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“I discovered finance with ‘“The Vernimmen’ about 30 years ago. Since then the different versions have
accompanied me throughout my career and throughout the world. Not only was the alignment of the suc-
cessive editions looking good in my different offices but I must confess I have opened and cherished each of
them. Whether an investment banker, a CFO in a universal bank or more simply a world banker...”

Bertrand Badre, Managing Director and CFO of the World Bank

“I opened my first Vernimmen in 1982. After having spent just a few weekends reading it, I felt better
equipped for my role in financial management at Paribas. Now at Apax, the Vernimmen remains my com-
panion in my search for value creation (key in the private equity industry).”

Monique Cohen, Associated Director, Apax Partners

“Corporate Finance is a very useful reference book for students and practitioners, it will help both to under-
stand the principles of the financial markets and their practical application in today’s complex environment.
The book’s approach is both logical and sequential and presents some interesting cases that make study
easier and more stimulating.”

Gabriele Galateri, Chairman of Telecom Italia

“Vernimmen’s Corporate Finance is an outstanding clear and complete manual, a wonderful merger of
practice and theory. Its coverage of the market aspects of corporate finance distinguishes its content, but its
treatment of all the material makes it essential reading for the student, financier or industrialist.”

Howard Jones, Senior Research Fellow in Finance at Said Business School, University of Oxford

“The book itself covers all the important techniques that a financial manager must have in his repertoire of
tools. The exposition is clear and concise and, most importantly, relies on commonsense reasoning through-
out. This is not a book with obscure formulae, yet is still rigorous and at the same time a model of clarity.”

Richard Roll, Joel Fried Professor of Applied Finance at UCLA Anderson

“Corporate finance is a lively subject that changes from day to day and evolves regularly, depending on new
market developments. The Vernimmen is a true bible of corporate finance. With regular updates through
their monthly newsletter and upgrades, the authors have made it applicable to any place, any time. This is
pretty unique in the field.”

Mehdi Sethom, Managing Director, Swicorp, Head of Advisory

“Written in a fluent and readable style and supplemented by numerous real-world examples, Corporate
Finance: Theory and Practice has served as an excellent aid to my studies of finance. The book’s broad
content has been indispensable in acquiring a better understanding of all the core areas of finance, ranging
from the basics of financial analysis through to the workings of complex M&A transactions and cutting edge
financial products.”

Geoffrey Coombs, Student at ESCP Europe
“What sets the Vernimmen apart from other textbooks is its integration of practice and current affairs in a

rigorous theoretical framework. Recipes and pontification are replaced by a scientific approach. And, thanks
to the Newsletter, this is done practically in real time!”

Christophe Evers, Professor of Finance at the Solvay Brussels School, Executive Director of Texaf
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Preface

This book aims to cover the full scope of corporate finance as it is practised today
worldwide.

A way of thinking about finance

We are very pleased with the success of the first three editions of the book. It has
encouraged us to retain the approach in order to explain corporate finance to students
and professionals. There are four key features that distinguish this book from the many
other corporate finance textbooks available on the market today:

®  QOurstrong belief that financial analysis is part of corporate finance. Pierre Vernimmen,
who was mentor and partner to some of us in the practice of corporate finance,
understood very early on that a good financial manager must first be able to analyse a
company’s economic, financial and strategic situation, and then value it, while at the
same time mastering the conceptual underpinnings of all financial decisions.

®  Corporate Finance is neither a theoretical textbook nor a practical workbook. It is
a book in which theory and practice are constantly set off against each other, in the
same way as in our daily practice as investors at Monestier capital, DGPA and as
M&A director at Alstom, as board members of several listed and unlisted companies,
and as teachers at HEC Paris and Bocconi business schools.

e  Emphasis is placed on concepts intended to give you an understanding of situations,
rather than on techniques, which tend to shift and change over time. We confess to
believing that the former will still be valid in 20 years’ time, whereas the latter will,
for the most part, be long forgotten!

