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Background: The Swedish blue chip companies are performing better than ever, but 
have been strongly criticised for being too slow in their excess fund alloca-
tion. Companies with overcapitalised balance sheets and no investment 
needs are potential targets for activist funds’ business idea of more aggres-
sive capital structures and financial restructuring. In media, this debate has 
raised criticism against these so called short-sighted, greedy asset-strippers 
that destroy company values and increase the companies’ risk of default. 
In prior cases where activist funds have taken actions, the market has re-
sponded positively through increasing the share price. However, sceptics 
argue that the higher share price is merely a response to a speculative reac-
tion with no fundamental argument supporting the upgrade in market 
capitalisation. 

Purpose: The purpose of this thesis is to establish a view of the phenomenon of ac-
tivist funds and their impact on blue chip companies’, listed on the Stock-
holm Stock Exchange, credit rating, capital structure and valuation. 

Method: To fulfil the purpose of our master thesis, a qualitative approach has been 
applied based on three cases involving the activities of activist funds. The 
empirical findings have been retrieved via personal communications with 
stock- and credit analysts, and the study also relies on articles and news 
coverage from media, stock market data and annual reports from each of 
the chosen companies respectively. 

Conclusion: The study has regarded the period of time which has been the investment 
horizon of the activist funds – explicitly and implicitly. Analysing their ac-
tive ownership, the conclusion can be drawn that these activist funds have 
clearly had a positive impact on each of the blue chip companies’ per-
formance and intrinsic value respectively. The financial restructuring has - 
contrarily to the criticism – strengthened the credit ratings in the cases of 
Lindex and Volvo. In the Skandia/Old Mutual-case, a marginally higher 
default risk was detected. Thus, the study has concluded that activist funds 
indeed add significant shareholder value without jeopardising the compa-
nies’ financial statuses. 
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Bakgrund: De svenska börsbolagen gör större vinster än någonsin tidigare, men har 
fått stor kritik för att vara för långsamma i sin vinstallokering. Företag med 
överkapitaliserade balansräkningar utan investeringsbehov är potentiella 
måltavlor för riskkapitalisternas affärsidé om finansiell effektivisering och 
en aggressivare kapitalstruktur. Debatten i media har skapat kritik kring 
dessa så kallade kortsiktiga och giriga bolagsplundrare som påstås förstöra 
finansiella värden och kreditvärdigheten i företagen. I tidigare fall har 
marknaden svarat positivt på riskkapitalisternas investeringar, något som 
har reflekterats i ett kraftigt ökande aktiepris. Skeptiker hävdar dock att 
spekulationer är anledningen till att marknadsvärdet drivs upp, inte fun-
damentala aspekter. 

Syfte: Syftet med denna magisteruppsats är att fastställa en bild av fenomenet 
riskkapital och hur dess aktiva ägande inverkar på svenska börsbolags kre-
ditbetyg, kapitalstruktur och värdering. 

Metod: För att uppnå syftet med vår magisteruppsats har en kvalitativ ansats till-
lämpats baserad på tre börsbolag där riskkapitalisters aktiva ägande spelat 
en betydande roll. Det empiriska materialet har insamlats genom personli-
ga intervjuer med aktie- och kreditanalytiker, och studien förlitar sig även 
på markandsdata, artiklar och nyhetssändningar i media, samt respektive 
bolags kvartals- och årsrapporter. 

Slutsats: Studien har gjorts over den tidsperiod som varit riskkapitalisternas inve-
steringshorisont – explicit och implicit. Genom att analysera det aktiva 
ägarskapet i tre svenska börsbolag kan slutsatsen dras att det inverkat posi-
tivt i form av högre prestanda och marknadsvärdering. De finansiella för-
ändringarna har, till skillnad från kritiken, styrkt kreditbetyget i fallen Lin-
dex och Volvo. En analys av Skandia/Old Mutual visade dock en margi-
nellt ökad kreditrisk. Slutsatsen visar härmed att riskkapitalisternas inver-
kan på svenska börsbolag är värdeförädlande utan att äventyra den finan-
siella statusen. 
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1 Introduction 
This chapter presents the background of the master thesis and is followed by a problem discussion that will 
be formulated to a purpose. Thereafter definitions of commonly used terms and delimitations within the sub-
ject will be presented. 

