The value of a company to its shareholders can be calculated as a net present value of the 

future free cash flows, in which the weighted average cost of capital (WACC) is used as the 

discount rate, and net debt is deducted. When a company is able to generate free cash flow 

with return rate that exceeds the cost of capital it is producing added value for the owners. To 

be able to control the added value managers must be aware of the factors that influence free 

cash flow, which are also known as Value Drivers.
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2.3.2. The three steps of Value-Based Management

Shareholder value typically is implemented in a few broad phases. First, senior management 

must be convinced of a genuine need for change. Second, the appropriate details of change 

must be defined and properly introduced. Finally, change must be reinforced to ensure that it 

is sustained. This means that implementation of value-based management is not done 

overnight.

The aim of this thesis is to introduce value-based management to the case company. In order 

to show what kind of tools VBM has to offer, I have decided to implement the concept to the 

case company with a three-step approach, which is also called as Value Driver Assessment. 

The purpose is to find the differences between the value creation processes of the two 

business areas of the case company and to find the key value drivers of these business areas.

The first step is to develop a value driver “map” of the business. This is discussed further in 

the next section and an example of Value Map can be seen in Figure 4. The next step is to 

identify those drivers that have the greatest impact on value. This is done by constructing a 

sensitivity analysis of the chosen value drivers. The sensitivity analysis will reveal those value 

drivers that have the most impact on the corporate value.

According to Rappaport (1998) experience shows that value driver sensitivities are not always 

obvious. Therefore, quantifying sensitivities is a valuable exercise for both operating and 

senior management. This helps the managers to find the areas that require the most 

concentration in increasing shareholder value.

The third step of the assessment of value drivers is to isolate drivers that management can 

influence. Certain drivers, such as raw material prices and interest rates, may impact value 

significantly, but are not directly controllable by management. Good managers will, of course, 

be aware of critical but uncontrollable drivers and take actions to hedge the risks of these 

drivers to the business.

The goal is to identify those drivers that have high-value impact and also are controllable. 

Once key value drivers are identified, managers can focus on strategies designed to increase 

the performance of these drivers.
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2.3.3. Value Drivers

“Now everything is measured in terms of shareholder value. The firms that are not clear on 

this tend to be those that are in deep trouble. The only question we have to ask is whether the 

firm is doing the right things to maximize its return to shareholders by focusing on those 

activities which really drive value creation.” (Scott, 1998, p. 7) Therefore the important 
question is which activities do drive value creation.

Alfred Rappaport (1998, p. 171) states that hundreds of factors influence the value of any 

business and, faced with the task of managing them, many executives find it difficult to set 

priorities. One of the most important contributions of shareholder value analysis is that it 

enables operating managers to determine which activities in their business must be managed 
most actively.

According to Rappaport business value depends on seven financial value drivers:

1. Sales growth

2. Operating profit margin

3. Incremental fixed capital investment

4. Incremental working capital investment

5. Cash tax rate

6. Cost of capital

7. Value growth duration

While these drivers are critical in determining the value of any business, they are too broad to 

be useful for many operating decisions. To be useful, operating managers must establish for 

each business the micro value drivers that influence the seven financial or macro value 

drivers. Figure 4 presents an example of the linkage between micro and macro value drivers.

An assessment of these micro value drivers at the business unit level allows management to 

focus on those activities that maximize value and to eliminate costly investment of resources 

in activities that provide marginal or no potential for creating value. Value driver analysis is a 

critical step in the search for strategic initiatives with the highest value-creation leverage. 

Isolating these key micro value drivers enables management to target business unit operations 

that have the most significant value impact and those most easily controlled by the 
management. (Rappaport, 1998)
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Figure 4. Micro and Macro Value Drivers (Rappaport, 1998, p. 172)
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3. Efficient use of capital

Because this thesis is dealing with shareholder value and efficient use of capital, this chapter 

handles different types of capital, the use of capital, and how to make capital utilization more 

efficient. The first section describes the alternative sources of finance and the differences 

between them. The following sections deal with the use of capital.

3.1. Sources of finance

When a firm is established it needs capital to finance its operations. Only sole proprietors can 

do business in certain industries without capital, because their business is based on the 

entrepreneur’s own work. All other firms need capital in some form. The need for capital 
arouses from the fact that a firm needs for example machinery to produce goods, an office to 

handle the paper work, advertising to promote the products, and employees to do the job. All 

of these must usually be paid at least partially before the sales revenues begin to fill up the 

cash register.

According to Brealey & Myers (2003) to carry on business, corporations need an almost 

endless variety of real assets. Many of these assets are tangible, such as machinery, factories, 

and offices; others are intangible, such as technical expertise, trademarks, and patents. To 

obtain the necessary money, the corporation sells claims on its real assets and on the cash 

those assets will generate. These claims are called financial assets or securities.

Corporations must decide how to finance these capital needs. Some capital decisions are done 

on a daily basis, others can be results from years of planning. Leppiniemi (1993) divides 

financial planning into five categories:

1. Investment decisions

2. Working capital decisions

3. Earnings forecasting and financial budgets

4. Capital decisions, equity and debt capital
5. Financial statement and tax planning
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3.1.1. Equity capital

Almost all large and medium-sized businesses are organized as corporations. The owners of 

corporations have only a limited liability, which means that stockholders cannot be held 

personally responsible for the firm’s debts. Although a corporation is owned by its 

stockholders, it is legally distinct from them. It is based on the articles of incorporation that 

set out the purpose of the business.

Because the corporation is distinct from its shareholders, it can do things that partnerships and 

sole proprietorships can’t. For example, it can raise money by selling new shares to investors 

and it can buy those shares back. Brealey & Myers (2003) state that one important drawback 

of corporations is the tax-disadvantage. Because the corporation is a separate legal entity, it is 

taxed separately. So corporations first pay taxes on their profits, and the shareholders pay tax 

on the dividends that they receive from the company. Some countries give shareholders at 

least some credit for the tax that the company has paid.

When a corporation is established, the founders invest equity capital in the company. No bank 

would give any loan to a company that has no equity. Actually firms that have run out of 

equity is considered to be bankrupt. Therefore it is essential that a start-up company gets 

enough equity capital to survive from the possible losses of the beginning. A company must 
also make sure that the equity/assets ratio remains at a secure level through the whole 

existence of the company.

The holders of common stock are the last ones who get paid if the company gets into financial 

troubles and goes bankrupt. This is because they also have the control of the company. 

Otherwise banks and other lenders would not be willing to lend any money to the company. 

Same applies to profit distribution. Debt holders get their interest payments no matter if the 

company is making a profit or a loss, but stockholders get their share of the profits only if 

something is left after the interest expenses.

Therefore it is fair to say that the owners of a company bear the most of the risk of the 
business. As compensation for the risk they also demand higher return on their investment 

than other claim holders. Therefore equity capital is more “expensive” from the point of view 

of the managers, but the cost of equity can be decreased by lowering the risk of the business.
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3.1.2. Debt capital

The other of the two most common financing alternatives is debt capital. A company can get 

debt capital from different sources, for example as loans from banks or by issuing bonds to 

investors. Debt capital is divided into long-term and short-term debt in the balance sheet of 

the company. The division is based on the maturity of the debt instruments. Short-term debt 
matures within a year and the maturity of long-term debt is more than a year.

Debt can also be divided into interest bearing debt and non-interest bearing debt. The latter 
includes for example trade payables, accrued income and advances, which usually are short

term debt. By maximizing non-interest bearing debt a firm can substantially lower its cost of 

capital.

There are lots of different debt instruments available, but it is needles to go through them in 

detail in this study. However, it is worth mentioning that also the cost of debt depends on the 

risk of the company. Companies with higher credit ratings (i.e. lower risk) get debt capital 

with lower interest expenses. In addition, some portion of the debt can be more senior than the 

rest of the debt, which also affects the cost of capital and availability of debt.

One advantage of debt capital is that it is tax deductible, which means that the company can 

deduct the interest payments before taxes. This gives the company an interest tax shield, 

which decreases the effective cost of capital. Another advantage associated with debt 

instruments is that debt holders don’t get voting rights in the company, so the equity holders 

can keep all the control in the company.

By increasing leverage (i.e. indebtedness) a company can increase its return on equity to some 

extent. But after exceeding the optimal debt to equity ratio the costs of increased risk of 

bankruptcy begins to outweigh the benefits of leverage, therefore firms should be careful with 

raising debt capital.
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3.1.3. Retained earnings

After a corporation has been established and it has been operating for a while, it will 

hopefully start to generate profits. A start-up company usually reports losses for the first fiscal 

year due to the start-up and advertising costs etc., but after that, internally generated funds are 

one potential source of finance. Retained earnings are considered as equity capital, but it is 

easier and cheaper to “raise” than external equity financing, because of the issuing costs of the 

latter.

A profitable company must decide what to do with its the generated profits. One important 

decision is the dividend distribution, which is discussed also in section 3.2.3. Growth 

companies tend to pay minimal or no dividends in order to use all the generated profits to 

finance the growth, while companies in mature businesses with steady cash flows pay out 

proportionally more.

The dividend distribution decision is one of the important financing decisions. The signaling 

effect of dividend distribution has been studied widely. One important notion is that 

announcement of an increase in dividend payment usually has a positive effect on stock price 

and a cut in dividend payment usually has a negative impact on stock price. The reason is that 

investors think that the level of dividends signal future cash flows, because the management 

who makes the dividend decision is better informed about the future performance of the 

company.

However, as a counter argument could be mentioned that firms with positive NPV projects 

should invest on those projects rather than pay dividends, and firms with no attractive 

investment opportunities should pay more dividends to maximize the shareholder value. This 

would imply opposite share price reactions than stated in the previous paragraph. However, 

fact is that investors expect dividends as a return for their investment, so large dividend 

reductions can harm the firm’s reputation and make it more difficult to raise equity capital in 

the future.
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3.1.4. Other sources of finance

In addition to debt and equity, there are also many other forms of financing available. 

Competent managers assess carefully all the different alternatives to find the best possible 

financial instruments for the company’s current situation. One typical class of instruments is 

the hybrids that include features both of equity and debt. These can be for example 

convertible bonds or a package of bonds and warrants.

Hybrid instruments are useful when the company’s situation is likely to change in the future. 

According to Brealey & Myers (2003), convertibles tend to be issued by the smaller and more 
speculative firms. They are almost invariably unsecured and generally subordinated. 

Convertibles are usually associated with lower interest rates, because of the conversion 

possibility that has value for the investors.

Convertible bonds can be beneficial for companies that have a low share price and small cash 

flows at the moment. Managers will not want to sell common stock when the market value of 
the equity is low, because the ability of raising equity is weaker and the dilution effect to 

current shareholders is greater compared to situation where the share is overpriced. In this 

situation the company can get “cheap” capital in the form of convertible bonds that have 

lower interest payments than common debt. And if the conversion price is set with care, the 

company gets adequate compensation for the equity that is issued at the conversion date 

assuming that the value of the shares has increased. Otherwise there will be no conversion.

Other possible sources of finance are leasing and factoring, which have common features with 

debt financing. Leases can be divided into operational leases and financial leases, but the 

main idea is that the company gets a specified asset for promising to pay regular lease 

payments. When using factoring services, the company sells its receivables to a factoring 
company at a discount of the nominal value of the receivables to get immediate cash inflow.
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3.2. Use of capital

The beginning of section 3.1. stated the obvious reasons why a company needs external funds 

to finance its operations. This section deals with the use of capital i.e. the different assets that 

a company holds. The capital structure and use of capital differs widely between different 

businesses. While manufacturing companies need heavy investments in plant and machinery, 

in retail business inventories are the most important assets.

Tuottavuuskeskus Ry (1988) divides the use of capital into two different asset types:

1. Real assets (e.g. buildings, machinery, inventories)

2. Financial assets (e.g. cash at bank, receivables, prepayments)

Real assets are needed in the operations of a company, and the purpose of the financial assets 

is to support the operations.

However, I will alsouse a bit different division in this thesis:
1. Fixed assets (e.g. property, plant, equipment, immaterial rights, other investments)

2. Current assets (short-term assets)
■ Working capital (e.g. cash, inventories, receivables, payables)

■ Other current assets (e.g. accruals)

The division is based on short-term and long-term assets, which means that fixed assets are 

used for many different fiscal years, and current assets are used within a single year. It is 

important to notice that one factor of working capital (i.e. payables) is on the other side of the 

balance sheet (i.e. liabilities), and therefore increase in payables actually decreases working 

capital as we will see in section 3.2.2.