¢ Financial concepts are international, but they are much easier to grasp when they are
set in a familiar context. We have tried to give examples and statistics from all around
the world to illustrate the concepts.

The five sections

This book starts with an introductory chapter reiterating the idea that corporate financiers
are the bridge between the economy and the realm of finance. Increasingly, they must play
the role of marketing managers and negotiators. Their products are financial securities
that represent rights to the firm’s cash flows. Their customers are bankers and investors. A
good financial manager listens to customers and sells them good products at high prices.
A good financial manager always thinks in terms of value rather than costs or earnings.
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Section I goes over the basics of financial analysis, i.e. understanding the company
based on a detailed analysis of its financial statements. We are amazed at the extent to
which large numbers of investors neglected this approach during the latest stock market
euphoria. When share prices everywhere are rising, why stick to a rigorous approach? For
one thing, to avoid being caught in the crash that inevitably follows.

The return to reason has also returned financial analysis to its rightful place as a
cornerstone of economic decision-making. To perform financial analysis, you must first
understand the firm’s basic financial mechanics (Chapters 2—5). Next you must master the
basic techniques of accounting, including accounting principles, consolidation techniques
and certain complexities (Chapters 6-7), based on international (IFRS) standards now
mandatory in over 80 countries, including the EU (for listed companies), Australia, South
Africa and accepted by the SEC for US listing. In order to make things easier for the new-
comer to finance, we have structured the presentation of financial analysis itself around its
guiding principle: in the long run, a company can survive only if it is solvent and creates
value for its shareholders. To do so, it must generate wealth (Chapters 9 and 10), invest
(Chapter 11), finance its investments (Chapter 12) and generate a sufficient return (Chap-
ter 13). The illustrative financial analysis of the Italian appliance manufacturer Indesit will
guide you throughout this section of the book.

Section II reviews the basic theoretical knowledge you will need to make an
assessment of the value of the firm. Here again, the emphasis is on reasoning, which in
many cases will become automatic (Chapters 15-19): efficient capital markets, the time
value of money, the price of risk, volatility, arbitrage, return, portfolio theory, present
value and future value, market risk, beta, etc. Then we review the major types of finan-
cial securities: equity, debt and options, for the purposes of valuation, along with the
techniques for issuing and placing them (Chapters 20-25).

Section III, is devoted to value, to its theoretical foundations and to its compu-
tation. Value is the focus of any financier, both its measure and the way it is shared.
Over the medium term, creating value is, most of the time, the first aim of managers
(Chapters 26-31).

In Section IV, “Corporate financial policies”, we analyse each financial decision in
terms of:

® value in the context of the theory of efficient capital markets;

® Dbalance of power between owners and managers, shareholders and debtholders
(agency theory);

® communication (signal theory).

Such decisions include choosing a capital structure, investment decisions, cost of capital,
dividend policy, share repurchases, capital increases, hybrid security issues, etc.

In this section, we draw your attention to today’s obsession with earnings per share,
return on equity and other measures whose underlying basis we have a tendency to
forget and which may, in some cases, be only distantly related to value creation. We have
devoted considerable space to the use of options (as a technique or a type of reasoning) in
each financial decision (Chapters 32-39).

When you start reading Section V, “Financial management”, you will be ready to
examine and take the remaining decisions: how to create and finance a start up, how
to organise a company’s equity capital and its governance, buying and selling companies,

ix
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mergers, demergers, LBOs, bankruptcy and restructuring (Chapters 40-47). Lastly, this
section presents cash flow management, working capital management and the manage-
ment of the firm’s financial risks (Chapters 48-50).

Last but not least, the epilogue addresses the question of the links between finance
and strategy.

Suggestions for the reader

To make sure that you get the most out of your book, each chapter ends with a summary
and a series of problems and questions (over 800 with the solutions provided). We’ve
used the last page of the book to provide a crib sheet (the nearly 1000 pages of this book
summarised on one page!). For those interested in exploring the topics in greater depth,
there is an end-of-chapter bibliography and suggestions for further reading, covering fun-
damental research papers, articles in the press, published books and websites. A large
number of graphs and tables (over 100!) have been included in the body of the text and
these can be used for comparative analyses. Finally, there is a fully comprehensive index.