1.1 Background 
The Swedish economy is a strong performer and the profits of our largest blue chip com-
panies are constantly reaching higher levels. The amount of capital accumulated in the 
market has increased significantly and the companies’ balance sheets are getting stronger. 
According to Konjunkturinstitutet, the confidence indicator which measures the mood in 
the market is at its highest level. The market, lead by the manufacturing industry, displays a 
growing demand and aggregate employment statistics are up. Also, the service sector shows 
an impressive strength with no intent of declining. (Konjunkturinstitutet, 2007) 

These large profits have raised a debate of how to create a capital structure that is optimal 
to the company. Is the company better off reinvesting the excessive cash or should it pay 
dividends to the owners? The composition of equity and debt financing of a company’s as-
sets is dependant upon the company’s need for financial flexibility versus the gain from tax 
benefits of debt. (Goedhart, M., Koller, T. & Rehm, W., 2006) 

These funds excess funds should be allocated in the capital market where cash should flow 
back and forth between the companies and their owners. The options that the management 
must consider, when having surplus funds accumulated in the balance sheet, are; dividend 
payout to owners, acquisition of other firm’s stock or buy-back of its own shares. In a 
situation where a company has a shortage of cash, the function of the capital market is to 
provide the funds needed by the company to fulfil whatever undertaking is necessary, e.g. 
investment and acquisition. These actions should be taken in order to maintain a capital 
structure that supports the corporate strategy. (Ross, S.A., Westerfield, R.W. & Jaffe, J. 
2005) 

These issues have especially interested activist funds, who are constantly searching the 
market for potentially unexploited opportunities, e.g. companies with no investments needs 
and poorly constructed balance sheets containing large retained earnings. Activist funds’, 
which are often backed-up by institutional investors, have the business idea of investing 
capital aggressively with the aim of gaining a corner position as an active owner in a blue 
chip company. (Blecher, S., 2007) 

In an interview with Agenda on SVT (2007), Christer Gardell, CEO of the activist fund 
Cevian Capital, points to a change in the behaviour of investors in general. A few decades 
ago, families with great influence in Swedish business society, such as the Wallenberg’s, had 
a quite different strategy in acquiring a majority stake in the company of interest and main-
taining that position over a longer period of time. Today, Gardell states, the ownership 
structure looks different in comparison to the past, which is reflected in the significantly 
smaller percentage of shares needed to influence the companies’ operational business. 
(SVT, 2007) 

According to Peter Malmqvist at Nordnet (2006), the ongoing trend of activist funds such 
as Amaranth, Violet and Cevian Capital acquiring large amounts of shares in blue chip 
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companies will not end quite yet. Lately, the number of smaller activist funds has also in-
creased with the strong development of the European economic conditions. (Ekonominy-
heterna, 2006a) 

This new type of investment strategy has been cause for criticism, most evident in the case 
of the Skandia buy-out in 2006 which received much attention on a financial as well as an 
emotional level. Skandia was the oldest listing on the Stockholm Stock Exchange and the 
activist fund, Cevian Capital, invested significant amounts of money in the company. Ce-
vian then attracted the South African insurance conglomerate, Old Mutual, who later on 
bought out Skandia from the stock market. Cevian’s investment lasted for fifteen months 
and, according to some critics, this was the perfect example of the short-term strategies 
used by activist funds. (SVT, 2007) 

1.2 Problem discussion 
Due to these controversial and unconventional activities, activist funds’ faster and more in-
novative investment techniques have thus received large amounts of publicity in the Swed-
ish media. Critics argue that the phenomenon of these active investors, being interested in 
Swedish blue chip companies, only have a short-term agenda to raise the value of the com-
pany and thus its stock price. They refer to these investors as greedy, selfish and only 
committed to enhance company values with no regard for the long-term benefit of the 
company. (SVT, 2007) 

From a financial point of view, criticism has been raised stating that the heavily increased 
dividends changing the capital structure of the balance sheet lead to a company with a 
weaker ability to meet its long-term commitments. Peter Turving at Standard & Poor’s 
(2006) argues that activist funds, through their actions, consciously worsen the credit rat-
ings of blue chip companies, which implies a decreased ability to be financially flexible and 
endure an economic recession. (Ekonominyheterna, 2006b) 

Activist funds are not only criticised by media, but also large organisations, such as the 
Swedish Shareholders’ Association (Aktiespararna), and society as a whole are against these 
forms of investments. The reason is the many cases where the investment strategy is about 
downsizing in order to increase efficiency, which often implies labour reduction and/or 
outsourcing to countries with cheaper labour. On the other hand, the passiveness of Swed-
ish blue chip companies is also of great concern to the Swedish Shareholders’ Association. 
The strong earnings growth along with a generally slow excess fund allocation opens up a 
window of opportunity for activist funds to take actions into their own hands. (Eko-
nominyheterna, 2007a) 