As Rappaport (1998) stated the value drivers of a company included incremental fixed capital 

investment and incremental working capital investment, therefore these are the main areas of 

concentration in increasing the shareholder value. The value of a company or a business unit 

is the present value of future cash flows. Investments in fixed assets and working capital 
decreases the cash flows and shareholder value in short-term, but can increase the cash-flows 

and shareholder value in long-term if they are positive NPV investments. At least the 

replacement investments are vital in order to keep cash flowing also in the future.
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3.2.1. Investments in fixed assets

In addition to the longer life span of fixed assts, one difference between fixed assets and 

working capital is that fixed assets are usually depreciated or amortized during the useful life, 

whereas working capital is not. The company just needs to generate sufficient return on the 

capital that is tied to working capital, but in order to be profitable also the depreciation of 
fixed assets must be covered.

The types of fixed assets that a given company needs depend on the industry in which the 

company operates. For example Okmetic Oyj, the case company, operates in the 

manufacturing business, so plant and equipment are the most important items in the balance 

sheet of the company. The single item equipment represented as much as 62.5% of the total 
fixed assets and 48.8% of the total assets of the company in December 31, 2003.

It is essential to acknowledge that investments that don’t cover the cost of capital destroy 

shareholder value not to mention increasing it. There is plenty of methods available to 

calculate the sensibility of an investment, but the common feature of investment calculations 

is that one must know the cost of capital to determine which investments are worth 

undertaking and which are not. The determining of the cost of capital is described in section

4.3.

However, it is important to notice that investment decisions should not be made solely based 

on calculations, because an investment in fixed assets is always also a strategic decision. The 

company should undertake only those investments that fit into the strategy of the company. 

Otherwise the problem of losing focus may occur. In the 1960’s large conglomerates were in 

fashion, but from the 1980’s companies have been disposing their non-core businesses in 

order to reach a better strategic fit. This is also considered to be the best way to maximize 

shareholder value.

Leppiniemi (1993) describes one additional problem in making investment decisions, which 

he calls the “pistol problem”. It means that management has pressure on making a positive 

investment decision, because the required rate of return is certainly not achieved by waiting 

and keeping large amounts of cash at bank accounts.
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3.2.2. Working capital

Another important target of capital in a company is the working capital, which consists of 

short-term financial assets and inventories. Working capital is the amount of capital that is 

needed to keep the operations continuing. Leppiniemi (1993) calculates net working capital as 

follows:
Cash and cash equivalents 

+ Inventories

- Short term non-interest bearing debt

= Net working capital

The amount of capital that is tied to working capital is not constant through time, but 

fluctuates with production and sales volumes. According to Leppiniemi (1993) at least the 

following factors affect the amount of working capital:

■ Structure of the production process

■ Speed of the production process

■ Product mix
■ Capacity utilization

■ Size of the company

■ Payment terms of sales and purchases

■ Price chances of factors of production

From these seven factors we can see that a company has many alternatives to affect the 

amount of working capital by its own actions and decisions. As stated earlier, working capital 

does not deteriorate and is not depreciated so there is no need for replacement investments. 
This means also that all of the working capital can be released when company withdraws 

from the operations.

Usually the amount of working capital can be estimated as a proportion of sales, which means 

that when the company is aiming to a 10% increase in sales, it can expect that the need for 

working capital also increases by 10%, if all other things remain unchanged. Of course there 
are some economies of scale also in the working capital in the long run when the buffer levels 

of inventories and cash can be proportionally lower.
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3.2.3. Other uses of capital

In addition to investments in fixed assets and working capital a company has also other 

alternatives to use capital. For example retained earnings can be used to pay dividends or to 

repay debt in order to increase equity/assets -ratio. As stated earlier the dividend distribution 

is an important decision from the financial point of view. Some companies even raise debt 

capital to be able to pay dividends. Another way to distribute profits is to repurchase shares, 

which has become more and more popular during the past two decades.

Lintner (1956) developed a famous model to explain the dividend levels as a result of 

interviews with the managers of 28 U.S. companies. His study suggested that:

1. Companies have long-term dividend payout ratios

2. Managers focus more on dividend changes than on absolute levels

3. Dividend changes follow shifts in long-run sustainable earnings

4. Managers are reluctant to make dividend changes that might have to be reversed 

within the nearest future

Lintner stated that the primary determinant of dividend payments is the relationship between 

the existing dividend rate and the rate of combined current and foreseeable profits.

Also Alkebäck (1997) has studied dividend policy decisions. He presented three different 
dividend policies:

1. The residual dividend policy, which is based on the capital requirements of the 

company. The company first determines how much internally generated funds it needs 

to finance its investments while maintaining the target capital structure, and then pays 

out as dividends only the residual funds.

2. The independent dividend policy that begins with deciding the desired dividend 

payment and then the investment and/or financing policies are adjusted when needed.

3. A simultaneous dividend policy combines both the desired divided payment by the 

shareholders and the capital requirements of the company to satisfy the needs of both. 

The combination depends on the weights given for these two factors.

These studies show that the managers of a listed company should be careful with the dividend 

decisions. Especially a cut in dividend payment can destroy shareholder value in the short run.
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Dividend payments and debt repayments are not the only alternatives to use excess cash. One 

important possibility is to acquire prospective companies to get growth opportunities, market 

share or special expertise. Acquisitions are the most common and fastest way to increase the 
size of a company. And when the price is reasonable, acquisitions can also increase 

shareholder value. However, most of the studies about mergers & acquisitions suggest that the 

major part of the increased value goes to the owners of the target company. This makes the 

rationality of acquisitions sometimes questionable.

Capital can also be used to build fancy office buildings or recreation facilities to employees, 

but the board of a company should really carefully assess whether this kind of investments 

increase shareholder value or not. Sometimes investments in employee satisfaction can 

increase motivation and productivity and thus be rational also from the owners’ point of view.

Grinblatt and Titman (1998) presents that the separation of the ownership and management 

may distort the investment decisions of a company. They state that managers may prefer 

investments that enhance their own human capital and minimize risk. This implies that:

■ Managers make investments that fit their expertise

■ Managers make investments that pay off early

■ Managers make investments that minimize the risk
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3.3. Improving capital efficiency

Previous sections gave a review on the use of capital. Now we can think of ways to improve 

capital efficiency, which is one step in creating shareholder value. There are many ways of 

improving capital efficiency from hastening capital turnover to effective cash management, 

but the basic idea of improving capital efficiency lies on two cornerstones:
1. Decreasing the amount of capital

2. Decreasing the cost of capital

Success in reaching either one of these targets increases shareholder value when all other 

things remain unchanged. Usually the latter is determined by the capital markets, so the 

company has only limited number of alternatives to decrease the cost of capital. However, for 

example by altering the capital structure and/or the risk of the business, a company can 

change its cost of capital.

But the more interesting and manageable alternative for improving capital efficiency is to 

decrease the amount of capital that is tied to the business. By optimizing the use of capital a 

company can create economic value, although the revenues of the business would not 

increase. Both strategic and operational decisions effect on the use of capital. Figure 5 shows 

a simplified example of a balance sheet of a company. The shaded areas represent the 

operational capital and the white areas represent the financial capital.

Assets Liabilities

Fixed Assets Equity Capital

Inventories Long-term Debt

Accounts
Receivable Short-term Debt

Financial Assets Accounts
Payable

Figure 5. A simplified example of a balance sheet (Hovatta, 2000)
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The shaded areas determine the total amount of capital that the company needs. According to 

Hovatta (2000) the company can affect these items by strategic and operational decisions. The 

main goal is to minimize the invested capital (i.e. equity and interest bearing debt) and to 

maximize the non-interest bearing debt (i.e. payables and prepayments). Therefore matching 

receivables to payables is one way to improve capital efficiency

3.3.1. Capital turnover

Another way to improve capital efficiency is to increase capital turnover, which decreases the 

total amount of capital that is needed. The traditional Du-Pont -model suggests that return on 

investment is determined by profit margin and the capital turnover:

Profit/Sales x Sales/Invested capital = ROI

=> Profit margin x Capital turnover = ROI

Therefore a company can increase its return on investment either by increasing the profit 

margin or the capital turnover. Next I will describe how the capital turnover is defined. As we 

can see from the equations above, capital turnover is sales over invested capital. The more 

sales can be generated without additional investments the faster is capital turnover. This 

means that a company should concentrate on minimizing the incremental capital investment 

needed to finance additional sales, which leads us back to the value drivers number three and 

four that were introduced on page 21.

Also, if sales do not increase, the company should try to decrease the amount of capital that is 

needed to finance the current level of output. The first step is to examine carefully how much 

capital is tied in each stage of the production process. Then each stage should be assessed so 

that possible opportunities to increase the efficiency can be found. Here are some examples:

■ Make the production process quicker

■ Use larger lot sizes

■ Produce more products per square meter of the plant 

• Allow shorter payment periods

■ Collect overdue accounts more effectively
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3.3.2. Methods to improve efficiency

This section presents some methods to improve efficiency. The common goal of them is to 

minimize unproductive capital, so that the excess capital can either to be paid out to investors 

(shareholders or debt holders) or put into productive use.

Д!
The idea of JIT (Just in time) production is that the production process is directed by a pull 

method rather than a push method, which means that production is determined by demand; 

not by capacity as in the traditional process. This prevents the development of inventories of 

unfinished goods between different production phases, which helps to minimize the total 

inventories. Figure 6 clarifies this.
Atraccional production fine with work-in-progress inventories

I
!
I

* WIP

A JIT-production line with feedback-system

productsproducts

information

ZL
ш

eM
5

Figure 6. JIT-production (http://www.uku.fi/avoin/tuta/j4_12imuohjaus.htm, 22.5.2005)

Cash Management

Leppiniemi (1993) defines cash management (CM) as an attempt to get the best possible yield 

on the liquid funds and receivables, and an attempt to optimize the use of short-term 

borrowing. Sometimes individual yield targets are set for the cash management function. In 

other words, CM deals with the short-term financial assets and liabilities of a company. 

Leppiniemi divides the role of CM into following parts:

1. Cash forecasts (planning & budgeting)

2. Cash management (transactions & systems)

3. Banking relations (negotiations & debt policy)

4. Investment of cash surplus and covering of cash deficit

The target of cash management is to invest unproductive funds to yield the best possible 

interest income and to obtain funds with the lowest possible interest expense. Other tasks are 

the utilization of cash discounts and effective collection of receivables.
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4. Measuring Company Performance

This chapter is going to deal with performance measurement as the topic indicates. I am going 

to go through some commonly used traditional measures and the newer value-based methods 

as well. But first of all, it is important to define what performance is and why one would want 

to measure it. At the end of this chapter there will be some suggestions about how to use these 

different measures to improve performance and to motivate the employees of a company.

Rantanen and Holtari (1999) define performance as a firm’s ability to produce output with the 

given resources in relation with the set targets. They write that the assessment principles and 

the measures that are used may differ depending on which stakeholder is measuring the 

performance. Rantanen and Holtari also divide performance into external and internal 

performance.

The different fields of internal performance are productivity, effectiveness, and economy. Also 

quality, delivery time, and capacity may be areas of interest in internal performance. The units 

of measure in internal performance are usually physical by nature i.e. non-monetary. In the 

external performance measurement the firm is examined from outside and as a whole. In this 

case the measurement can sometimes be based purely on public information.

As we know, performance can be measured from different perspectives depending on the 

measurer and his needs. However, because the subject of this thesis is shareholder value, it is 

natural that this chapter reviews the performance mainly from this point of view. But this 

doesn’t mean only the external performance, but also internal performance measurement in 

order to enhance the shareholder value.

The main idea behind performance measurement is to produce information about the target 

that can be used to support decision making. Successful decision making is always based on 

good-quality and reliable information. Performance measurement is an essential part of the 
developing process of a company. It can be done in different phases of the development 

process; before it, during it, or after the process. Performance can and should be measured in 

different levels of the company.
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According to Laitinen (1998) companies should consciously choose those measures that have 
the best qualities. The requirements that are set to different measures are that how useful they 

are in the decision making process. He lists five crucial qualities that can be used as the main 

criterion when choosing appropriate measures. The qualities are:

Relevancy: The measure should have a significant importance in the decision 
making process. If the measure is not relevant, it doesn’t make any 
difference what value the measure gets.

Inexpensiveness: The measure should be inexpensive, which means that the

measurement process must not cost more than is the benefit that

can be obtained from the measurement result.

