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FROM SHAREHOLDER COMMUNICATION TO FINANCIAL MARKETING

The preeminence of financial markets is an esdemtend that corporations must not
underestimate. First of all, the expected banksuptf our European retirements systems will
inevitably lead us to a situation similar to thétlee United States with its pension funds. Also,
Euro and globalization of markets will make compani between European companies easier.
This will result in an increasing competition foccass to financial resources and the least
performing companies will suffer severely from thituation. Lastly, the expansion of financial
markets will benefit from the need to offer emplegestocks or stock options to attract the best
talents people.

This revolution gradually shifts corporate managerd their financial managers from a status of
resource buyers to that of equity sellers. To engleir long-term competitiveness, companies
must excel both on their "real” market and on tfieahcial’ market. On both markets,
competition is tough, and no company can neglegbram of these battlefields without adverse
effects. Now, traditional marketing for customessinevitably complemented by financial
marketing for shareholders, and big companies shateed in mastering the latter will have a
competitive edge in the coming years.

Financial marketing must not be confused with feiahcommunication. Indeed, as shown by the
recent events on financial markets, "conventiogafhmunication can only play a very limited
role. One must not be surprisdeinancial communication seeks to influence the tiehns of
particularly sophisticated playérsTherefore, its task is tough, and any companyhiwis to
master partially the expectations of its sharehsldeust adopt a more clever approach.

To meet the need for growingly complex informati@empanies must implement a genuine
financial marketing approach.

1 A partner of Ernst & Young, in charge of the Cagpe Finance and of the "Value Based Managem@ist teaches corporate finance
at ESCP.

2 There is a consensus on the fact that marketsars-efficients”, i.e. prices reflect entirely aintediately the information communicated to thilisu



M eeting complex needs

The shareholder's goal is to have his investedtalagiow in proportion with the risk he is
bearing. His primary concern is therefore Valudaaic and synthetic indicator which amount
and evolution enable him to make a simple critéoamake investment and disinvestment
decisions.

One of the investor's major concerns is to judge nenagement's capacity to increase and
accelerate the generation of cash flow, to redtscealatility, and to maximize the value of the
tangible and intangible assets (trademarks, fomgia) at the source of these cash flow.

For an investor, the value of an asset is equéhé¢adiscounted present value of the cash flows
(dividends and capital gains) he expects to receithe future. Numerous academic researches
have shown that, when valuing a stock, the mar&etintegrates the long-term perspectives

included in corporate investment decisions, b)hie @0 distinguish between companies' value-

adding and value-destroying policies, ¢) does e tinto account changes in accounting

techniques or policies that artificially impactu#s without affecting the company's cash flow.

As a general rule, the investor is interested m ¢bmpany's ability to create one or several
competitive advantages that, by definition, areabie, defendable, and decisive and which, by
freezing competition mechanisms, cause the compamenefit from an economic rént The
investor also seeks to assess the managementtstgdpaake advantage of future development
opportunities, as the value of a company has twopoments: on the one hand, the value of its
existing projects, and, on the other hand, the evadfi its future growth opportunities (for
example, a patent that entitles it to exploit akeam the future).

The understanding of all these elements is crifmalhe investor, and it is clear that it takesreno
than purely financial information to make his dems. A survey conducted recently by Ernst &
Yound' in the United States showed that 35% of investnuaaisions were based on non-
financial indicators. The most decisive relatgtsostrategy execution (is the company able to
execute its strategy, whatever it may be?), thema@pmagement’s credibility, the quality of the
strategy, the capacity of the organization to iratey to attract and keep talented people, the
company’s market share, the management's experigrealignment of compensation on value
creation, and the quality of the company's majocesses.

Actually, this percentage can only grow in the fatundeed, the investor's analysis grows more
and more complex with the surge of the connected@uny where intangibles play an essential

role: value becomes more volatile and less cdabtd. This change affects altogether the offer,
the market, and the means of production.

3 Financially, this is reflected by investment petgevhose economic return exceeds the cost obffital (Positive net present value)
4 Measures that matter, Ernst & Young LLP, 1997.