In contrast to above, two of Sweden’s National Pension Funds (AP-Fonderna) – represent-
ing Swedish national interests - made a significant profit as major investor with approxi-
mately 44 percent of Cevian’s equity during the Skandia buy-out. However, when the gov-
ernment realised how Cevian’s behaviour would threaten Swedish national interest, they 
asked AP-Fonderna to withdraw their investment from Cevian. In spite of the criticism 
from the government regarding the short-term perspectives, it was impossible to withdraw 
the already made deposits. (Göteborgs-Posten, 2006) 

However, activist funds claim, aside from the criticism of being short-sighted corporate 
raiders, that they indeed have a long-term investment perspective and that their goal is to 
strengthen the company value. The equity in their portfolios is often raised by institutional 
investors, and the amounts of liquid assets along with the latitude give them a powerful 
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market position. According to Cevian and Parvus Asset Management, two major players on 
the equity markets, the business idea of activist funds of today is to take corner positions in 
undervalued public companies where there are opportunities to enhance value through 
“…active and professional ownership”. These opportunities can be found in mismanage-
ment and an unsuitable financial structure with regards to the investors’ criteria. (SVT, 
2007) 

1.3 Research questions 
The problem discussion has raised the following research questions: 

• In what ways does activist funds’ active ownership affect financial values through 
changes in operations and strategic governance of a company? 

• What impacts do these actions have on a company’s default risk, i.e. credit rating? 

• Is the criticism presented in the empirical findings justified, or are the actions of the 
activist funds easily misinterpreted due to its financial complexity? 

1.4 Purpose 
The purpose of this thesis is to establish a view of the phenomenon of activist funds and 
their impact on blue chip companies’, listed on the Stockholm Stock Exchange, credit rat-
ing, capital structure and valuation. 

1.5 Definitions 
This section aims to simplify commonly used expressions in the master thesis, to provide 
deeper understanding and prevent misunderstanding. 

Activist Funds are investors often backed-up by institutions and can be regarded as partly 
corporate venture capitalist and partly hedge-funds with the aim of gaining a corner posi-
tian in blue chip companies.  (Ross et al., 2005) 

Blue Chip companies are known to be strong, national companies providing high quality 
services/products with a history of solid and stable earnings and possibly steady dividend 
growth. (Weiss, G. & Weiss, G., 1995) 

Corner position is a position that secures a controlling stake that is large enough to affect 
a company’s operations. (Ross et al., 2005)  

1.6 Delimitations 
In our master thesis, we have chosen to delimit our selection to blue chip companies listed 
on either the Large Cap- or Mid Cap-lists at the Stockholm Stock Exchange. Also, the ap-
proach will mainly consider financial impacts, and not the effects on human capital within 
the chosen companies. 
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2 Theoretical framework 
This chapter aims to describe and exemplify the different theories used for analysis of the empirical findings 
that will help us fulfil the purpose of the master thesis. 

The valuation and credit rating models used in this thesis, which are described in the theo-
retical framework, use inputs derived from market data and annual reports. The pre- and 
post-estimations were made to financially prove, or disprove, the argued change in stock 
price and default risk. Different models have been chosen, as different financial structures 
do not all apply to the same contingencies and therefore alternative models need to be 
used.  

2.1 The balance sheet and capital structure 
The balance sheet overviews the current state of a company’s assets financed by equity and 
debt. The assets are located on the left side, i.e. the active side, and their corresponding fi-
nancing; equity and debt, are on the right side of the balance sheet, i.e. the passive side. The 
capital structure shows the balance in how a company finances the assets of its business, 
measured in the so called debt-to-equity ratio, or D/E-ratio. With reference to the balance 
sheets below, a low D/E-ratio implies a significantly larger amount of equity financing in 
contrast to the high D/E-ratio proving a large amount of debt. (Ross et al., 2005) 

 

Figure 2.1 Balance Sheet & Capital Structure 

The D/E-ratio is calculated by dividing the amount of total amount of debt with the sum 
of equity. In the balance sheet to the left, the D/E-ratio is equal to 6/14 = 0,43, and in the 
balance sheet on the right-hand side we get 13/7 = 1,86. The high D/E-ratio is common in 
companies with large inventories that are expensive to the businesses such as the steel 
manufacturing industry. (Ross et al., 2005) 