Validity: The measure should be valid in such a way that it gives unbiased

results about the target quantity. If the bias of a measure can be
estimated, it can also be eliminated.

Accuracy: Accuracy means that the measure should produce consistent

results when the measurement process is repeated i.e. the variance

of the results should be minimal.

Credibility: The decision maker should be able to trust on the measure, which

means that the decision maker trusts in the results enough that they 
really have an effect on the decision.

These qualities apply as well to quantitative measures as to qualitative measures. Laitinen 

points out that the business environment is becoming more complicated and the uncertainty 

increases continuously, so that the information becomes more inaccurate. In this situation 

companies need more and more qualitative measures beside the quantitative ones.
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4.1. Traditional measures

For decades companies have used measures that are based on pure accounting figures. Much 

critique is presented to reveal the shortcomings of these traditional measures. However, 

because these methods are still used so widely, this section deals with them. One target is to 

point out the weaknesses of these traditional measures. On the other hand the simplicity and 

famousness of these measures are an advantage.

According to Rappaport (1998) the wide dissemination of accounting earnings figures fuels 

the business community’s belief that stock prices are strongly influenced, if not totally 

determined, by reported earnings. It is commonly assumed that if a company produces 

“satisfactory” growth in EPS, then the market value of its shares will increase. But, as 

growing number of executives now recognize, EPS growth does not necessarily lead to an 

increase in the market value of the stock.

Also Laitinen (1998) presents some arguments against traditional accounting figures. One 

problem is the slow completion of these figures. For example monthly reports are often ready 

in the middle of the next month, and these reports are usually presented in a quite rough level. 

This is impractical because successful direction of most of the operations of any company 

requires accurate and daily information. Therefore traditional accounting reports suit only for 

supervising monthly performance, but isn’t suitable for operational management.

Another drawback that Laitinen points out is the time frame of the traditional calculations. 

The targets are usually set for a very short time period, which leads to shortsightedness in 

decision making. Short-term issues are emphasized and the long-term strategic issues are left 

with less concern. Also the management compensation is often tied to meeting short-term 

targets like return on investment. This leads to the problem of creative accounting.

The traditional measures are often criticized also for neglecting the time value of money. 

Profits for different periods are treated equally, although in reality the opportunity cost of 

capital should also be taken into account. Accounting measures do also not observe the risk of 

different businesses.
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4.1.1. Accounting profit

Accounting profit is one of the most widely used measure of performance despite of the 

shortcomings presented above. Ezzamel (1992) discussed the usefulness of four variants of 

accounting profit for the purposes of divisional performance measurement: sales margin, 
controllable profit, contribution margin, and net profit.

According to Ezzamel net profit appears to be the least useful of the four profit measures. The 

arbitrary allocation of head office overheads violates corporate optimality, divisional 

independence and event controllability. This is because such allocations distort divisional 

profitability by making it a function of decisions taken outside the division.

Contribution margin (sales revenue less divisional variable costs and divisional separable, 

controllable and non-controllable fixed costs) is useful in indicating the amount a division 
contributes towards the recovery of central overheads. However, like net profit, it is 

frequently unhelpful for current operating decisions and for monitoring decisions, because 

divisions are charged for divisional separable non-controllable fixed costs. Such costs are 

“sunk costs” and are usually initiated by decisions made by higher level managers. (Ezzamel, 

1992)

Controllable profit (sales revenue less divisional variable costs and divisional separable 

controllable fixed costs) seems particularly useful for evaluating the performance of 

divisional managers, because it emphasizes traceability and controllability. Sales margin 

(sales revenue less variable costs) is useful in showing the effects of current decisions, for 

example changing the selling price by a given amount, on divisional performance. (Ezzamel, 

1992)

One major criticism of accounting profit is its failure to account for the cost of capital 

resources in divisions in those cases where divisional managers have considerable control 

over the determination of their levels of investment. This can encourage divisional managers 

to invest more capital as long as it can generate return that is greater than zero, even though 
that return may be lower than the company’s cost of capital.
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4.1.2. Return On Investment (ROI)

The discussion in the preceding section would seem to indicate that variants of accounting 

profit can be useful measures of divisional performance when the divisions are designed as 

profit centers, because in this case divisional managers are only responsible for the flows of 

costs and revenues, but not for the flow of capital. According to Ezzamel (1992), in situations 

where the divisions are rather investment centers, performance measures must reflect also 

divisional managers’ responsibility for the use of capital. ROI was designed to be an 

appropriate measure in these situations.

But, as Rappaport (1998) claims, taking an unreliable numerator (i.e. earnings) and relating it 

to an investment denominator generated by the same accounting process does not solve the 

problem. The assumption is that if ROI is greater than the cost of capital, then shareholder 

value will be created. According to Rappaport the essential problem here is that ROI is an 

accrual accounting return and is being compared to a cost of capital measure which is an 

economic return demanded by investors.

The accounting return on investment (ROI) is computed by a wide variety of methods. For 

example, some companies include plant and equipment at gross book value while others use 

the net book value (i.e. book value minus accumulated depreciation). Computations most 

commonly found in practice include:

ROI = Net income / Book value of assets

ROI = (Net income + Interest (1 - Tax rate)) / Book value of assets

The first equation will reflect a higher return if equity financing is substituted for debt 

financing. This is the case because less interest increases net income. To avoid this bias the 

second equation is often used as an ROI measurement. (Rappaport, 1998)

The most common limitations of ROI include the following:
1. When applied to single investment opportunities, ROI typically understates the 

economic rate of return in the first years and overstates returns fort the latter years.
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This is due to the depreciation of the asset, which decreases the denominator of the 
equation.

2. ROI depends not only on prospective investment and cash flow, but also on 

undepreciated investments of past periods. Thus if two business units have identical 

strategies and expectations, but one has a larger investment base, then it will also have 
lower ROIs during the period.

3. ROI neglects the post planning period residual value of the business unit, which 
typically accounts for more than 50% of a company’s market value.

4. It also possible that divisional managers become reluctant to invest in projects which 

are profitable but have a lower ROI, because this would result in a lower overall ROI 
for the division.

4.1.3. Return On Equity (ROE)

Another widely used measure of business performance is the accounting return on equity

(ROE) ratio:

ROE = Net income / Book value of shareholders’ equity

Whereas ROI relates net income to total assets, ROE employs shareholder equity as the 

denominator. ROI is the more commonly used measure at the business unit or divisional 

level; ROE is more popular measure at the corporate level. According to Rappaport (1998) 

one of the principal reasons that management focuses on ROI rather than ROE at the business 

unit level is its reluctance to allocate debt to the individual units.

Because ROE is so similar to ROI, it shares all the shortcomings of ROI that were presented 

earlier. In addition, ROE is particularly sensitive to leverage. In fact, ROE will increase as 

more than optimal level of debt is issued and the value of the company decreases. Thus, once 

again we observe that an accounting-based performance measurement can conflict with the 

shareholder value.
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4.2. Value-Based Methods

The previous section described the traditional measures that have been used to assess 

company performance for ages. As were presented they have many severe shortcomings when 

the target is to create shareholder value. Now I will proceed forward and the purpose of this 

chapter is to survey the most widely used tools of Value-Based management, including free 

cash flow, economic value added, and shareholder value added.

All the methods of value-based management that I discuss in this study share a common 

theoretical heritage - they are rooted in the concept of free cash flow valuation. They are built 

on the underlying premise that the value of any company, or its individual strategies and 

investments, is equal to the present value of the future free cash flows that the entity is 

expected to generate.

According to Martin and Petty (2000) free cash flow analysis became the measurement 

standard in the 1980’s and continues to be the primary method for valuing a company or a 

strategic business unit. Free cash flow models are particularly being used more and more in 

evaluating strategic decisions, in such areas as acquisitions, joint ventures, divestitures, and 

new product development.

They continue by stating that the growing attention being given to free cash flows is no doubt 

linked to a changing philosophy. As emphasized earlier, the traditional accounting measures 

of earnings per share or return on investment are no longer being viewed as being adequate 
benchmarks for value creation. More investors than ever think that “investment accounting”, 

which bears little relation to the historical accounting statements, is the correct model for 

performance evaluation

Martin and Petty go further by presenting that as a result of this change in perspective, U.S. 

corporations have significantly altered their management of free cash flows. In 1960 free cash 
flows were at a negative ten cents per share, but by 1996 they were at heights of $15 per 

share, or $76 billion in the aggregate. Less cash is being invested in plants and equipment. 

Instead, much of the cash is being returned to investors by reducing debt levels and buying 

back stock.
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4.2.1. Free Cash Flow (FCF)

As Warren Buffet wrote in the annual report of Berkshire Hathaway in 1992, the value of any 

stock, bond or business today is determined by the cash inflows and outflows - discounted at 

an appropriate discount rate - that can be expected to occur during the remaining life of an 

asset.

So, by far I have probably emphasized enough that firm value is the present value of the 

future free cash flows. Martin and Petty (2000) restate this problem as: Firm value is the 

present value of the free cash flows from existing assets plus the present value of growth 

opportunities. But what actually is free cash flow? Section 2.2.2. of this thesis gave an 

overlook on the subject already, but here I am going to develop the concept further.

According to Martin and Petty the appropriate definition and measurement of a firm’s cash 

flow is driven by the reason for computing it. That is, how we intend to use the calculation 

matters. The conventional way to think of cash flow is to explain what caused the reported 

change in a firm’s cash balance from one balance sheet to the next. Such knowledge, while 

meaningful for some purposes, has little relevance in managing the firm to create shareholder 

value. Instead we are interested in the investor’s perspective as to why cash flows matter. The 

investor wants to know the relevant cash flow in order to determine the value of the firm.

A company’s free cash flows are equal to its after-tax cash flow from operations less any 

incremental investments made in the firm’s operating assets. Martin and Petty (2000) 

calculate it as follows:

operating income 

+ depreciation and amortization

= earnings before interest, taxes, depreciation and amortization (EBITDA)

- cash tax payments

= after-tax cash flows from operations

- investment (increase) in net operating working capital, which is equal to 

current assets less non-interest-bearing current liabilities

- investment in fixed assets (capital expenditures) and other long-term assets 

= free cash flow
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The depreciation is added back because it does not involve a cash payment. However, Alfred 

Rappaport (1998) presented an alternative method to account for depreciation (see page 16 of 

this thesis); it is not added after operating income, but instead the investments to fixed assets 

is calculated only at the incremental level, which leads us to the same result.

Also, the cash tax payments are the actual taxes paid, not the amount accrued in the income 

statement. Notice too, that only the non-interest-bearing debt, such as accounts payable and 

accrued wages, is included in computing the increase in net working capital.

We can also calculate the cash flows received by a firm’s investors, i.e. the financing cash 

flows. Martin and Petty do this as follows:

interest payments to creditors 

+ repayment of debt principal

- additional debt issued
+ dividends paid to stockholders 

+ share repurchases

- additional stock issued 

= financing cash flow

The financing cash flows are simply the net cash flows paid to the firm’s investors, and if 

negative, the cash flows that are being invested in the firm by the investors. Martin and Petty 

suggest that the firm’s free cash flows are always the same as the cash flows remitted to the 

firms investors.

Now after we have calculated the free cash flow, I shall describe how it can be used to 

valuation purposes. Using free cash flows for valuing a firm is relatively straightforward. 

Firm value is the present value of future cash flows for the entity as a whole. Specifically, a 

firm’s economic or strategic value is equal to the present value of its free cash flows 

discounted at the company’s cost of capital, plus the value of the firm’s non-operating assets:

Firm value = Present value of free cash flows + Value of non-operating assets
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Non-operating assets here include such items as marketable securities, excess real estate, or 
overfunded pension plans. We then compute shareholder value as:

Shareholder value = Firm value - Future claims

Where future claims include interest-bearing debt (both short-term and long-term), capital 

lease obligations, underfunded pension plans, and even contingent liabilities. The value of 
each of these claims should be determined by asking the question: If this claim were to be 

settled today, what would have to be paid? (Martin and Petty, 2000)

Projecting a company’s cash flows for the life of the firm is no easy task. We could do as one 

Japanese firm reportedly has done and develop a strategic plan for 250 years, estimate the 

expected cash flows and then calculate their present value. But, given the difficulties with 
forecasting distant cash flows, Martin and Petty suggest dividing the firms cash flows into 

two parts as a more sensible approach:

1. Cash flows to be received during a finite planning period

2. Cash flows to be received after the strategic planning period

For example, a firm can use its long range plan to project cash flows for ten years into the 

future. Then it could compute the present value of the projected operating cash flows for the 

planning period and the present value of the “residual value” to estimate the value of the firm. 