The masculine pronoun has been used throughout this book simply for convenience
and brevity. This use is not intended to be discriminatory in any way.

An Internet site with huge and diversified content

www.vernimmen.com provides free access to tools (formulas, tables, statistics, lexicons,
glossaries); resources that supplement the book (articles, prospectuses of financial
transactions, financial figures for over 16 000 European, North American and emerging
countries, listed companies, thesis topics, thematic links, a list of must-have books for
your bookshelf, an Excel file providing detailed solutions to all of the problems set in the
book); plus problems, case studies and quizzes for testing and improving your knowledge.
There is a letterbox for your questions to the authors (we reply within 72 hours, unless, of
course, you manage to stump us!). There are questions and answers and much more. The
site has its own internal search engine, and new services are added regularly. The Internet
site is already visited by over 1000 unique visitors a day.

A teachers’ area provides teachers with free access to case studies, slides and an
Instructor’s Manual, which gives advice and ideas on how to teach all of the topics
discussed in the book.

A free monthly newsletter on corporate finance

Since (unfortunately) we can’t bring out a new edition of the this book every month, we
have set up the Vernimmen.com Newsletter, which is sent out free of charge to subscribers
via the web. It contains:

® A conceptual look at a topical corporate finance problems (e.g. accounting for operat-
ing and capital leases, financially managing during a deflation phase).

e  Statistics and tables that you are likely to find useful in the day-to-day practice of
corporate finance (e.g. corporate income tax rates, debt ratios in LBOs).
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A critical review of a financial research paper with a concrete dimension (e.g. the
real effect of corporate cash, why don’t US issuers demand European fees for their
IPOs?).

A question left on the vernimmen.com site by a visitor plus a response (e.g. Why do
successful groups have such a low debt level? What is an assimilation clause?).

Subscribe to www.vernimmen.com and become one of the many readers of the
Vernimmen.com Newsletter.

Many thanks

To Damien Anzel, Patrice Carlean-Jones, Raquel Castillo, Geoffrey Coombs, Matthew
Cush, Carlos Domingues, Pierre Foucry, Simon Gueguen, Daniel Hagge, Robert
Killingsworth, Patrick Iweins, Bertrand Jacquillat, Pierre Laur, Franck Megel,
Frangois Meunier, John Olds, Laetitia Remy, Gita Roux, Mehdi Sethom, Steven
Sklar, Sarah Taheri, Guillaume Veber, Marc Vermeulen, Georges Watkinson-Yull, and
students of the HEC Paris and Bocconi MBA programmes for their help in improving
the manuscript.

To Altimir Perrody, the vernimmen.com webmaster.

To Isabelle Marié-Sall for her help in transforming our scribblings into a proper
manuscript.

And last but not least to Francoise, Anne-Valérie, Enrica and Annalisa; our children
Paul, Claire, Pierre, Philippe, Soazic, Soléne and Aymeric and our many friends who
have had to endure our endless absences over the last years, and of course Catherine
Vernimmen and her children for their everlasting and kind support.

We hope that you will gain as much enjoyment from your copy of this book — whether
you are a new student of corporate finance or are using it to revise and hone your financial
skills — as we have had in editing this edition and in expanding the services and products
that go with it.

We wish you well in your studies!
Paris, July 2014

Pascal Quiry Maurizio Dallocchio

Yann Le Fur Antonio Salvi

xi
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Chapter 1
WHAT 1S CORPORATE FINANCE?

To whet your appetite . . .