5 Blur, the speed of change in the connected ecqr®rBavis and C Meyer, Addison Wesley, 1998



The offer's nature is changing and it gives birth domplex exchanges with a three-fold
economic, informational, and emotional dimensidhe latter two being particularly difficult to
value - both on the buyer's and on the sellers. sil new economic logic is also emerging. It
favors "relational strategies" between the econoautors, with consequences that are more
difficult to evaluate than those of conventionalnpetitive strategies. Also, the rise of the
intangible's portion in the economic capital of gamies is one of the changes that most impact
the traditional valuation methatls

In parallel, one can observe that value shiftslduifrom one company to another within a given
industry or between several industries. This pheamn often call «Value migration », itself
reflects the volatility of competitive positionsdathe considerable technological changes under
way. Even for companies that manage to createevahd to emerge as leaders, competitors'
financial, commercial, or intellectual resources agpset the situation overnight. Let us not
forget that speed is one of the major charactesisti the new economy.

Facing shareholders’ complex needs, companies resjpond too often with conventional
financial communication. Unfortunately, althoudhst communication is very important and,
sometimes mandatory, it cannot satisfy the findneiarket. This information is historical,
periodical, standardized, and based on accoungisgts. It is therefore meaningless to investors
who seek to anticipate on a permanent basis (gsntiest act in real time) in accordance with
economic and strategic data, and, if possible gusioprietary information.

This is the reason why the company is only onénefitvestor's sources of information. For the
shareholders to be fully aware of the situationtldé company, many other sources are
appropriate: customers, suppliers, partners, ptesehpast employees, newspapers, competitors,
financial analysts, and other shareholders. Thergan environment prefigures what European
companies must master tomorrow. New technolodiengthen the consumer's power on the
real market, and the shareholder's power on tlamdial market (e.g. Internet newsgroups, where
shareholders and employees can share their iddagpamons about the company).

The growing porosity of the borderline between doenpany and the outside world, and the
construction of complex business webs, are altegeitrategic musts in the new economy and
constraints for shareholding marketing. The comparust base its relationship with its

shareholders on its strategic and organizational sguation. It must give up easy, but

inefficient, advertising messages.

Financial marketing consists of making the relalip between the company and its financial
market more professional. It is a set of actiomended to analyze the company's financial
market and to implement the means for satisfyingTihe company must therefore work in two
directions. It must improve its "shareholder carivms” and implement a value discipline.

6 A recent survey (P.Artus, F. Hubert, N. Verlé, $Saides Dépéts et Consignations, no.98-20 of Jily1p98) showed that, for French companies,
intangible assets are valued four times their agéayivalue over the last three years

7 Modern marketing grants a growing role to “ custogonnections " in reference to a book writterEhyst & Young (see “ Customer
Connections ”, R. Wayland et P.Cole, Harvard Bsirgchool Press, 1997)



Building " shareholder connections’

The purpose of "shareholder connections” is to hrelpstors better assess the future profitability
of the company. The management's role as a satespes to help the market make the most
genuine estimate of the company's situation.

First of all, this requires a better knowledge lué shareholder. Beyond databases that identify
investors and their basic strategies, the compamst et up an organization, technologies and
procedures through which it can collect systembyiagdeas and opinions of shareholders and
observers, but also those of its major competitbagh listed and unlisted. Although this is
typical competitive intelligence monitoring, it niuse oriented towards an understanding of the
market's financial and strategic expectations. ust@mers connections » techniques can also be
used to acquire a better understanding of sharef®ldeed and expectations.

In addition, the corporate management must focuscp&arly on key investors. Stock prices are
primarily driven by these "lead steers" who areegally very few in the ownership of a listed
company. The constant dialog that must be setropd(shows and direct conversations)
constitutes a unique opportunity for the companycdomfront its point of view with that of
professional investors. These people obviouslyehéess in-house information than the
management, but they have more points of compasasdrfinancial experience. The information
collected through that permanent process must bsidered as a real strategic one that needs to
be considered by the highest executives of the eomp

Of course, sell-side analysts are also a significaiget for the company. However, their power
must not be overestimated. When one looks caye#illthe price of a company and brokers
investment advises, the market's capacity to guatieithese recommendations is striking. Aside
from a few stars, analysts are too gregafi@ssnsufficiently independent. That is why theg a
not closely followed by investors who play theirrmgame. However, they do have a useful role.
On the one hand, they are a source of informatiom fwhich the investor can find already
processed data. On the other hand, they makessilge for investors to confront their own
anticipation with those of a market consensus, Wwhieduces the cost of information and
indirectly increases the value of the analyzed cames. That is the reason why it is highly
recommended for a company to be monitored by tigess number possible of financial analysts.