Residual value means the value beyond the ten year projections. If the value is consistent with 

the current market price, then future plans are in line with what investors expect of the firm’s 

financial performance.

According to Martin and Petty (2000) the length of the planning period should correspond to 

the duration of the competitive advantage that the firm enjoys. Only when a firm has a 

competitive advantage can management expect to earn returns in excess of its cost of capital. 

When the competitive advantage has disappeared, there is no reason, at least in terms of 

economic value, to invest in growth of the firm. Thus, growth duration is an important 
criterion for determining the length of the planning period.
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4.2.2. Economic Value Added (EVA)

After the disability of traditional performance indicators to measure development of 

shareholder value was recognized, the business world started to develop models that would 

account also for the cost of capital. One of the first measures was the Residual Income (RI) 

developed by General Electric in 1950’s. Rappaport (1998) defines residual income as net 

operating profit after taxes (NOPAT) minus a charge for invested capital:

Residual income = NOPAT - (Required rate of return x Total assets)

Although RI solves some of the problems, it is not a perfect measure. According to Martin 

and Petty (2000) RI is a short-term historical measure that may penalize long-term 

investments, like R&D expenditures. In the beginning of 1990’s a consulting company called 

Stem Stewart & Co. registered EVA as a trademark. Economic Value Added was a developed 

version of the residual income concept by adding many adjustments to the accounting figures 

that were used in the RI. The calculation of EVA looks much like the residual income:

EVA = NOPAT - (к x CAPITAL)

where
NOPAT = Firm operating profits after taxes but before financing costs and 

non-cash bookkeeping entries except depreciation 

к = Firm’s weighted average cost of capital

CAPITAL = Total cash invested in the firm over its life, net of depreciation

Although computing EVA is not fundamentally different from calculating the residual 

income, it is the adjustments going into a computation of EVA that make it unique. According 

to Martin and Petty these adjustments are made for the express purpose of converting both 
NOPAT and CAPITAL from an accounting book value to economic book value.

At the most there can be as many as 160 possible adjustments in the EVA calculation, but 

usually there is about 10-15 of them. Only the relevant adjustments should be made:

1. To convert from accrual to cash accounting (eliminating many of the reserves)

2. To capitalize market-building expenditures that have been expensed in the past

3. To remove cumulative unusual losses or gains after taxes

Creating Shareholder Value by efficient use of capital - Case Okmetic Oyj

Antti Lahtinen, Master’s Thesis, HSE, Spring 2005



47

4.2.3. Shareholder Value Added (SVA)

In order to be able to manage the shareholder value in the most efficient way, I will introduce 

one tool in addition to the previous ones, which is the Shareholder Value Added concept. 

With SVA it is possible to calculate the amount of value created by the forecasted scenario. 

While shareholder value characterizes the absolute economic value resulting from the 

forecasted scenario, SVA measures the changes in the shareholder value. SVA is simply 
calculated as follows:

SVA = SHVt - SHV,.i

where

SVA = Shareholder Value Added 

SHVt = Shareholder Value at year t 

SHVt-i = Shareholder Value at year t-1

The following example in table 1 illustrates the calculation of SVA: The Corporate Value is 

calculated separately for each year in the five-year forecast period. The difference between 

the results is the Shareholder Value Added that is created at each year.

Year
Cash
Flow

Present
Value

Cumulative
Present
Value

PV of 
Residual 

Value

Cumulative
PV+Residual

Value SVA
1 1,24 1,13 1,13 52,24 53,37
2 1,37 1,13 2,26 52,47 54,73 1,36
3 1,52 1,14 3,40 52,71 56,11 1,38
4 1,68 1,14 4,54 52,95 57,49 1,38
5 1,85 1,15 5,69 53,19 58,88 1,39

Table 1. Calculation of Shareholder Value Added (Rappaport, 1998, p. 50)

To add value over time the operating cash inflow or “cash” NOPAT must increase at a rate 

that more than compensates for the incremental investments made by the business. More 

specifically, to add value the capitalized value of the increase in NOPAT must be grater than 

the cumulative present value of incremental investment over the measurement period. 

(Rappaport, 1998)

Creating Shareholder Value by efficient use of capital - Case Okmetic Oyj

Antti Lahtinen, Master’s Thesis, HSE, Spring 2005



48

43. The cost of capital

The use of the previously presented value-based methods requires that we must know the cost 

of capital of the firm or business unit. The cost of capital is needed to reflect the time value of 

money. It represents the required return on investment that investors demand for investing 

their money. Cost of capital takes into account also the risk of a business. I am going to 

describe the determination of the cost of capital in this section.

Estimating the cost of capital is essential for establishing the minimum acceptable rate of 

return that management should require on new investment proposals. Investments yielding 

returns greater than the cost of capital will create shareholder value, while those yielding less 

than the cost of capital will decrease shareholder value.

One company can use different costs of capital to evaluate different investment opportunities. 

In addition, different costs of capital can be “charged” from different business units of a firm 

in order to get the figures comparable in terms of risk-adjusted return. The more risk a 

particular business unit has the more return it should generate to offset the volatility of the 

returns.

Cost of capital usually consists of two parts: the risk-free return and the risk premium. 

Therefore the risk-free return can be considered as the minimum return that an investment 

should generate. Good estimator for the risk-free return is usually the government bonds, 

because they are virtually riskless. All other investments have usually at least some kind of 

risk, so the required rate of return should be somewhat greater than the risk-free rate.

One common measure of the cost of capital is the Weighted Average Cost of Capital 

(WACC), which is used as a discount rate for the corporate level cash flows. It takes into 

account the capital structure of the company. The calculation of WACC is described in the 

next sub-chapter.
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4.3.1. Introduction of WACC

Weighted Average Cost of Capital incorporates the returns demanded by both debt holders 

and shareholders. This is because the discounted cash flow calculations use pre-interest cash 

flows. Otherwise the result of the calculation would depend on the capital structure of the 

company. The appropriate cost of capital is therefore one that considers the claims of each 
group of investors in proportion to its targeted relative capital contribution.

Rappaport (1998) emphasizes that the relative weights attached to debt and equity should be 

based on the proportions of debt and equity that the firm targets for its capital structure over 

the long-term planning period. There is widespread agreement in finance texts that market 

values should be used in calculating the weights instead of book values. This is because 

investors expect returns on the market values of their investment regardless of the book 

values. Brealey and Myers (2003) calculate WACC as follows:

WACC = D/V x Rd + E/V x Re

where
D = Market value of Debt 

E = Market value of Equity 

V = D + E 

Rd = Cost of Debt 

Re = Cost of Equity

Although the formula is quite straightforward, this is not enough. How we determine the cost 

of debt and cost of equity? Cost of debt is simply the interest rate that the company must pay 

for the debt holders, but the cost of equity is more complex. Equity holders are not promised 

any regular payment or stable rate of return, but instead they own everything that is left after 

the interest payments. However, we must somehow be able to calculate the cost of equity to 

be able to value compames or business units.

The famous finance researchers Sharpe, Lintner, and Mossin solved this problem in the 
1960’s by developing the Capital Asset Pricing Model (CAPM), which helps us to calculate 

the expected return of any risky asset.
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4.3.2. Capital Asset Pricing Model (САРМ)

The capital asset pricing model lays on the basic assumption that the expected return of any 

asset should equal the risk-free rate plus the risk premium that depends on the risk of the 

asset:

Cost of equity = Risk free rate + Equity risk premium

The risk premium represents the additional compensation that investors expect for holding 

stocks rather than “risk-free” government bonds. The premium should be based on expected 

rates of return rather than average historical rates. Rappaport (1998) claims that the relative 

risk of bonds have increased during the past two decades, thereby lowering risk premiums to a 

range from 3-5 percent, while the historical approach can give estimations of risk premium to 

be in the 7 to 9 percent range.

The actual CAPM formula relies on many assumptions that we can neglect in this stage, and 

we can concentrate merely on the formula, which is:

Re = Rf + B¡(Rm - Rf)

where
Re = Expected return on equity (i.e. the cost of equity)

Rf = The risk-free rate 

RM = Market return

Bj = Beta of the asset i (i.e. the company i)

The beta of an asset measures the risk of the given asset in relation to the overall market. 

Bodie, Kane, and Marcus (2002) defines beta as a measure of the extent to which returns on 

the stock and the market move together, and give the following formula for beta:

B¡ = Cov(REi, RM) / Var(RM)

where
Cov(REi, Rm)= The covariance between the firm’s stock and the market 

V3t(Rm) = The variance of the overall market return
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The problem here is where to find appropriate betas for valuing different businesses. Many 

business newspapers publish a last 12 month beta for listed companies’ stock, but there are 

certainly no betas of different business units or divisions available. It is difficult or impossible 

to find betas for divisional purposes even for the company itself. Sometimes it can be 

practical to use the corporate beta also for divisional purposes, but if the risks of the divisions 
differ much, this can give distorted results.

The market beta is one by definition, and a beta above 1 means that the firm has greater risk 

and a beta below 1 means that the firm has less risk than what is the overall market risk. 

However, in small stock exchanges, like Helsinki for instance, the calculation of beta can be 

distorted by the fact that there are a few large companies that virtually determines the 

movement of the whole market. Those companies have betas greater than 1 and others less 

than I. Especially small companies whose stock move independently from the large 

companies may have betas significantly below one, although the risk of these companies is 
certainly not smaller than the risk of the overall market.

After the cost of equity is calculated, the company has all the parts needed to the weighted 

average cost of capital formula, and the appropriate discount rate for valuation and decision 

making purposes can be calculated. Sometimes the cost of debt is presented as the after-tax 

interest rate, i.e.:

WACC = D/V x Rd(1 - tax rate) + E/V x Re

This equation accounts for the interest tax shield that the use of debt gives, which is caused by 

the fact that interest expenses are tax deductible.
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4.4. Improving performance

Now we have all the tools of Value-Based Management, but this not enough. We must also 

know how to use them to increase shareholder value. It is not the methods itself that increase 

shareholder value, but the actions guided by these measures. The company should distribute 

information about shareholder value approach throughout the whole company. However, it is 

important that the information and the concept is tailored to each organizational level 

individually to get the targeted reactions.

According to Hovatta (2000) the companies that have created added value have been able to 

build such organization structures that steers itself automatically to optimal value creation in 

addition to the use of Value-Based Management. The rewarding system should be built in 

such a way that it induces value creation.

Martin and Petty (2000) believe that three primary elements are essential to the success of a 

VBM program. First, the VBM program must have the full and complete support of the top 

executives of the company. Second, for the VBM program to affect individual mangers’ 

behavior there must be some link between behavior and compensation. Finally, employees 

must understand the VBM system if it is to be effective in transforming behavior in their day- 

to-day work.

The process of implementing the Value-Based Management is described in more detail in 

chapter five, but it is important to remember that the creation of shareholder value 

materializes only when the investors see the difference. The share price rises only if the 

market participants agree that value creation has taken place. It is not enough that the 

company itself thinks so. Therefore it is also important to report and disclose the development 

of the company’s ability and success to create added value, so that investors have right and 

true information available to value the company’s stock accurately.
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4.4.1. Setting the right targets

The discussion so far has focused on the most appropriate measures of performance. Now we 

should consider the appropriate level of performance. Rappaport (1998) states that the central 

issue is by what threshold standard should the business and its managers be evaluated and 

rewarded. The basic idea is that shareholders will earn competitive returns only when the 

threshold standard is exceeded. He presents three different methods to set the targets for a 

company or a business unit:

The first possibility is to benchmark performance against the business operating plan. The 

problem with this method is that the operating plan may not be driven by shareholder value. 

Even if it were, it may not be targeting superior performance. Another problem is that the 

managers usually set the plans by themselves, and there might arouse a conflict of interest in 

setting the plans and targets.

The second alternative for establishing a threshold level for superior performance is the cost- 

of-capital standard. According to this standard, managers are evaluated and rewarded for the 

absolute amount of value created. However, this standard ignores the value creation that can 

be reasonably expected from the business, and it ignores also the market expectations.

A third alternative is the market expectations standard. Investors will earn superior returns on 

a company’s stock only if over time market expectations rise, otherwise they will earn only 

the normal market return. The central idea is to compare the market’s expectations with those 

of management. Some might argue that the company’s stock is not a reliable indicator of the 

prospects of its various businesses. Therefore this method is most suitable for firms that 

operate in a single business.