The primary role of the financial manager is to ensure that his company has a sufficient
supply of capital.
The financial manager is at the crossroads of the real economy, with its industries
and services, and the world of finance, with its various financial markets and structures.
There are two ways of looking at the financial manager’s role:

a buyer of capital who seeks to minimise its cost, i.e. the traditional view;

a seller of financial securities who tries to maximise their value. This is the view we
will develop throughout this book. It corresponds, to a greater or lesser extent, to
the situation that exists in a capital market economy, as opposed to a credit-based
economy.

At the risk of oversimplifying, we will use the following terminology in this book:

e the financial manager or chief financial officer (CFO) is responsible for financing
the firm and acts as an intermediary between the financial system’s institutions and
markets, on the one hand, and the company, on the other;

e the business manager invests in plants and equipment, undertakes research, hires
staff and sells the firm’s products, whether the firm is a manufacturer, a retailer or a
service provider;

e the financial investor invests in financial securities. More generally, the financial
investor provides the firm with financial resources, and may be either an equity inves-
tor or a lender.

Section 1.1
THE FINANCIAL MANAGER IS FIRST AND FOREMOST A SALESMAN . . .

1/ THE FINANCIAL MANAGER'S JOB IS NOT ONLY TO “BUY” FINANCIAL
RESOURCES . . .

The financial manager is traditionally perceived as a buyer of capital. He negotiates with a
variety of investors — bankers, shareholders, bond investors — to obtain funds at the lowest
possible cost.
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Transactions that take place on the capital markets are made up of the following
elements:

a commodity: money,
® aprice: the interest rate in the case of debt; dividends and capital gains in the case
of equities.

In the traditional view, the financial manager is responsible for the company’s financial
procurement. His job is to minimise the price of the commodity to be purchased, i.e. the
cost of the funds he raises.

We have no intention of contesting this view of the world. It is obvious and is con-
firmed every day, in particular in the following types of negotiations:

® between corporate treasurers and bankers, regarding interest rates and value dates
applied to bank balances (see Chapter 49);

e between chief financial officers and financial market intermediaries, where nego-
tiation focuses on the commissions paid to arrangers of financial transactions (see
Chapter 25).

2/ . . . BUT ALSO TO SELL FINANCIAL SECURITIES

That said, let’s now take a look at the financial manager’s job from a different angle:

he is not a buyer but a seller;
his aim is not to reduce the cost of the raw material he buys but to maximise a sell-
ing price;

® he practises his art not on the capital markets, but on the market for financial instru-
ments, be they loans, bonds, shares, etc.

We are not changing the world here; we are merely looking at the same market from
another point of view:

the supply of financial securities corresponds to the demand for capital;

the demand for financial securities corresponds to the supply of capital;

the price, the point at which the supply and demand for financial securities are in
equilibrium, is therefore the value of security. In contrast, the equilibrium price
in the traditional view is considered to be the interest rate, or the cost of funds.

We can summarise these two ways of looking at the same capital market in the following
table:

Financial approach: financial  Traditional approach: financial

BRI manager as salesman manager as purchaser
Market Securities Capital
Supply Issuers Investors
Demand Investors Issuers

Price Value of security Interest rate
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Depending on your point of view, i.e. traditional or financial, supply and demand are
reversed, as follows:

® when the cost of money — the interest rate, for example — rises, demand for funds is
greater than supply. In other words, the supply of financial securities is greater than
the demand for financial securities, and the value of the securities falls;

e conversely, when the cost of money falls, the supply of funds is greater than demand.
In other words, the demand for financial instruments is greater than their supply and
the value of the securities rises.

The cost of capital and the value of the securities vary in opposite directions. We can
summarise with the following theorem, fundamental to this entire book:

Minimising financing cost is synonymous with maximising the value of the underlying
securities.

For two practical reasons, one minor and one major, we prefer to present the financial
manager as a seller of financial securities.

The minor reason is that viewing the financial manager as a salesman trying to sell
his products at the highest price casts his role in a different light. As the merchant does
not want to sell low-quality products but products that respond to the needs of his custom-
ers, so the financial manager must understand his capital suppliers and satisfy their needs
without putting the company or its other capital suppliers at a disadvantage. He must sell
high-quality products at high prices. But he can also repackage his product to better
meet investor expectations. Indeed, financial markets are subject to fashion: in one period
convertible bonds (see Chapter 2) can be easily placed; in another period it will be syndi-
cated loans (see Chapter 21) that investors will welcome.