2.1.1 Optimal capital structure 
The optimal capital structure of debt and owner’s equity maximizes the value of a com-
pany’s stocks. Over time, this is a changing balance due to the potentially variable risk-
profile of the various projects that are undertaken by the company in question. Researchers 
have yet to prove the existence of an optimal capital structure. However, there are com-
promising approaches to find the desirable financing mix with a reasonable accuracy. The 
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existing theory considers aspects such as effects from taxation and risk in order to reach 
the ‘right’ balance which will finance the company. (Wramsby, G. & Österlund, U., 2004) 

Debt financing of the balance sheet has the benefit of a tax deductible interest rate (to 
some extent). A firm with low solvency has a lower cost of capital in comparison to it be-
ing all equity financed. However, more debt financing means a higher risk-exposure to the 
owner, who eventually will demand a higher return on their equity stake. (Wramsby & 
Österlund, 2004) 

2.1.2 Tax Shields 
One way for a firm to reach its optimal capital structure is leverage. A firm can leverage by 
taking a loan or other borrowings. Although it increases the risk, there is one major advan-
tage to the increased debt; tax shields. An unlevered firm is in other words an all-equity 
firm with only two claims; the equity holders and the government (taxes), whereas the lev-
ered firm has three claims; equity holders, debt holders and the government.  

A tax shield can be created by any type of debt financing since the interest on debt is tax 
deductible. (Ross et al., 2005) 

TCrBB   = TCB
  rB

B= Amount borrowed  rB = Interest rate TC = Corporate tax rate 

Example: To calculate the value of a tax shield we first need to calculate the tax deductible amount, 
which is the same as the interest amount. If a company has debt of five million and the interest rate is 10 
percent the tax deductible interest amounts to 500 000. This value is then multiplied by the current corpo-
rate tax rate (35%). This gives us a yearly reduction in corporate taxes of 175 000. To calculate the reduc-
tion in perpetuity, assuming that the firm’s  cash flows are perpetual and has the same risk as the interest 
rate on debt, we simply discount with rB, giving us a present value of = 1 750 000 (175 000/0,1). 

2.2 Return on Equity and Equity Growth 
Return on Equity, also known as ROE, measures the profitability of a company, i.e. the re-
turn a company manages to generate on the owners’ equity. This key ratio is also an ap-
proach in comparison of the profitability of competitors in the same business. (Damoda-
ran, A., 2002) 

The calculation of ROE is made by dividing the after-tax earnings with the book value of 
common equity of the average common stockholders. In cases where a company has both 
common and preferred stockholders, their investor claims respectively may differ. There-
fore the fairest way of measuring ROE more precisely is by dividing net income after pre-
ferred dividends by the book value of common equity. 

Growth is the positive change in equity over a certain period of time. The calculation is 
fairly simple, but can be divided in to small fragments to see what it is affected by. The re-
tention ratio reveals how large part of the preceding earnings that are reinvested in the 
company and not plowed back to the shareholders. (Kilholm Smith & Smith, 2002) 

Depending on the inputs that are available to the analyst, several approaches calculate ROE 
and growth: 
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Table 2.1 ROE & Growth 

ROE = NI/E G Growth 
G = ∆E/E NI Net income 
∆E = NI x R R Retention ratio 
G = [NI/E] x R ROE Return on Equity
G = ROE x R E Equity 

ROE = [NI/S] x [S/A] x [A/E] S Sales 
g* = [NI/S] x [S/A] x [A/E] x R A Assets 
NI = [EBIT – r(A-E)](1-tc) ∆ Delta (change) 
g* = [(EBIT – r(A-E)) (1-tc)]/S x [S/A] x [A/E] x R r Cost of debt 

EBIT  Earnings before interest and taxes tc Corporate taxes 
g*          Sustainable annual growth rate of equity    

(Kilholm Smith & Smith, 2002, pp. 179) 

A high level of ROE implies a strong year for a company while a low one displays a weak 
year. However, a company can affect its profitability without actually increasing its real 
earnings. If dividends are paid out from the retained earnings in the balance sheet, the 
common equity becomes smaller. If the earnings are still the same as preceding year and 
the balance sheet is smaller, the company will thus be more profitable but with a decline in 
the equity growth rate. (Kilholm Smith & Smith, 2002) 