Also, it is possible to further understand what ahareholders’ expectations. The above-
mentioned survey by Ernst & Young made it possibldevelop, through sophisticated statistical
techniques, a methodology for performing a genomaeket analysis in order to identify investors'
non financial expectations with respect to a compam compare them with their expectations
regarding its major competitors. Wise managers angiire to have a market study before
bringing any new product in the market place. Vghguld one act differently on the financial

market?

8 What analysts and cattles have in common, MageSiEortune 17/8/98.



Investors' expectations must be compared with dmepany's capacities. The market value of a
company is both a sign of its strategic successaakely for its future development to occur. To

be an effective indicator for the management, isthie representative of the company real future
profitability. Too high a share price would impagg®wing constraints to the management. Too
low, it eventually slows down the company's deveiept.

The second level of understanding therefore cansidt identifying what is the expected
sharehloders’ return. Contrary to conventionaldeis, this is not the cost of capital, but the
future economic return implicitly contained in thempany's price. Investing at a return that
exceeds the cost of capital and ensuring a positick growing differentidlis not enough to
create value. Indeed, the price of a company iateg the estimated return of all its future
investments. If it appears that these investmg@itisough their NPV is positive) will generate a
return that is less than expected, the stock pvitteénevitably drop.

It is therefore critical for the management to ustind, given the cost of capital and the value of
the company, what economic return and competittdw@aatage period are embedded in the share
price, and to compare them with the company’s ostmmates in order to take any necessary
corrective action (either an alteration of the algrissued to the market, or a change in strategy).
That analysis is based on the basis of the marketensus and the management business plan,
using forecasting tools. In that respect, prolstil simulation models (such as Monte-Carlo
simulations) are extremely useful, as they enaldmaygers to better understand the degree of
uncertainty that affects their result and cash fforecasts. The dialog with their shareholders is
therefore based on much healthier criteria.

The understanding of the shareholders and theraégh of their expectations on the actual or
future capacities of the company are only the ffsase of the financial marketing The market
requires permanent information to support its ob®ic The management's responsibility is
therefore to implement a genuine value discipliveg tvill enable investors to be reassured on the
company's capacity to create and sustain compettivantage over time.

Implementing a value discipline

In the connected economy, it is useless to hopegunvestors through effective communication
aimed at offsetting mediocre results or hiding akemed strategic position. Sooner or later, the
market will detect the trick. The listed compamgmo other choice than to promise that which it
can deliver, and to deliver that which it has presal.

With the new connected economy, new organizatiomatlels are required. They will favor
versatility, innovation, flexibility, experimentatn, and the porosity of companies’ borderlines in
order to ensure a better integration in an envimmmnthat presents similar characterisfics
Durable performance will result from managers' céps to create organizations on the verge of

® Which is a typical prescription in EVA approaches.

10 See Blur.



chaos, and to resist to centralization and shiéisien-making power to the outskirts, where the
action is located. That situation may drive styateconsistency problems if no clear goal is
assigned to the multiple decision centers. Thaevdiscipline constitutes the necessary compass
such companies need.

Many companies misunderstand the content of tisaiine. It certainly consists in introducing,

in the performance management system new indicators significant of the value that has been
created by the company. However, indicators arethe most important issue. Value is
primarily created by strategic decisions that mékpossible to build long-term competitive

advantage: management need to focus on decisiomgnékit wants to tackle the real value

challenge.

In order to create a true competitive advantagectimpany must introduce a financial dimension
into its strategic analysis, seek organizational stmategic flexibility, and favor direction over
precision. It must also choose a financial poticgt communicates clear signals to the market
regarding its intentions and operational positions.

The introduction of the financial dimension int@ thecision-making process makes it possible to
better understand where value is created and gesfrand to better anticipate operational risks.
Beyond the information provided by systematic satiohs before any decision is made, that
discipline makes it possible to gradually changertranagers' culture, making them aware of the
financial stakes of their operating decisions. tTdwdtural change is one of the conditions that
will make it possible to achieve a better osmossseen the real market and the financial
market.