The more important reason is that when a financial manager applies the traditional
approach of minimising the cost of the company’s financing too strictly, erroneous deci-
sions may easily follow. The traditional approach can make the financial manager short-
sighted, tempting him to take decisions that emphasise the short term to the detriment of
the long term.

For instance, choosing between a capital increase, a bank loan and a bond issue with
lowest cost as the only criterion reflects flawed reasoning. Why? Because suppliers of cap-
ital, i.e. the buyers of the corresponding instruments, do not all face the same level of risk.

The investor’s risk must be taken into account in evaluating the cost of a source of
financing.

The cost of two sources of financing can be compared only when the suppliers of the
funds incur the same level of risk.

All too often we have seen managers or treasurers assume excessive risk when choos-
ing a source of financing because they have based their decision on a single criterion: the
respective cost of the different sources of funds. For example:

® increasing short-term debt on the pretext that short-term interest rates are lower than
long-term rates can be a serious mistake;

® granting a mortgage in return for a slight decrease in the interest rate on a loan can be
very harmful for the future;

® increasing debt systematically on the sole pretext that debt costs less than equity
capital jeopardises the company’s prospects for long-term survival.
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We will develop this theme further throughout the third part of this book, but we
would like to warn you now of the pitfalls of faulty financial reasoning. The most dan-
gerous thing a financial manager can say is, “It doesn’t cost anything.” This sentence
should be banished and replaced with the following question: “What is the impact
of this action on value?”’

Section 1.2
. . . OF FINANCIAL SECURITIES . . .

Let’s now take a look at the overall concept of a financial security, the product created by
the financial manager.

1/ ISSUANCE OR CREATION OF SECURITIES

There is a great variety of financial instruments, each of which has the following
characteristics:

® itisacontract...
e .. executed overtime, and . . .
e its value derives solely from the series of cash flows it represents.

Indeed, from a mathematical and more theoretical viewpoint, a financial instrument is
defined as a schedule of future cash flows.

Holding a financial security is the same as holding the right to receive the cash flows,
as defined in the terms and conditions of the issue that gave rise to the financial instru-
ment. Conversely, for the issuer, creating a financial instrument is the same as committing
to paying out a series of cash flows. In return for this right to receive cash flows or for
taking on this commitment, the company will issue a security at a certain price, enabling
it to raise the funds needed to run its business.

A financial security is a contract . . .

You’ve undoubtedly heard people say that the financial manager’s stock-in-trade is
“paper”. Computerisation has now turned financial instruments from paper documents
into intangible book entries, reducing them to the information they contain, i.e. the con-
tract. The essence of finance is, and will always be, negotiation between an issuer seeking
new funds and the investors interested in buying the instruments that represent the under-
lying obligations. And negotiation means markets, be they credit markets, bond markets,
stock markets, etc.

. .. executed over time . ..

Time, or the term of the financial security, introduces the notion of risk. A debt instrument
that promises cash flows over time, for example, entails risk, even if the borrower is very
creditworthy. This seems strange to many people who consider that “a deal is a deal” or
“a man’s word is his bond”. Yet, experience has shown that a wide variety of risks can
affect the payment of those cash flows, including political risk, strikes, natural disasters
and other events.
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... and materialised by cash flows.

Further on in this book you will see that financial logic is used to analyse and choose
among a firm’s investment options. The financial manager transforms flows of goods
and services, deriving from the company’s industrial and other business assets, into cash
flows. You will soon understand that the world of finance is one of managing rights on
the one hand and commitments on the other, both expressed in terms of cash flows.