Regardless of whatever the targets are based on, there must be the targets. Otherwise the 

owners, managers, and employees of the company do not know how well are they 

performing. As a conclusion Rappaport points out that the threshold level required for 

superior performance is different, and usually higher, than the minimum acceptable rate of 

return for making investments.
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4.4.2. Motivating personnel

Academics and practitioners from a wide range of backgrounds agree that bringing about 

sustainable, productive changes in organizations is difficult. They disagree, however, why this 

is the case. At the heart of the disagreement are differences over the factors that motivate 

individuals to change their behavior. Organizational changes require changes in behavior, and 

compensation systems affect behavior. Thus, it is critical to consider the role that 

compensation systems play in the process of organizational change. (Wruck, 2000)

Every business faces the problem of motivating its employees to create value for the firm’s 

owners. According to Martin and Petty (2000) the problem is particularly acute for the non

owner-managed corporations because the shareholders do not exercise direct control over the 

firms operations. They suggest two different fundamental approaches:

1. Careful monitoring or oversight of employee behavior
2. Developing a compensation policy that attracts, retains, and motivates high- 

performing personnel.
The second approach forms the basis for value based management systems and thus is an 

essential part of the implementation of VBM.

Rappaport (1998) emphasizes that the CEO and other senior executives should be rewarded 

only for superior performance. He suggests that annual bonuses are paid for example on the 

basis of rolling three-to-five-year SVA plans. That is, bonuses are based on the preceding 

three to five years of performance. This requires that the value-creating performance is 

measured correctly by SVA or its equivalent, and also that the SVA targets are established 

properly.

Martin and Petty (2000) point out that the form of the compensation is also an important 
component of a firm’s compensation program. Specifically, the firm can pay cash, 

stock/options or some mixture of the two. If the firm chooses stock, the employees are 

rewarded for current performance and may also receive an additional incentive to improve the 

firm’s long-term performance. They also suggest that the composition of the firm’s 
compensation package should vary across the levels of the organization, with the higher levels 

receiving more equity and the lower levels receiving more cash.
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5. Implementation of the methods to the case company

The first four chapters of this thesis introduced the methods of Value-Based Management. 

Also the arguments for and advantages of using these methods were presented. Now it is time 

to move from theory to practice by implementing these methods to the case company, which 

is the ultimate goal of this study. There are several different ways to start the implementation 

process, and also these methods and measures of performance can be used differently.

As I have described, there are different ways to calculate different parameters and the way 

that is chosen depends on the situation. There are almost countless number of adjustments that 

can be made to the accounting numbers to get them applicable to this process, but sometimes 

simple is beautiful. In forecasting future there is always some amount of uncertainty, so it is 

impossible to find the exactly right solution. This means that the calculations are always 

based on forecasts, which must be kept in mind when interpreting the results.

According to Rappaport (1998) Implementation of Shareholder Value will vary among 

companies, depending on the extent of top management support, the nature and diversity of 

the business portfolio, the degree of decentralization, and on its size, global reach, employee 

mix, culture, management style, and sense of urgency. This fifth chapter of this thesis 

describes one possible approach to Shareholder Value.

The main goals of the implementation process at this stage are to get the top management 

familiarized with the subject and to get their support for the process. The main idea is to 

describe how these methods could be applied in Okmetic Oyj. After that it is important to 

plan how these methods could be used to improve the performance of the company. One 

important aspect is the employee motivation and compensation, which should be linked to the 

value creation process.

The beginning of this chapter describes Okmetic Oyj in more detail. It is important to know 

the history and development of the company to be able to implement the Shareholder Value 

thinking into it. Then I am going to present the basic assumptions behind my calculations, and 

thereafter I will present the Value Driver Assessment of the two different business areas of 

Okmetic Oyj, which is the core content of this chapter.
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5.1. Okmetic Oyj

Okmetic manufactures high-quality silicon wafers for the semiconductor and sensor industries 

world-wide. Silicon wafer, the building base of microcircuits, is strategically the most 

important material of the electronics industry. Plants producing microcircuits or “chips” 

manufacture them at the surface of the silicon wafer and sell them when finished. Chips are 

required for the manufacture of virtually every modem electronic device. Micromechanical 

sensors are used for example in the automotive industry, medical instrumentation, industrial 

process control and consumer applications. (Okmetic IPO prospectus, 2000)

In terms of its net sales Okmetic is the third largest manufacturer of silicon wafers in Europe 

after the German company Wacker Siltronic AG and the American-based and German-owned 

MEMC Electronic Materials. By focusing on few selected rapidly growing segments of the 

semiconductor industry Okmetic has obtained a solid position and relatively large market 

share within them. For example, in demanding micromechanical MEMS (Micro-Electro- 

Mechanical Systems) sensor applications Okmetic, according to the company’s management 

estimates, holds the global market leader position as a wafer supplier. It has been estimated 

that Okmetic’s overall market share of the world-wide silicon wafer market is slightly over 

one percent. (Okmetic IPO prospectus, 2000)

Okmetic focuses on manufacturing wafers for three core product areas: application-specific 

wafers, micro-mechanical wafers for sensor applications and wafers for the power and 

discrete semiconductor industry. Okmetic does not produce silicon wafers for the largest user 

group, i.e., the manufacturers of microprocessor and mass memory applications, but 

strategically concentrates on smaller segments and targets to achieve a strong position in these 

chosen areas. (Okmetic IPO prospectus, 2000)

The most important market areas for Okmetic Oyj are North-America, Western Europe and 

Far East. Okmetic exports approximately 96% of its products (Okmetic Oyj, Annual report 
2004). The semiconductor industry faced a downturn in 2001, but the demand for silicon 

wafers have been growing again since 2003. However, the low prices of silicon wafers cause 

still profitability problems for Okmetic Oyj, and the company started a major restructuring 

program at the beginning of 2004.

Creating Shareholder Value by efficient use of capital - Case Okmetic Oyj

Antti Lahtinen, Master’s Thesis, HSE, Spring 2005



57

5.1.1. The development of the company

Okmetic Oy was founded in 1985 as a joint venture of Outokumpu Oy and Oy Nokia Ab. 

Foundation was preceded by a long development process in collaboration with the University 

of Technology. Industrial manufacture of silicon wafers began at the Espoo production plant 

in 1987 in collaboration with two partners: Outokumpu and Nokia. Nokia decided 

subsequently to withdraw from the manufacture of semiconductors, and sold its share in the 
company in that connection. (Okmetic IPO prospectus, 2000)

Key elements of Okmetic’s operations are extensive and long-term research, together with 

product and production process development. The foundation of the company in 1985 was 

preceded by more than ten years of research work. Research and product development are 
carried out jointly with major customers and in collaboration with the Technical Research 

Centre of Finland (VTT), and with numerous foreign and domestic University and research 

laboratories. Some projects receive considerable external support from Finnish and foreign 

funds. Okmetic’s R&D -projects have accounted for approximately 5-10% of net sales 
annually. (Okmetic IPO prospectus, 2000)

Market for silicon wafers is predicted to grow. Company management expects that 

competition between companies supplying silicon wafers will continue to be fierce. There are 

approximately 20 companies that are manufacturers of silicon wafers in the world, 

approximately half of which are larger than Ometic Oyj. The market share of the biggest 

silicon wafer manufacturer is approximately 25%. Japanese companies manufacture most of 
the world’s silicon wafers. (Okmetic IPO prospectus, 2000)

Year 2004 2003 2002 2001 2000
Net Sales (MEUR) 55,4 50,1 57,7 57,3 68,6
EBIT (MEUR) -31,4 -7,7 -6,2 -0,8 10,9
ROI -34,0 % -6,1 % -4,9 % -3,6 % 10,7 %
Equity/Assets 36,3 % 54,9 % 57,9 % 68,3 % 65,5 %
Employees 418 456 515 510 534
EPS (EUR) -2,00 -0,59 -0,37 -0,10 0,40
Dividend per share 0 0 0 0 0
Share price year-end 2,44 3,30 2,30 4,80 5,16

Table 2. Key figures of Okmetic Oyj
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5.1.2. Structure of Okmetic Oyj

The Group’s head office operates in Vantaa in connection with the plant. The Group consists 

of the parent company Okmetic Oyj and three subsidiaries: Okmetic Inc., Okmetic Invest Oy, 

and Kiinteistö Oy Piitalot. The diagram below describes the structure of the Group and the 

Company’s ownership shares in companies belonging to the Group.

Kiinteistö Oy 
Piitalot 100%

Okmetic Inc. 
100%

Okmetic Invest 
Oy 100%

Okmetic Oyj

Figure 7. Structure of Okmetic Oyj

Okmetic Oyj has one production plant in Finland after the Espoo plant was closed in January 

2005 as a result of the restructuring program. The Vantaa plant started up at the end of 1997. 

The fourth subsidiary, Okmetic AB, was renamed Norstel AB and detached from the group 

with a MBO transaction in February 2005. Norstel AB is located at Linköping in Sweden and 
it was founded to carry out research aimed at the manufacture of silicon carbide crystals and 

wafers. The task of Okmetic Invest Oy is to take care of the personnel option rights which are 

still undistributed or which have been redeemed.

Okmetic Inc. was founded in 1999 and a plant at Allen in the state of Texas in the United 

States was also purchased. The plant operates as a further refinement unit and acquires base 

wafers mainly from the Vantaa plant. In the second half of 2004 a subcontractor in Japan 

started to manufacture silicon wafers for Okmetic from crystals that have been manufactured 

in Vantaa. Kiinteistö Oy Piitalot owns the Vantaa plant property.

Under the Finnish Companies Act and Okmetic Oyj’s Articles of Association, the supervision 

and administration of the Company are divided between the shareholders represented in the 

General Meeting of shareholders, the Board of Directors and the President. Okmetic Oyj has 

currently 2281 shareholders holding a total of 16 887 500 shares. The Board of Directors have 

six members at the moment and the CEO of Okmetic Oyj is Mr. Antti Rasilo.
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5.2. Implementing Value-Based Management

The implementation process starts from education. People must know what they are doing 

before they start doing it. At this stage the reasons for Value-Based Management as well as 

the methods should be clear. The main point is to get the employees of a company to think 

like the owners of the company so that they would work for creating shareholder value.

Martin and Petty (2000) studied the adoption and implementation process of Value-Based 

Management in different companies. They summarized the findings into nine bullet points:

■ The adoption of VBM must have top management support.

■ The decision to adopt VBM is frequently preceded by a mandate for change, such as 
erosion of economic value or a change in leadership.

■ Not every firm benefits the same from using VBM.

■ Organizations differ in the depth to which they push the VBM system.

■ VBM is more than a finance exercise, if behavior is to be changed.

■ Education is the place to begin when integrating a VBM system into the firm and is a 
never-ending process.

■ Organizations tailor the VBM tool to their particular circumstances.

■ Simplicity is preferred to complexity.

■ A VBM system is not static. It is continually evolving. There are no “quick fixes”.

Firms that adopt Value-Based Management do so as a part of a strategy to provide a needed 

focus on what really matters in creating shareholder value. The implementation of VBM is 

most successful when there is a true need for it. It helps the management of a company to 

focus their attention into those things that really matter for the company.

The purpose of this thesis is to show the advantages and opportunities that the Value-Based 

Management gives. However, this is not a turn-key solution. The company must think by 

itself how well the VBM fits to it current situation and pick the most useful and interesting 

parts of it.
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5.2.1. The starting point

The past few years have been a difficult time for Okmetic Oyj. The profit performance has 

been poor and the stock price has been at relatively low levels. Therefore there is a genuine 

need for change, in which the tools of Value-Based Management could be very useful. VBM 

can not ease the tight competition in silicon wafer industry nor remove the effects of the weak 

U.S. Dollar, but it can make the company stronger and more efficient in reaching profitability 

and growth.

Okmetic Oyj went through a significant restructuring program last year and the aim was to 

reach a better fit for the current market situation. Value-Based Management could help the 

company to find the most effective ways to operate and to get the whole organization to focus 

on value creation.