2.3 Capital Asset Pricing Model (CAPM) 
The Capital Asset Pricing Model, also known as CAPM, is the most standardised approach in 
the analysis of risk and return. The outcome of a calculation of CAPM for a certain asset 
displays a reasonable expected return in relation to the risk of the owning the asset, a so 
called risk-adjusted discount rate. There are three inputs in this model; risk-free rate of interest, 
risk premium and beta-value of the stock. The risk-free rate of interest is determined by what 
can be regarded as a risk-free investment, for instance a government bond where the yield 
is guaranteed by the government during the time to maturity. The risk premium is the re-
turn that can be expected from the aggregate market subtracted by the risk-free rate of in-
terest. The last input, the beta-value, is a measurement of variation between the stock in 
question and the aggregate market. (Wramsby & Österlund, 2004) 

Analysts applying CAPM must, according to Damodaran (2002), regard the some underly-
ing assumptions of this model. The approach assumes a well-functioning stock market in 
equilibrium with no account for transaction costs (e.g. courtage) or tax cost on profits. 

A study performed by consulting firm Öhrlings PricewaterhouseCoopers Advisory in April 2006 
confirms a belief among investors on the Swedish market of a market premium being equal 
to 4,5 percent. The study also reveals that most analysts regard the 10-year Swedish gov-
ernment bond as the risk-free rate of interest. (Öhrling PriceWaterhouseCoopers, 2006) 

 

Re = rf + β x [ rm - rf ] 
rf = Risk-free rate of interest 
β = Beta value of stock 
rm = Expected return on the market portfolio 

[ rm - rf ] = Risk-premium 
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2.3.1 Weighted Average Cost of Capital (WACC) 
In accordance with Damodaran (2002), the weighted average cost of capital is the current 
value in percentage of the average cost of capital and debt in a company’s balance sheet. 
An analysis of the WACC displays how much average return a company must manage in 
order to meet all of its obligations. A high value of the calculated weighted average cost of 
capital implies a high risk in the financing of the balance sheet, meaning that the company 
must take greater risks in order not to under perform. 

This approach is dependent upon several variables such as cost of debt, cost of equity, 
amount of debt, amount of equity and corporate tax cost. Assets that are financed by long-
term debt involve costs of interest that often are deductible in the income statement. 
Therefore, in many cases debt financing is favourable to a company from a cost-savings 
perspective. However, this does not include assets financed with non-interest bearing 
short-term debt. In a valuation of the present value of future cash flows, more specifically a 
Free Cash flow to Firm-approach, WACC is used as a discount rate to find a value. This will 
be explained more in depth later on in this thesis. (Damodaran, 2002) 

The formula for calculating WACC is: 

rwacc = [ E / ( D + E ) ] x rE + [ D / ( D + E ) ] x rD x ( 1- tc ) 

rwacc = Weighted average 
cost of capital 

rE = expected return on eq-
uity 

D = debt 

tc = tax cost rD = cost of debt E = Equity 

(Wramsby & Österlund, 2004, p. 312) 

 

Figure 2.2 Weighted Average Cost of Capital 

WACC in left-hand balance sheet:  (14/20) * 12 % + (6/20) * 6 % * (1 - 0,28) = 9,70 % 

WACC in right-hand balance sheet: (7/20) * 12 % + (13/20) * 6 % * (1 - 0,28) = 7,01 % 
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2.4 Valuation models 
There are several different approaches in the valuation of a company. The financial models 
differ depending on what characteristics the company in question applies to. Mainly, there 
are three different types of valuation models that are used for determining the market capi-
talization of listed companies. The value is determined upon the information derived from 
the balance sheet, income statement, operating cash flow and market volatility and outlook. 
These types are discounted cash flow valuation, asset-based valuation and relative valuation. (Damo-
daran, 2002) 

2.4.1 Discounted Cash Flow Valuation (DCF) 
The cash flow is the cash that a firm generates and is able to pay to its creditors and share-
holders. In a cash flow valuation, the estimated future cash flows are discounted to a cer-
tain discount rate which is determined by the valuation approach the analyst chooses. The 
present value will thus be the theoretical value of a company. In contrast to a purely asset-
based approach to valuation, a DCF-model is computed with the risk and growth potential 
involved in the market. Several models can be used to get a ‘fair value’ depending on the 
characteristics of the company of interest to the analyst. (Damodaran, 2002) 

Kilholm Smith & Smith (2002) outlines the main drawbacks with this valuation method. A 
company with no evident cash flows preceding years has no history to base future predic-
tions upon. Also, a company that performs cash demanding activities, such as major in-
vestments or organization restructuring, may have a negative cash flow during the period 
of investigation, but is still able to turn a profit due to these investments being depreciated 
over several years. A third drawback is the optimism and pessimism in the estimation of 
growth. The longer the analysis reaches over time, the model tends to get more sensitive to 
the assumptions made regarding its chosen inputs. 