In a market for financial instruments, it is not the actual flows that are sold, but the
rights associated with them. The investor, i.e. the buyer of the security, acquires the rights
granted by the instrument. The issuing company assumes contractual obligations deriving
from the instrument, regardless of who the owner of the instrument is.

For example, commodity futures markets make it possible to perform purely finan-
cial transactions. You can buy sugar “forward”, via financial instruments called futures
contracts, knowing full well that you will never take delivery of the sugar into your ware-
house. Instead, you will close out the position prior to maturity. The financial manager
thus trades on a market for real goods (sugar), using contracts that can be unwound prior
to or at maturity.

A property investor acts similarly. After acquiring real property, the value of which
fluctuates, he can lease it or resell it. Viewed this way, real property is as fungible as any
other property and is akin to a financial asset.

Clearly, these assets exhibit different degrees of “financiality”. To take the argument
one step further, you turn a painting into a financial instrument when you put it in your
safe in the hope of realising a gain when you sell it.

The distinction between a real asset and a financial asset is therefore subtle but fun-
damental. It lies either in the nature of the contract or in the investor’s motivation, as in
the example of the painting.

Lastly, the purchase of a financial security differs from the purchase of a durable
good in that the financial security is undifferentiated. A large number of investors can buy
the same financial security. In contrast, acquiring a specific office building or building an
industrial plant is a very specific, unique investment.

In conclusion, every financial instrument represents a series of cash flows to be received
according to a set timetable. Mathematically, it can be expressed as a series of future
cash flows f,, f,, F,, F,. .., F, over n periods.

2/ TYPES OF FINANCIAL SECURITIES

(a) Debt instruments (Chapters 20 and 21)

The simplest financial instrument is undoubtedly the contract that ties a lender (investor)
to a borrower (company). It represents a very strong commitment, not only to repay, but
to repay with interest. Loans become financial securities when they are made negotiable
on a secondary market (see page 7) and “listed”. Bonds and commercial paper fall into
this category.

A bond is a negotiable debt security representing a fraction of a borrowing con-
tracted by a company, a financial institution or a sovereign state (gilts in the UK, Bunds
in Germany, etc.).
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Commercial paper is a negotiable debt security representing a fraction of a short-
term borrowing (generally between one day and two years) contracted by a company.
If the company is a bank, the security will be called a certificate of deposit. Short-term
sovereign debt instruments go by different names depending on the country; in Spain, for
example, they are called Bonos del Estado, while they are called Treasury Bills in the US.

Strictly speaking, investors in these securities do not assume any industrial risk.
Their return is set contractually and may be fixed or floating (i.e. variable). If it is float-
ing, it will be indexed on an interest rate and not on the results of the company.

In Chapter 21 we will see that the lender nevertheless assumes certain risks, namely
the failure of the borrower to honour the debt contract.

(b) Equity securities (Chapter 22)

Equity represents the capital injected into a company by an investor who bears the full
risk of the company’s industrial undertakings in return for a share of the profits.

If the company is organised under a limited liability structure, the equity is divided
into shares. The risk borne by the shareholders is limited to the amount they contribute to
the firm. Unless otherwise noted, we will be dealing in this book with finance as it relates
to the various forms of “limited companies”.

Shareholders’ equity is a source of financing for the enterprise, but the related finan-
cial security, the share, guarantees the investor neither a fixed level of income nor repay-
ment. The shareholder can realise his investment only by selling it to someone else. The
investor obtains certain corporate rights, however: a claim on the company’s earnings and
— via his voting rights — management oversight.

(c) Other securities (Chapter 24)

As you will discover in Chapter 24, financial engineering specialists have invented
hybrid securities that combine the characteristics of the two categories discussed above.
Some securities have the look and feel of equity from the point of view of the company,
but the corresponding cash flows are fixed, at least partially. Others instruments have
yields that are dependent on the performance of the company, but are considered loans,
not equity capital. Financial imagination knows no bounds. Keep in mind that these
instruments are like the cherry on the top. As such, we won’t tempt you with them until
Chapter 24!