Also, in its strategic and organizational choicéise company must favor flexibility and
optionalities. Shareholders prefer to invest intonpanies that are able to take advantage of
future opportunities occurring on their marketgripy those that display a detailed strategy that
they claim to cling to whatever the future strategituation be. To make its choices, the
management can usefully rely on the framework eftfeoy the options theory. The value of a
company is dependent on its option portfolio. Teréase the options component of the
company's value, the management must review, ake tha strategic and operational decisions
that affect those components positively.



The table beloW lists some of the strategies that contribute &b ¢foal.

Determinants of
value of financial
options

Current Value of
underlying asset

Strike price of
the option

Variance of
underlying asset

Dividend paid on|
the underlying
asset

Time to
expiration on the
option

Riskless interest
rate (duration of
the option)

Determinants of | Present value of| Present value of | Uncertainty of Value lost by Investment Riskless interest
value of real expected cash | expected expected cash waiting to opportunity rate
options inflows outflows outflows exercise duration
Management of | Increase Reduce Increase Reduce Increase Not nadniag
real options

Create Businesg| Invest in Accelerate Lock-up critical | Create Business

webs with low- | intellectual innovation and resources webs with

cost suppliers | capital, not on R&D customers

tangible assets

Examples of Create Design assets to| Let the market Develop Maintain
associated blurred standards and | be easily manage offer structural capital| technology lead
strategies platforms reconfigured

Increase Leverage Organize for Lock-up Lock-up

Marketing economies of instability and customer base | distribution

expenses scale adaptability channels

Lastly, the complexity of the environment requitte monitoring of value creation not only
through financial indicators, but also through rimancial indicators. Value Based Management
still consists too often in implementing one or esaV financial indicators on which people are
required to focus on, without attempting to undardtthe strategic, organizational, and human
factors that will enable the company to createah leng-term value. On the contrary, those are
the factors to focus on, after understanding ttedationship with the share price.

One of the most effective techniques for identifyitnese factors is the construction of value
scorecard for each business unit within the compa®gsed on a very participative approach, it
consists of creating, within a management teangrsensus around the strategic goals and the
competitive edges required for success. Thenntamr key value drivers in a shareholder /
customer / process / human resources perspectidehair interactions are identified within the
context of value creation. Finally, a few relevardicators are determined on the four above-
mentioned axes. These scorecards are then diidleth at every operating level of the strategic
unit. They offer the management precious indicatiabout the company's management, which
can be reused within the context of "shareholdaneotions".

These three axes tend to reassure the sharehadetise company's capacity to execute its
strategy, and we have already mentioned how \tigl ¢an be for the share price. Obviously,
these operating decisions must be complemented sighificant and consistent financial

policies.

11 Measuring value in the connected economy, J-AIR&Roométhée, Londres, 24 juin 1998.



Financial decisions (dividend policy, stock buyodémergers, financial structure, etc.) do not
create value as such. However, they support apgrdecisions and make it possible to send
strong signals to the market. For example, théstetto buy out stock falls within the scope of
a mature company that no longer has enough investropportunities to use its cash.
Alternatively, cutting dividends for a company gied by debt helps it notify the market of its
decision to return to a leverage through whictait benefit from tax cuts without suffering from
an excessive risk premium. Obviously, these sgyaed extremely difficult to handle and require
a perfect understanding of the way financial markeperate in general, and of shareholder
behavior in particular.

In the connected economy, the company has no oktiwéce than to excel on the financial market.
That is why it must develop a genuine financial keting that consists of setting up a constant
dialog with its shareholders and to communicateyalall, on its capacity to deliver its promises.
Strategic execution and option management becotak vi

Facing this new environment, managers must chdmge dttitudes radically. They must accept
the market's sanction, and seek a balanced andtaiatg with investors. More risky for them,
they must grant their shareholder more frequentsscto their organization and accept to set up
direct debates with their executives. The osmbsisveen the real market and the financial
market also consists of increasing the porosityeifr respective borderlines.

Well conducted, financial marketing will provideethmarket with the means to value the

company better. Then, the price of the stock giidually become an essential management
indicator for managers.
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