It is important to make a distinction between a firm’s cash flow and profit. The cash flow 
represents the actual in- and out-flows of cash in a firm under a certain period of time, 
while the profit (derived from the income statement) monitors the result of a firm which is 
affected directly by for instance depreciation, accounts receivables and payables. (Wramsby 
& Österlund, 2004) 

Free Cash Flow to the Firm (FCFF) 

The approach Free Cash Flow to the Firm (FCFF) is defined as “the sum of cash flows to 
all the firm’s claimholders”, with claimholders being bondholders, stockholders and pre-
ferred stockholders. The model can be seen as a general model derived from the sum of all 
cash flows in a one-stage discounted value, i.e. if growth is assumed to remain constant. 
Also two-, three-stage or more cash flow estimates can be made depending on the market 
outlook for the firm in different stages of the business cycle, for instance rapid growth, sta-
ble growth and no growth respectively. The discount rate that is used is the weighted aver-
age cost of capital. The main drawback with a valuation built upon a cash flow approach is 
the assumptions about future growth rate. As the analysis reaches ahead in the future, the 
results tend to become less accurate. (Damodaran, 2002) 

The FCFF-model is best suited for firms are in the leverage changing process or generally 
have high leverage, and the results of this approach display the firm’s value and is deter-
mined by the sums of all cash flows to eternity discounted by the weighted average cost of 
capital. (Damodaran, 2002) 
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Table 2.2 FCFE 

 FCFE 
+ Interest Expense*(1-Tax Cost) 
+ Principal repayments 
- New debt issues 
+ Preferred dividends 
= FCFF 

(Damodaran, 2002, p. 382) 

 

Value of firm =  FCFFt /(1 + WACChg) + [FCFFn+1 / (WACCst - gn)] 
hg = high growth  (1 + WACChg)n 
st = stable growth   

(Damodaran, 2002, p. 388) 

Example 1 (constant growth): A company is assumed to generate a cash flow of SEK 10 million 
on an annual basis with a growth rate of 5 percent. The weighted average cost of capital is calculated to be 
10 percent. 

10 000 000 * (1 + 0,05) / ( 0,10 - 0,05 ) = SEK 210 million 

Example 2 (variable growth): A company is assumed to generate a cash flow of SEK 12 million for 
the first two years, SEK 8 million the following year and from the fourth year and on the cash flow is an-
ticipated to equal SEK 10 million on an annual basis with a growth rate of 5 percent. The weighted aver-
age cost of capital is calculated to be 10 percent. 

12 000 000/(1,10)+12 000 000/(1,102)+8 000 000/(1,103)+(1/1,104)*(10 000 000/(0,10-
0,05) = SEK 163,4 million 

Gordon Growth Model (GGM) 

According to Damodaran (2002), the Gordon Growth Model (GGM) is a slightly different 
approach to valuation working as a substitute to an FCFF-valuation of a company. As 
mentioned earlier, the management can allocate the free cash flow of the firm into three 
different categories; acquisition of stock, repurchase of own stock or dividend payout to 
the owners. GGM focuses only on the dividends rather than the sum of the accumulated 
cash flow. The criterion is stability in the dividend payout and growth over time.  

The model is fairly simple, however, the anticipations regarding growth and expected re-
turn requires a high level of precision. Inputs that are incorrect tend to have a significant 
impact on the outcome. The discount rate that is used in the GGM is the expected return 
on equity and must be larger than the growth rate in order to be applicable. (Ross et al., 
2005) 

 Value of stock = DPS1 / ( ke – gn ) 
DPS1 = Dividend per share 
one year from now 

ke = cost of equity gn = growth rate of dividends to per-
petuity 

(Damodaran, 2002, p. 323) 
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Example: A company is expected to pay dividends of SEK 1 million next year with a 5 percent antici-
pated growth and a cost of equity of 15 percent. 