There is a specific type of financial instrument, however, the option, whose associ-
ated cash flows are actually less “important” to the investor than the rights the option
conveys. This instrument grants the right, but not the obligation, to do something.

In sum, financial instruments carry a wide spectrum of characteristics, which, from
the investor’s point of view, ranges from rights to commitments.

Section 1.3
. . . VALUED CONTINUOUSLY BY THE FINANCIAL MARKETS

Our view of finance can take shape only in the context of well-developed financial mar-
kets. But before examining the technical characteristics of markets (Section II of this
book), let’s spend a moment on definitions.



Chapter 1 WHAT 1S CORPORATE FINANCE?

1/ FROM THE PRIMARY MARKET TO THE SECONDARY MARKET

Once launched by its issuer, a financial security lives a life of its own. It is sold from one
investor to another, and it serves as support for other transactions. The instrument itself
evolves, but the terms of the contract under which it was issued do not.

The life of a financial security is intimately connected with the fact that it can be bought
or sold at any moment. For example, shares issued or created when a company is founded
can later be floated on a stock exchange, just as long-term bonds may be used by specula-
tors for short-term strategies.

The new issues market (i.e. creation of securities) is called the primary market.
Subsequent transactions involving these securities take place on the secondary market.
Both markets, like any market, are defined by two basic elements: the product (the
security) and the price (its value).

From the point of view of the company, the distinction between the primary and sec-
ondary markets is fundamental. The primary market is the market for ‘“new” financial
products, from equity issues to bond issues and everything in between. It is the market
for newly-minted financial securities where the company can raise fresh money.

Conversely, the secondary market is the market for ‘“used” financial products.
Securities bought and sold on this market have already been created and are now simply
changing hands, without any new securities being created.

The primary market enables companies, financial institutions, governments and local
authorities to obtain financial resources by issuing securities. These securities are then
listed and traded on secondary markets. The job of the secondary market is to ensure that
securities are properly priced and traded. This is the essence of liquidity: facilitating the
purchase or sale of a security.

The distinction between primary and secondary markets is conceptual only. The two
markets are not separated from each other. A given financial investor can buy either exist-
ing shares or new shares issued during a capital increase, for example.

If there is often more emphasis placed on the primary market, it is because the func-
tion of the financial markets is, first and foremost, to ensure equilibrium between financ-
ing needs and the sources of finance. Secondary markets, where securities can change
hands, constitute a kind of financial “innovation”.

2/ THE FUNCTION OF THE SECONDARY MARKET

Financial investors do not intend to remain invested in a particular asset indefinitely. From
the moment they buy a security (or even before), they begin thinking about how they will
exit. As a result, they are constantly evaluating whether they should buy or sell such and
such an asset.

Monetising is relatively easy when the security is a short-term one. All the investor
has to do is wait until maturity. The need for an exit strategy grows with the maturity of
the investment and is greatest for equity investments, whose maturity is unlimited. The
only way a shareholder can exit his investment is to sell his shares to someone else.

As an example, the successful business person who floats his company on the stock
exchange, thereby selling part of his shares to new shareholders, diversifies his own port-
folio, which before flotation was essentially concentrated in one investment.
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The secondary market makes the investor's investments liquid.

Liquidity refers to the ability to convert an instrument into cash quickly and without loss
of value. It affords the opportunity to trade a financial instrument at a “listed” price and in
large quantities without disrupting the market. An investment is liquid when an investor
can buy or sell it in large quantities without causing a change in its market price.

The secondary market is therefore a zero-sum game between investors, because
what one investor buys, another investor sells. In principle, the secondary market operates
completely independently from the issuer of the securities.

A company that issues a bond today knows that a certain amount of funds will
remain available in each future year. This knowledge is based on the bond’s amortisa-
tion schedule. During that time, however, the investors holding the bonds will have
changed.

Secondary market transactions do not show up in macroeconomic statistics on capi-
tal formation, earning them the scorn of some observers who claim that the second-
ary market does nothing to further economic development, but only bails out the initial
investors.