I am going to use a three step process in implementing the VBM as described in the section

2.3.2. of this thesis. This approach is called the Value Driver Assessment and the three steps 

of it are:
1. Value-Map

2. Sensitivity Analysis

3. Controllability

Each step is described in section 5.4., but the main idea is to find the most important Value 

Drivers of Okmetic Oyj to help the managers to find those factors that are critical in creating 

shareholder value i.e. increasing the value of the company. The Value Driver Assessment is 

performed separately for the two Business Areas of Okmetic Oyj (A and B) to find the 

differences of them.
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5.2.2. Ohne tic’s Value Drivers

To be able to construct the Value Driver Assessment we must know the relevant value drivers 

of Okmetic Oyj. The company is a pure manufacturing company despite of the high-tech 
nature of its products. Therefore the Rappaport’s seven drivers that were presented on page 21 

suit for Okmetic as well. However, the tax rate can be considered as constant and out of 

management’s control, so it can be left out of the list of important value drivers.

Instead, the EUR/USD exchange rate is an important factor for Okmetic’s performance, and 

thus it is included to the assessment. Okmetic’s management can not influence on the 

currency exchange rates, but it is important to know the impact of them. And the risks of 

foreign currencies can be hedged with derivatives. As a result, the relevant Value Driver’s for 
Okmetic Oyj are:

1. Sales growth

2. Operating profit margin (i.e. EBIT margin)

3. Incremental fixed capital investment

4. Incremental working capital investment

5. EUR/USD exchange rate

6. Cost of capital

The following calculations will present the impact of these six value drivers to the value of 

Okmetic’s two business areas. Of course the management of the company can perform 

calculations of their own with different value drivers, but these should be a good starting point 

in finding which factors have the most influence on Okmetic’s shareholder value.

Like figure 4 on page 22 presented, these macro value drivers can be divided into several 

micro value drivers that determine the actual impact of these drivers. It is the task of the 

operational managers to find out the most critical micro value drivers in which should be 

focused in order to increase the value of each business area. At this stage it is important to 

notice that the micro value drivers are not independent from each other. For example pursuing 

for a bigger market share or sales growth usually requires additional investments and can also 

weaken the operating profit margin. Therefore it is important always to think the company as 
a whole when seeking the best solution.
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5.3. Valuing different business areas

To be able to calculate the shareholder value of a company we must first know the corporate 

value, which is the value of the ongoing business plus marketable securities. One of the most 

common methods to estimate the value of the ongoing business is the Discounted Cash Flow 

method (DCF), in which the free cash flows of the company are calculated and then 

discounted to present by using the weighted average cost of capital (WACC).

To get the most benefit out of this exercise, I will perform the valuation for the two business 

areas of Okmetic Oyj separately. By doing this the possible differences of the value creation 

process of the two business areas can be found. It is important for the corporate management 

to know how the value of the whole company is composed.

After calculating the present value of the two business areas the value of non-operating assets, 

like marketable securities, can be added and the value of interest bearing debt can be 

deducted. This is how we get the shareholder value for Okmetic Oyj, which should by 

definition be equal with the current market price of Okmetic Oyj’s shares. Of course this is 

rarely the case in practice, because the calculations are based on estimations that can differ 

from the forecasts of the different investors at the stock market.

If the calculated shareholder value differs significantly from the market capitalization of 

Okmetic Oyj, the management should think about the reasons for it. Maybe the investors do 

not have a correct picture of the true value of the company. Especially, when the market value 

of the shares is less than the calculated shareholder value, the company could try to 

communicate the “right value” to the analysts and investors. The disclosure requirements of 

the Securities Act and other rules of the Stock Exchange must of course always be taken into 

account.

The DCF calculation is also used as a basis for the Value Driver Assessment. By altering the 

different factors of the model I can form a sensitivity analysis, which reveals the impact of the 

different value drivers on the shareholder value. As a result we get important information that 

can be used to create shareholder value.
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5.3.1. Assumptions

Valuation models always simplify reality, which is necessary to make them manageable and 

not too complex. Therefore some basic assumptions must be made before building the model. 

However, the problem is that too simple models do not give right results, and thus some 

compromises must be made between the validity and simplicity of the model. (Please 
remember the quality criterion of measures on page 37.)

The main assumption is linearity, which means that annual sales growth is linear and costs 

and other accounting items are linearly dependent with sales. This is practical in order to be 

able to easily change the initial values of the model. Second assumption is that the Macro 

Value Drivers are the same for both business areas of Okmetic Oyj, as well as the weighted 
average cost of capital.

Because Okmetic is currently overcapitalized, the annual investments are assumed to be 

significantly less than annual depreciation for the first three years of the forecasting period, 

and equal with the depreciation amount after that. Taxes are assumed to be constant at the 

level of 26%. The terminal sales growth after the forecasting period is assumed to be at two 

percent level.

The equity/assets ratio is assumed to be at a constant 40% level in the WACC calculation, 

which corresponds to the current situation. Cost of debt is calculated from the financial 

statements and is 5.7%. Beta is assumed to be 1.4 (1.41 according to Bloomberg Professional 

database). Risk free rate is currently 4,0% and equity risk premium is assumed to be 5%. 

From these figures we get a WACC of 6.93% when the interest tax shield is taken into 

account. The following table summarizes the assumptions.

Assumptions A В Parameters of WACC
Annual sales growth 3,00 % 10,00 % Target Equity/Assets 40 %
EBIT % 7,00 % 15,00% Cost of Debt 5,70 %
Incr. Fixed capital inv. 0% 0% Risk-free interest 4,00 %
Incr. Working cap. Inv. 9,0 % 15,0% Equity risk premium 5,00 %
EUR/USD rate 1,30 — Equity Beta 1,40
Depr.% of fixed assets 8% 10% Cost of Equity 11,00%
Corporate tax rate 26% — WACC 6,93 %

Table 3. The Assumptions for the DCF Valuation
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5.3.2. DCF-Valuation

Building a Discounted Cash Flow model is quite a straightforward task. The assumptions that 

I will make was described on the previous page. The target is to build such a model that 

calculates the shareholder value of the two business areas, and with which the effect of the 

seven value drivers can be studied. The formula for calculating free cash flows for each year 

looks like this (Martin and Petty, 2000):

operating income (i.e. EBIT)

+ depreciation and amortization
= earnings before interest, taxes, depreciation and amortization (EBITDA)

- cash tax payments

= after-tax cash flows from operations

- investment (increase) in net operating working capital, which is equal to 

current assets less non-interest-bearing current liabilities

- investment in fixed assets (capital expenditures) and other long-term assets 

= free cash flow (FCF)

The annual free cash flows are calculated for a seven-year forecast period from year 2005 to 

year 2011. Each FCF is then discounted with the weighted average cost of capital to get the 

present value of the cash flows at the beginning of 2005. (All cash flows are assumed to occur 

at the end of the year.)

Because Okmetic Oyj is likely to continue operating also after the seven year forecast period, 

the model must calculate also the value of the company after 2011, which is called the 

Residual Value. According to Rappaport (1998) the residual value often constitutes the largest 

portion of the value of a company. There is several ways to calculate it and I will use the 

perpetuity method. It assumes that after the forecast period, the business will earn, on average, 

the cost of capital. The present value of any perpetuity is simply the value of the expected 

annual cash flow divided by the rate of return:

Perpetuity residual value = Cash Flowt+i /Cost of capital
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5.3.3. Results

The whole DCF model can be found from the Appendix 1 at the end of this thesis, but the 

actual numbers are not disclosed because they are confidential. The model calculates the 

present value of the both business areas of Okmetic Oyj. It also takes into account the changes 

in capital employed by deducting the annual depreciation and adding the annual investments 

in fixed capital and working capital. However, no depreciation is made on working capital.

According to the model the value of Business Area A is MEUR 35.5 and the value of 

Business Area В is MEUR 40.0. When the current amount of cash at bank is added, the 
corporate value totals MEUR 81.0, and thus the shareholder value is MEUR 44.7. Number of 

shares outstanding is 16.9 million, so the value per share is EUR 2.65, which is surprisingly 

close to the market price of Okmetic’s shares (EUR 2.47 on March 24,2005).

If the result would have been far from the current share price, there would have been room for 

debate: Are the assumptions correct? Is the model valid? Does the stock market value 

Okmetic’s shares correctly? Of course arguments can still be made; perhaps the result of the 
model was a pure coincide.

This calculation shows that there is a clear connection between the cash flows of a company 

and the share price. Therefore, shareholder value can be created by increasing the cash flows 

of a company, which should be intuitively self evident. However, it is not indifferent how the 

cash flow is generated. Some ways create value more efficiently than others, and the 

following value driver assessment (section 5.4.) illuminates this matter.

Results
Present Value of A 35 473 307
Present Value of В 40 052 157
+Cash at Bank 5 515 000
=Corporate Value 81 040 465
-Interest bearing Debt 36 364 800
^Shareholder Value 44 675 665
/Number of shares outstanding 16 887 500
=Value per share EUR 2.65

Table 4. The results of the DCF Valuation
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It is interesting to compare these results with the capital employed by Okmetic Oyj. The DCF 

Value of the company should be at least equal with the capital employed; otherwise the 

company is destroying investors’ money. Figure 8 clarifies this.

Operations
Operating
Assets

Invested
Capital

Market 
Value of 
the Company

Figure 8. The target of management is to increase the value of the company (Paavola et al. 

1997 p. 14)

Capital employed MEUR
Inventories 6,23
Receivables 9,47
Cash and cash equivalents 5,52
Working Capital (1) 21,22
Accounts Payable 4,24
Accruals and Deferred income 6,56
Other short-term liabilities 1,29
Short-term liabilities (2) 12,10
Networking Capital (1-2) 9,12
Intangible Assets (3) Ш
Land 1,80
Buildings 16,81
Machinery 46,81
Construction in progress 0,35
Tangible Assets (4) 65,78
Total capital employed (1-2+3+4) 75,04

Table 5. Capital employed by Okmetic Oyj (applied from Paavola et al. 1997, p. 49)

As table 5 indicates, the amount of capital that is tied to Okmetic’s operations is EUR 75.04 

million (as of December 31, 2004), while the corporate value in the DCF calculation was 

EUR 81.04 million. In theory this means that Okmetic Oyj’s capital employed is able to 

create added value of EUR 6 million. However, this calculation is based on book values and 

does not take into account the initial costs nor the true market values of the assets.
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5.4. Value Driver Assessment

A Value Driver Assessment is the core content of this thesis. Alfred Rappaport (1998) states 

that one of the most important contributions of shareholder value analysis is that it enables 

operating managers to determine which activities in their business must be managed most 

actively. He continues that shareholder value analysis is especially valuable when applied to 
the assessment of strategic alternatives. Shareholder value enables management to test 

different strategies and determine which of them are most likely to deliver maximum value.

As described in section 2.3.2. the purpose of the Value Driver Assessment is to find the 

differences in the value creation process between the two business areas of Okmetic Oyj. The 

assessment also reveals the value impact of each value driver i.e. the sensitivities of each 

value driver. This helps the managers to find the areas that require the most concentration in 
increasing shareholder value.

Like we know by now, Okmetic’s business value depends on six macro value drivers. While 

these drivers are critical in determining the value of the business, they are too broad to be 

useful in many operating decisions. To be useful, operating managers must establish for each 

business area the micro value drivers that influence the macro value drivers. Therefore the 

first step of the Value Driver Assessment is to develop a value driver map of the business. 
The map helps us to identify the micro value drivers that impact on the macro value drivers, 

like sales growth, operating profit margins, and investment requirements.

Once I have built the DCF Valuation model, I can study the impact of the different value 

drivers by changing the initial values of the model. This way I am able to construct a 
sensitivity analysis of the value drivers, which is the second step of the assessment.

The third step of the assessment of value drivers is to isolate drivers that management can 

influence. Certain drivers, such as raw material prices and interest rates, may impact value 

significantly, but are not directly controllable by management. Good managers will, of course, 

be aware of critical but uncontrollable drivers and take actions to hedge the risks of these 
drivers to the business.
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5.4.1. Value Map

Figure 9 presents a Value Map for Okmetic Oyj, which shows the linkage between micro and 

macro value drivers. It is quite similar to the exemplary value map at page 22, but has been 

modified to correspond to the characteristics of the case company. The most significant 

difference is that one of the macro value drivers - taxes - is replaced with EUR/USD 

exchange rate, because this is a more important value driver for Okmetic Oyj. Other changes 

relate to the micro value drivers that depict how the corporate value is determined at practical 

level.