1 000 000 / (0,15 – 0,05) = SEK 10 000 000 

Free Cash Flow to Equity (FCFE) 

Contrarily to the GGM-model, the FCFE-approach focuses on all the cash flows that go to 
the owners’ equity, and is a model that is preferably used to value companies with stable 
leverage. The cash flow is adjusted for taxes and reduced by the cash-outflow due to inter-
est on debt, before it is finally discounted by the rate of expected return. (Wramsby & 
Österlund, 2004) 

Table 2.3 FCFE 

 Net income 
- (Capital expenditures - depreciation) 
- Change in non-cash working capital 
+ New debt issues 
- Debt repayments 
= FCFE 

(Damodaran, 2002, p. 352) 

 Value of stock = FCFE1 / ( ke – gn ) 
FCFE1 = FCFE one year from 
now 

ke = cost of equity gn = expected growth rate to perpetu-
ity 

(Damodaran, 2002, p. 359) 

Example: A company’s cash flow is equal to SEK 4 million and has a debt of SEK 10 million. The 
tax cost is 30 percent, debt interest rate is 10 percent and the expected return owner’s on equity is 15 per-
cent. 

[(4 000 000 – 0,10 * 10 000 000) * (1 – 0,30)] / 0,15 = SEK 6 000 000  

2.4.2 Asset-Based Valuation 
A valuation of a firm that does not consider the potential cash flows or future profits, but 
rather the value of the assets is an asset-based approach to a firm value. The aim is to es-
tablish a correct value of the assets minus the debts in the balance sheet, i.e. what the equity 
of the firm is worth. What values are motivated when selling all of the firm’s assets? There 
are several reasons for a use of this approach: 

- Liquidation or bankruptcy value, i.e. the value of a firm’s assets minus its debt in a bank-
ruptcy situation. 

- Replacement cost, i.e. how much monetary resources would need to be invested in order 
to rebuild an identical firm, also in regards to the restructuring costs. 

- Firms with highly liquid assets, i.e. firms with assets that have a strong and fair second-
hand market, e.g. fund managing firms, shipping companies and real estate firms. 

(Damodaran, 2002) 
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2.4.3 Relative Valuation 
Contrarily to the cash flow valuation approach, relative valuation is a tool for comparing 
key ratios of a company in relation to its competition or its specific industry. This bench-
marking approach is a popular and quite comfortable way of pointing out a ‘fair value’ of a 
stock. However, one should not rely completely upon these relative values since many of 
these key ratios ignore cash flow potential, risk and growth. Two companies can have the 
exact same price per earnings-ratio, but that does not necessarily imply that the financial 
fundamentals or risk are the same. One of the stocks can be over- or undervalued and 
therefore it is important to use relative valuation with cautiousness in order to avoid pit-
falls. Also, firms have varying accounting principles and financing methods which often is 
reflected in for example differences concerning asset depreciation, capital structure or 
planning of corporate tax payments. Therefore, the selection of key ratios is crucial to the 
analyst. (Kilholm Smith & Smith, 2002) 

Enterprise Value per sales 

The enterprise value per sales is a substitute for profit-based ratios and is used, a so called 
firm value multiple with ‘not normal’ margins as the underlying assumption. Fewer 
EBITDA’s are negative and the depreciation pace among different corporations varies 
greatly, which ends up affecting comparisons among firms negatively. By relating pre-debt 
earnings and market capitalization, companies with major investment needs can be com-
pared to unsimilar companies. 

The main relation outlined in an EV/EBITDA-analysis is between the company’s market 
capitalization and EBITDA. More specifically, there are five determinants to conclude an 
EV/EBITDA-ratio; tax cost (tc), depreciation and amortization (DA), reinvestment re-
quirements (R), weighted average cost of capital (rwacc) and expected growth (g). (Damoda-
ran, 2002) 

Enterprise Value (EV) = Market value of equity + value of debt – cash 
EBITDA = Earnings before interest, taxes, depreciation and amortization 

 

EV = (1 - tc) – DA/EBITDA x (1 - tc) – R/EBITDA  
EBITDA  (rwacc - g ) 

 (Damodaran, 2002, p. 504) 

Example: A company’s market capitalization is SEK 100 million and EBITDA is SEK 90 million 
with corporate taxes being 30 percent. Depreciation and amortization is SEK 20 million and reinvestment 
is SEK 8 million. Rwacc amounts to 12 percent with an annual growth rate of 4 percent. 