We believe this thinking is misguided and reflects great ignorance about the function
of secondary markets in the economy. Remember that a financial investor is constantly
comparing the primary and secondary markets. He cares little whether he is buying a
“new” or a “used” security, so long as they have the same characteristics.

The secondary market plays the fundamental role of valuing securities.

In fact, the quality of a primary market for a security depends greatly on the quality of
its secondary market. Think about it: who would want to buy a financial security on the
primary market, knowing that it will be difficult to sell it on the secondary market?

The secondary market determines the price at which the company can issue its secu-
rities on the primary market, because investors are constantly deciding between existing
investments and proposed new investments.

We have seen that it would be a mistake to think that a financial manager takes no
interest in the secondary market for the securities issued by his company. On the contrary,
it is on the secondary market that his company’s financial “raw material” is priced every
day. When the raw material is equities, there is another reason the company cannot afford
to turn its back on the secondary market: this is where investors trade the voting rights in
the company’s affairs and, by extension, control of the company.

3/ DERIVATIVE MARKETS: FUTURES AND OPTIONS

Derivative markets are where securities that derive their value from another asset (share,
bond, commodity or even climate index) are traded. There are two main types of deriva-
tive products: options (which we will develop in Chapter 23 as they have become a key
matter in financial theory and practice) and futures (Chapter 50).

Derivatives are instruments for taking positions on other instruments, or “contracts on
contracts”. They let you take significant short or long positions on other assets with a
limited outlay of funds.
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Derivative instruments are tailored especially to the management of financial risk. By
using derivatives, the financial manager chooses a price — expressed as an interest rate,
an exchange rate or the price of a raw material — that is independent of the company’s
financing or investment term. Derivatives are also highly liquid. The financial manager
can change his mind at any time at a minimal cost.

Options and futures allow one to take important risks with a reduced initial outlay
due to their leverage effect (this is called speculation), or on the contrary to transfer risks
to a third party (hedging).

Section 1.4
MoST IMPORTANTLY, HE IS A NEGOTIATOR . . .

Let’s return to our financial manager who has just created a financial security. Because the
security is traded on a secondary market, he doesn’t know who holds the securities. Nor
does he know who has sold it, especially as, via the futures market, investors can sell the
security without ever having bought it.

But what exactly is our financial manager selling? Or, put another way: how can the
value of the financial security be determined?

From a practical standpoint, the financial manager “sells” management’s reputation
for integrity, its expertise, the quality of the company’s assets, its overall financial health,
its ability to generate a certain level of profitability over a given period and its commit-
ment to more or less restrictive legal terms. Note that the quality of assets will be par-
ticularly important in the case of a loan tied to and often secured by specific assets, while
overall financial health will dominate when financing is not tied to specific assets.

Theoretically, the financial manager sells expected future cash flows that can derive
only from the company’s business operations.

A company cannot distribute more cash flow to its providers of funds than its busi-
ness generates. A money-losing company pays its creditors only at the expense of its
shareholders. When a company with sub-par profitability pays a dividend, it jeopardises
its financial health.

The financial manager’s role is to transform the company’s commercial and indus-
trial business assets and commitments into financial assets and commitments.

In so doing, he spreads the expected cash flows among many different investor
groups: banks, financial investors, family shareholders, individual investors, etc.

Financial investors then turn these flows into negotiable instruments traded on an
open market, which value the instruments in relation to other opportunities available on
the market.

Underlying the securities is the market’s evaluation of the company. A company
considered to be poorly managed will see investors vote with their feet. Yields on the
company’s securities will rise to prohibitive levels and prices on them will fall. Financial
difficulties, if not already present, will soon follow. The financial manager must therefore
keep the market convinced at all times of the quality of his company, because that is what
backs up the securities it issues!

The different financial partners hold a portion of the value of the company. This
diversity gives rise to yet another job for the financial manager: he must adroitly steer
the company through the distribution of the overall value of the company.