MICRO VALUE 
DRIVERS

MACRO VALUE 
DRIVERS

DETERMINANTS 
OF VALUE

Market Size 
Market Share 
Sales Mix

Wafer Prices

Staffing Levels 
Administration

Marketing

R&D Expenses 
Quality Assurance 
Subcontracting 
Logistics 
Raw material 

Prices

USD related Sales 
Currency Rates

Inventory Turns 
Accounts 

Receivable 
Accounts 

Payable 
Contract Terms

Plant Life 
Replacement of 

Equipment 
Facilities 
Scale of 

Operations

Cost of Equity 
Cost of Debt 
Leverage

Figure 9. Value Map of Okmetic Oyj
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5.4.2. Sensitivity Analysis

Armed with better understanding of value driver relationships, the next step is to identify the 

drivers that have the greatest impact on value. To establish the sensitivity of value to a 

particular value driver, the relevant range for that driver must first be estimated. The relevant 

range can be estimated by considering historical performance, target performance, and 

performance benchmarked against leading competitors. (Rappaport, 1998 p. 171)

My sensitivity analysis is a ceteris paribus study, which means that I have changed only one 

value driver at a time. This way I am able to study the effect of each value driver separately. 

The relevant range for each driver is estimated to be +/-20% from the initial values. The 
impact on value is measured at two stages:

1. Impact on the value of the business area

2. Impact on the share price of Okmetic Oyj

I chose the share price of Okmetic Oyj to represent the total shareholder value of the 

company, because my opinion is that it is more understandable than the total shareholder 

value (currently EUR 44.7 million) that is more difficult to perceive. On the other hand, 

business area mangers are more interested in the impact on the value of a single business area. 
Therefore this two stage valuation is useful.

Figures 10 and 11 present the results of the sensitivity analysis. There are large differences in 
the value impact between the value drivers, but the sensitivities are quite similar between the 

two business areas. EBIT margin is the most important value driver for both business areas. 

Cost of capital, Incremental fixed capital investments, and EUR/USD exchange rate have also 
significant value impact, whereas Sales growth and Incremental working capital investments 

have only a marginal impact on value (Appendix 2 shows the whole analysis).

Generally speaking, Business Area В has more value potential than Business area A, which is 

due to the greater growth expectations of B. Actually, the value driver sensitivity of Business 

Area В is greater for every single value driver. For example, the sensitivity of В for 

incremental fixed capital investments is almost twice as it is for A. This is caused by the fact 

that incremental fixed capital investments is calculated as a proportion of incremental sales, 
and thus faster growth simply means larger sensitivity for investments.
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Value Driver Sensitivities
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Figure 10. Value Driver Sensitivities of Business Areas in EUR millions
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Figure 11. Value Driver Sensitivities of Business Areas as a percentage
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It may be surprising that the sensitivity of sales growth is so small. Intuitively we might think 

that sales growth is the most important driver of value. Of course sales growth has some 

impact on value, but other things - like profitability - are more important. Usually the 

benefits of sales growth come in the form of economies of scale, which leads to better profit 

margins. And better profit margins lead to greater value as the sensitivity analysis presents. 

This result can be interpreted so that sales growth is an efficient way to create shareholder 
value only if it is associated with improved profitability.

However, if the forecast period had been longer than seven years, the sales growth would 

presumably have been a more important factor of value. And as we can see, change in sales 

growth has more impact on business area В than on A, which is again due to the fact that 

business area В is expected to grow faster and thus the relative (10% and 20%) changes in 
growth are bigger in absolute terms.

The impact of EUR/USD exchange rate is quite similar for both business areas. It is important 

to realize that also currency exchange rates can have impact on shareholder value. The 

management of Okmetic Oyj should be aware of this and make adequate actions to minimize 
the risks associated with foreign currencies.

Cost of capital is an interesting value driver. It has quite material impact on shareholder value 

because it is used as the discount rate for the future cash flows. The greater is the discount 

rate the smaller is the present value of cash flows. To get reliable results, the cost of capital 

should reflect the true cost of debt and equity capital for the company. The actual cost of 
capital fluctuates with interest rates, and can not be altered overnight. The management still 

has some means to reduce the cost of capital. Sometimes changing the capital structure or 
business risks can help.

Incremental working capital investments do not have significant impact on the values of the 

business areas of Okmetic Oyj. It is a consequence of the fact that working capital does not tie 

much capital in Okmetic Oyj, especially when compared to the amount of fixed capital, which 

has much more influence on the shareholder value.

Appendix 4 shows the value driver sensitivities in relation with the share price of Okmetic.
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5.4.3. Controllability

After finding the most important value drivers, we must think about the controllability of 

them. Some value drivers can be influenced easier than others, and some value drivers - 

usually those that are determined by the market - can not be influenced at all. However, in 

many case, the management can reduce the vulnerability of the company by hedging, for 

example the risks of foreign currency fluctuations with derivative instruments.

As the sensitivity analysis revealed, the most important value driver for both business areas is 

the operating profit margin. The Value Map on page 68 shows the different micro value 

drivers that influences the operating profit margin. Some of these micro value drivers are 

quite easily controllable, like Marketing and R&D expenses, but for example raw material 

prices are not controllable by the management.

Figure 12 illustrates the relation between controllability and value impact for the six value 

drivers of Okmetic Oyj. The goal is to find key value drivers that have a high-value impact 

and a high degree of management influence. According to Alfred Rappaport (1998), once key 

value drivers are identified, managers can focus on strategies designed to increase the 

performance of these drivers. They then can be disaggregated further so that specific value 

creating tasks can be driven down the organization.

High

Management
Influence

Low

Monitor Critically manage

• Incremental working 
capital investment

• Incremental fixed 
capital investment

• EBIT margin

• Sales yowth

• Cost of Capita!

•EURAJSD
Exchange rate

Low priority ManageMedge

Low -----------------------------  Hipad on ------------------------------ rtgh
Value

Figure 12. Management Influence and Impact on Value (adapted from Rappaport, 1998)
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5.5. Motivating and compensating the personnel

Employee compensation is an essential part of Value-Based Management because it is the 

employees and their actions that eventually determine the performance of any company. The 

issue was discussed already at section 4.4.2., but is now studied deeper by reviewing the 

compensation policy of Okmetic Oyj. According to Martin and Petty (2000, p.158) every 

business faces the problem of motivating its employees to create value for the firm’s owners. 

The problem is particularly acute for the non-owner managed corporation (like Okmetic Oyj) 
because the owners do not exercise direct control over the firm’s operations.

Personnel should be directed to create shareholder value. This direction should take place in 

every organizational level of a firm - from customer discounts to investment decisions. 

Creating shareholder value should be more than a statement in the mission of the company. 

Value creation should be measured at performance measures that are carefrilly chosen, 
because what is measured guides the actions of the employees. If a manager is measured with 

sales growth, he or she will concentrate on increasing sales regardless whether it really creates 
value or not. (Koskinen, 1998a p. 43)

Koskinen continues that performance measures are important indicators of value creation. 

They must be derived from the strategy of the company and linked to the important Value 

Drivers. Each Value Driver can be transformed into an operative performance measure that 

links the processes of the company into shareholder value. Koskinen (1999, p. 27) states that 

desired actions can be assured by linking the chosen performance measures into employee 

compensation. Systematic shareholder value creation can not succeed only by setting targets 

and supervising the results. But when the employee compensation is linked to meeting the 

targets, the whole company starts to operate in a way that creates shareholder value.

It is important that employees are measured and rewarded with such measures that are 

understandable. In addition, the connection between the everyday work and the measure must 

be clear to everyone. For example, if a warehouse worker is asked to maximize ROI, he may 

not know how his compensation is determined. But instead, if he is measured by the amount 
of deliveries that have left on time, he knows what he should pay attention to.
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O’Byme (1997) has identified four basic objectives for a firm’s compensation policy:

■ Alignment: to give managers an incentive to choose strategies and investments that 

maximize shareholder value

■ Leverage: to give managers sufficient incentive compensation to motivate them to 

work long hours, take risks, and make unpleasant decisions, such as closing a plant or 

laying off staff, to maximize shareholder value

■ Retention: to give managers sufficient total compensation to retain them, particularly 

during periods of poor performance due to market and industry factors

■ Shareholder cost: to limit the cost of management compensation to levels that will 

maximize the wealth of current stockholders

While each firm may describe its compensation policy objectives in a slightly different 

manner, these four objectives are universal. All four of these objectives are important to the 

design of an effective compensation policy; however, value-based management systems have 

generally focused on the alignment and leverage objectives.

According to Martin and Petty (2000, p. 160) a firm’s compensation policy must answer three 

fundamental questions:

1. What level of compensation is to be paid?

2. How the compensation is to be linked to performance? (i.e. the functional form)

3. How the compensation is to be paid, including cash payments versus benefits and the 

use of cash versus equity for incentive pay?

The proponents of value-based management argue that paying a competitive level of 

compensation is not sufficient to ensure the creation of shareholder value. Specifically, they 

argue, one must link pay to performance. The fundamental premise underlying value-based 

management systems is simple: what a firm measures and rewards gets done. So, if the goal is 

to create shareholder value, one should select a performance measure that is consistent with 

that objective and use it to determine compensation. Thus, value-based management systems 

focus on the functional form of compensation.
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5.5.1. The current situation

According to Okmetic’s Annual Report the salaries and wages are based on the competence 

classification of the job at all employee levels. All employees belong to some kind of a bonus 
scheme. The criterions for employee compensation have been derived from the operational 

and financial goals of the company.

Management compensation follows local law and practice. Commonly used job 

classifications are taken into account as well as an individual development assessment. 

Beginning from the manager level the compensation includes also individual targets. The 
annual bonus for the CEO and the executive management group is based on the company’s 

bonus scheme. In 2004 the maximum bonus was 25-30 percent of the annual salary.

The annual bonuses of white-collar employees are based on the operational cash flow and the 

blue-collar workers receive a production incentive bonus that is based on the quality of output 

and is measured monthly. Chairman of the board receives EUR 30.000 per year, vice 

chairman EUR 22.500, and other board members EUR 15.000. The annual salary and benefits 

of Okmetic’s CEO was EUR 166.700 in 2004. (Okmetic Annual Report, 2004)

All employees received stock options in September 2000. The stock option program includes 

554 800 options which entitle to subscribe a total of 554 800 shares between May 2, 2003 and 

May 31, 2007. The subscription price is EUR 7.00 and the price is reduced by the amount of 

cash dividends paid before the subscription. No dividends have been paid so far. The option 

program accounts for 3.2% of the share capital of Okmetic Oyj, and the options are listed in 

the Helsinki Stock Exchange.

The CEO and Members of the Board possessed a total of 10 500 shares of Okmetic Oyj in 
December 31, 2004. The amount accounts for 0.06% of the share capital and voting rights of 

Okmetic Oyj. In addition, the CEO has 30 000 stock options.
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5.5.2. Possible improvements

Okmetic’s employee compensation policy seems to be well thought and it induces shareholder 

value creation. However, there is room for some comments. As this thesis has shown cash 

flow is an important factor of shareholder value, because free cash flows actually determine 

the shareholder value. Therefore operational cash flows can be used as the basis for 
compensation with good reason. The treatment of investments still needs some consideration; 

should the cash flows be measured after or before investments? Free cash flow is cash flow 

after capital expenditure (see the equation on page 43) while operational cash flow is the cash 

flow before investments. Using operational cash flows instead of free cash flows can induce 

the management to overinvest. Also the cost of capital could be incorporated to the 

compensation system.

As we know, compensation systems must be transparent and understandable, which among 

other things means that the connection between everyday work and the compensation must be 

clear. Therefore it is reasonable to ask, does every employee whose compensation is based on 

operational cash flow really know how their work influences on the cash flow figure.

Stock options are a good way to compensate employees for creating shareholder value, but if 

the subscription price is EUR 7.00 while the share price is 2.25 (May 13, 2005) the 

motivation effect is quite minimal. Of course the situation was different when the program 

was launched, but maybe there is a slight need for revision or even a new program. Some 

people argue that stock options are a reasonable way of compensation only for top 

management, but on the other hand this could violate the equality between employees. The 

conclusion is therefore bit mixed.

Stock compensation has increased its popularity at the same time as stock options have 

received a growing amount of criticism. The best way to unify the interests of the owners and 

the employees is to give the employees ownership in the company. Some companies, like 

Nokia Oyj, have even recommended the management team to buy shares in the company 

worth for two years’ salary. At the moment 16 top executives of Nokia Oyj hold shares in the 

company for a total of EUR 8,7 million (Kauppalehti, 18.3.2005). Compared to this the stock 

holdings of the management of Okmetic Oyj are quite nonexistent.
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6. Summary and conclusions

The purpose of this study is to introduce Shareholder Value concept and methods to improve 

it. This study also presents methods to measure and manage company performance with 

shareholder value in mind. These methods are often referred as Value-Based Management, 

which highlights the important fact that a firm must be able to generate returns above the cost 

of capital in order to create value to the owners.

Shareholder Value is the portion of a corporation that belongs to its owners. In other words, 

the total economic value of an entity such as a company or a business imit is the sum of the 

values of its debt and its equity. This value of the business is called “corporate value” or 

“entity value” and the value of the equity portion is called “shareholder value” (Rappaport, 

1998 p. 32).

In order to determine shareholder value, one must first determine the value of the total firm. 

Corporate value consists of three basic components:

1. The present value of cash flow from operations«during the forecast period

2. “Residual value”, which represents the present value of the business at the end of the 

forecast period

3. Non-operating items such as marketable securities and other investments that can be 

converted into cash

The value of a company to its shareholders can be calculated as a net present value of the 

future free cash flows, in which the weighted average cost of capital (WACC) is used as the 

discount rate, and net debt is deducted. When a company is able to generate free cash flow 
with return rate that exceeds the cost of capital it is producing added value for the owners. To 

be able to control the added value managers must be aware of the factors that influence free 

cash flow, which are also known as the Value Drivers.

Increasing shareholder value should be the common goal in different organizational levels. 

The CEO and the group management should build such a performance measurement system 

that enables them to choose the strategies that create value. Divisional managers should make 

sure that their division is operating at optimal level in terms of production and use of capital.
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Shareholder value should come from the strategy and be implemented gradually throughout 

the whole company.

According to Koskinen (1998b) to be able to systematically create and sustain shareholder 

value a company must build a measurement and control system that supports the adoption of 

value added thinking and takes into account the requirements of the owners. This kind of 

system helps the management to analyze the factors that influences firm value. In addition, it 

functions as the missing link between strategic and operational management.

Traditionally companies have used performance measures that are based purely on accounting 

figures. However, traditional accounting figures have some severe drawbacks, so they are not 

the best methods to manage and monitor shareholder value. Therefore this thesis presents 

value-based methods that have been developed to overcome the problems associated with 

traditional measures.

The methods of Value-Based Management are rooted in the concept of free cash flow 

valuation. A company’s free cash flows are equal to its after-tax cash flow from operations 

less any incremental investments made in the firm’s operating assets. When the annual cash 

flows are discounted with appropriate discount rate, also opportunity cost of capital is taken 

into account.

One important tool of value-based management is the Value Driver Assessment. It helps 

operating managers to determine which activities in their business must be managed most 

actively. Value driver assessment consists of three steps that are:

1. Value-Map

2. Sensitivity Analysis

3. Controllability

The value-map helps us to recognize the relationships between micro and macro value 

drivers. Sensitivity analysis reveals the value impact of each value driver. And the third step 

is to isolate those drivers that management can influence.
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6.1. Findings

This study presents a way to calculate the shareholder value of Okmetic Oyj as a whole and 

the entity values of the two separate business areas by using a Discounted Cash Flow model. 

Value driver sensitivities for the two business areas are also calculated. In addition, Appendix 

4 presents the value driver sensitivities of Okmetic Oyj’s share price.

According to the calculations presented in this study the shareholder value of Okmetic Oyj is 

EUR 44.7 million i.e. EUR 2.65 per share. When compared to the current market price of 

Okmetic’s shares (EUR 2.47 on March 24, 2005), there is a 7.3% undervaluation, which can 

be a result of different assumptions and forecasts of the investors. Of course there are also 

market related issues that affect share prices, but the share price should always reflect the cash 
flow potential of the company in the long run.

The Value Driver Assessment shows that all of the six value drivers that were included in the 

calculations have effect on the value of the two business areas. The most important value 

drivers of Okmetic Oyj are EBIT margin, Incremental fixed capital investments and Cost of 

capital. EUR/USD exchange rate and Sales growth have a moderate impact on value; whereas 

Incremental working capital investments have only a marginal impact on the value of the 
business areas.

Okmetic Oyj must concentrate on influencing the important macro value drivers. But as 

Rappaport (1998, p.171) claims, while these drivers are critical in determing the value of any 

business, they are too broad to be useful for many operating decisions. Therefore operating 

managers must establish for each business area the micro value drivers that influence the 

macro value drivers. (Please look at figure 9 on page 68 of this thesis)

As this study presents, employee compensation is also an important issue of Value-Based 

Management. Okmetic’s current bonus policy has clearly many good features and has been 

constructed with value creation in mind. However, some small adjustments could be made 

like the treatment of investments in the calculation of cash flow. Also the share ownership of 

the employees should be enhanced. The compensation policy should always induce 

individuals to create shareholder value in their everyday work.
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6.2. Discussion

Shareholder value is often criticized of forgetting all the other stakeholders like employees, 

customers, suppliers etc., but this is not the case. According to Koskinen (1998a) taking into 

account all different stakeholders is actually the absolute precondition for creating added 

value to the shareholders. For example, if the company fails to meet the expectations of its 
customers, this will certainly have an adverse effect on the financial performance of the 

company.

Although creating economic value added is the most crucial goal of a firm and the economic 

performance measures are therefore the most important, measuring of other aspects is also 

necessary. Economic measures portray the past and tell the results. Instead, non-monetary 

measures look forward and tell the reason. Therefore measuring factors associated with 

customers, processes and learning is also important. Success in these fields is the basis for 

creating shareholder value. (Koskinen, 1999)

Implementing value-based management is quite a demanding task. The concept of economic 

value added is relatively young and all the problems associated with it have not been studied 

thoroughly. Hovatta (2000) presents some common problems connected with the 

implementation process:
■ Failing to create a comprehensive way of thinking, but instead leaving it to numeric 

measurement

■ Too fast an implementation -> from top to down is the best solution

■ Probably not an especially desired solution in everywhere; resistance can stop the 

implementation

■ Not concrete enough and is left at the level of speeches

■ A complicated concept, influencing value difficult to understand

Therefore the benefits and threats of implementing value-based management must be 

considered well before starting the implementation process, and the process must be planned 

carefully.
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6.3. Suggestions for further research

Shareholder value is an interesting topic to study because it has become such an important 

issue in managing corporations in the modem global economy. Tight competition forces 

companies to operate more and more efficiently in order to create added value. Companies 

that fail to create shareholder value is often either sold to competitors or split into pieces. 
Therefore it is important to become conscious of the shareholder value concept and the 

methods to influence it.

This study presented the basic idea behind shareholder value and value-based management. 

The subject could be studied further by many ways. In this specific case company Value- 

Based Management could be implemented deeper into the everyday management of the 

company. The relationships between micro and macro value drivers could be established and 

the control systems to enhance value creation could be constructed.

Furthermore, the development of Okmetic would be interesting to follow. If the Value-Based 

management was fully implemented in Okmetic Oyj, it would be interesting to study how the 

shareholder value develops and what kind of changes it causes in the company in the course 

of time.

This study presents value driver sensitivities only for two quite similar business areas of a 

single company. The study could be continued further by including other case companies. It 

would be interesting to see how the impact of the value drivers differs between different 

companies.

However, I believe that this study illuminates the subject well and presents valid and reliable 

results about shareholder value, value-based management and value drivers of Okmetic Oyj.
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8. Appendices

Appendix 1: DCF Valuation model 

Appendix 2: Sensitivity analysis of business areas A and В 

Appendix 3: Value Driver sensitivities of A and В 

Appendix 4: Share price sensitivities of Okmetic Oyj
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Sensitivity analysis

A -20% -10% 0% +10% +20%
Annual sales growth
Value of Business area
Value per share

2,40 % 
34 749 415 

2,59

2,70 % 
35 109 417 

2,62

3,00 %
35 473 307 

2,65

3,30 % 
35 841 113 

2,67

3,60 % 
36 212 861 

2,70
Operating profit margin
Value of Business area
Value per share

5,60 % 
29 062 141 

2,27

6,30 % 
32 267 724 

2,46

7,00 % 
35 473 307 

2,65

7,70 % 
38 678 891 

2,84

8,40 % 
41 884 474 

3,03
Incremental fixed capital investment
Value of Business area
Value per share

-20,00 %
39 035 952 

2,86

-10,00 %
37 254 630 

2,75

0,00 % 
35 473 307 

2,65

10,00 % 
33 691 985 

2,54

20,00 % 
31 910 663 

2,43
Incremental working capital investment
Value of Business area
Value per share

7,20 % 
35 797 747 

2,67

8,10 %
35 635 527 

2,66

9,00 % 
35 473 307 

2,65

9,90 % 
33 691 985 

2,64

10,80 % 
31 910 663 

2,63
EUR/USD Exchange rate
Value of Business area
Value per share

1,04
38 902 600 

3,11

1,17
36 997 437 

2,85

1,30
35 473 307 

2,65

1,43
34 226 292 

2,48

1,56
33 187 112 

2,33
Cost of Capital
Value of Business area
Value per share

6,10 %
39 812 998 

3,24

6,52 % 
37 507 012 

2,92

6,93 % 
35 473 307 

2,65

7,34 % 
33 665 947 

2,40

7,76 % 
32 048 878 

2,18

В -20 % -10% 0% +10% +20%
Annual sales growth
Value of Business area
Value per share

8,00 % 
37 519 560 

2,50

9,00 % 
38 766 722 

2,57

10,00 % 
40 052 157 

2,65

11,00% 
41 376 635 

2,72

12,00% 
42 740 928 

2,80
Operating profit margin
Value of Business area
Value per share

12,00 % 
31 386 281 

2,13

13,50 % 
35 719 219 

2,39

15,00 % 
40 052 157 

2,65

16,50% 
44 385 095 

2,90

18,00 % 
48 718 033 

3,16
Incremental fixed capital investment
Value of Business area
Value per share

-20,00 % 
46 914 287 

3,05

-10,00 % 
43 483 222 

2,85

0,00 % 
40 052 157 

2,65

10,00 %
36 621 092 

2,44

20,00 %
33 190 027 

2,24
Incremental working capital investment
Value of Business area
Value per share

12,00 % 
41 087 905 

2,71

13,50 % 
40 570 031 

2,68

15,00 %
40 052 157 

2,65

16,50 % 
39 534 284 

2,61

18,00 % 
39 016 410 

2,58
EUR/USD Exchange rate
Value of Business area
Value per share

1,04
44 537 574 

3,11

1,17
42 045 676 

2,85

1,30
40 052 157 

2,65

1,43
38 421 097 

2,48

1,56
37 061 879 

2,33
Cost of Capital
Value of Business area
Value per share

6,10 % 
45 710 211 

3,24

6,52 % 
42 700 261 

2,92

6,93 % 
40 052 157 

2,65

7,34 % 
37 704 750 

2,40

7,76 % 
35 609 918 

2,18

Appendix 2: Sensitivity Analyisis of Business Areas A and В



Value Driver Sensitivities

ф Cost of Capital
I EUR/USD Rate
3 ф
о ст Working capital inv.

*•* 5 Fixed capital inv.

5 EBIT margin

Sales growth
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Increase in value (MEUR)
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Value Driver Sensitivities
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Business area A

Sales growth Operating profit margin

■c 2,64

5 2,60

2,40 % 2,70 % 3,00 % 3,30 % 3,60 %

Incremental fixed capital Investment

■ 1,50 -

5,60 % 6,30 % 7,00 % 7,70 % 8,40 %

Incremental working capital Investment

-20,00 % -10,00 % 0,00 % 10,00 % 20,00 %

EUR/USD Exchange rate

£ 2,64 -

2,63

2,62

7,20% 8,10% 9,00% 9,90% 10,80%

Cost of capital

£ 2,00 -

2,50

1,50

0,50 -

6,10% 6,52% 6,93% 7,34% 7,76%

Appendix 4: Share price sensitivities of Okmetic Oyj



Business Area В

Sales growth Operating profit margin

2.70 -

Incremental fixed capital Investment

12,00% 13,50% 15,00% 16,50 % 18,00 %

Incremental working capital Investment

-20,00 % -10,00 % 0,00% 10,00% 20,00%

EUR/USD Exchange rate

2,70 ■

2,65 -

2,60

2,55 ■

Cost of capital

2,00 -

6,10% 6,52 % 6,93% 7,34% 7,76

Appendix 4: Share price sensitivities of Okmetic Oyj