EV/EBITDA = [ (1 - 0,30) – (20/ 90) x (1 - 0,30) – 8/90]/[0,12 – 0,04] = 5,69 

Price per earnings 

One of the most popular key ratios is the Price per earnings-ratio, also known as the P/e-ratio. 
The P/e-ratio displays the market valuation of a stock in relation to the profit of the com-
pany at a certain time and is also an indication of the general mood of the market for this 
specific stock. A P/e-ratio of 15 means that the stock market is currently valuing the com-
pany in question to 15 times its yearly profit. A high P/e-ratio implies a market that has 
high expectations on future profits and that is willing to pay more for the stock in question 
contrarily to a company with a low P/e-ratio. (Wramsby & Österlund, 2004) 
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Damodaran (2002) advocates that the main drawback of the P/e-ratio is the misusage in 
the frequently ignored fundamental aspects of the firm, which often leads to significant er-
rors in the valuation of a stock. 

In addition to what is explained above about relative valuation, the credit rating will go 
more in depth into the relations and meanings of between different key ratios. 

2.5 Credit rating 
According to Damodaran (2002), the most commonly used measure of default risk is the 
company’s bond rating. This rating is generally done by an independent ratings agency such 
as Standard & Poor’s and Moody’s. The measures carry significant weight in the financial 
market. The process of credit rating is initiated by the issuer of the bond requesting a rating 
from one of the bond rating agencies. These agencies build their rating upon information 
retrieved from the company itself and published financial statements. The ratings assigned 
are in Standard & Poor’s case ranging from investment grade ratings of AAA to high 
probability of default rating; D. These ratings can be accompanied by either a plus (+) or 
minus (-) sign indicating the relative standing with other companies with the same rating. 
(Thomas Porter, personal communication 2007-03-05; Standard & Poor’s, 2007) 

Table 2.4 Definitions of Credit Ratings 

AAA Extremely strong ability to meet financial obligations 

AA 
Very strong ability to meet financial obligations, small devia-
tion from AAA-rating 

A 
Strong ability to meet financial obligations, but high suscep-
tibility to changes in external circumstances 

BBB 
Adequate ability to meet financial obligations, but external 
circumstances may lead to larger fluctuations in debt pay-
ment capacity 

BB 
Weak ability to meet financial obligations and highly sensi-
tive to any fluctuations in external circumstances. 

B 
Inadequate ability to meet financial obligations and more 
sensitive than BB-rating. 

CCC 
Vulnerable to non-payment and highly dependant on exter-
nal circumstances to meet its financial commitments. 

D 
Default on payments. This rating is only given when pay-
ment is not made upon requested date; it is also used when 
filing a bankruptcy petition. 

(Standard & Poor’s, 2007)   
 

The rating a company receives is in large part dependent on key financial ratios measuring 
its capacity to meet debt payments and generate stable cash flow. The table below displays 
the most commonly used ratios to measure default risk. 
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Table 2.5 Financial Ratios to Measure Default Risk 

Ratio Description 

EBIT interest coverage (Pre-tax income from continuing operation + interest expense) / Gross 
interest 

EBITDA interest coverage EBITDA / Gross interest 

Funds from operations / Total 
Debt 

(Net income from continuing operations + depreciation) / Total Debt 

Free operating cash flow / Total 
Debt 

(Funds from operations – capital expenditures – change in working 
capital) / Total Debt 

Pre-tax return on permanent 
capital 

(Pre-tax income from continuing operations + interest expense) / Aver-
age of beginning of the year and end of the year of long- and short-term 
debt, minority interest and shareholders’ equity 

Operating income / Sales (%) (Sales – COGS before depreciation – selling expenses – administrative 
expenses – R&D expenses) / Sales 

Long-term debt capital Long-term debt / (Long-term debt + Equity) 

Total debt / Capitalisation Total debt / (Total debt + Equity) 

(Damodaran, 2002, p. 81) 

2.6 Leveraged Buyout 
A firm can be acquired in many ways. Usually it is acquired by another firm by one of the 
following processes; Merger, Consolidation, Tender Offer or Acquisition of assets. But it can also 
be acquired in a Buyout, where outside investors or the firms own managers buy the com-
pany, and by doing so, turn it into a private business. If a target firm is acquired by a group 
of investors that include the management of the firm it is called a Management Buyout 
(MBO), and if the acquisition is financed primarily by debt, it is called a Leveraged Buyout 
(LBO). These are the most common types of buyouts, but there are several variations, 
most notably is the Leveraged Management Buyout (LMBO), where a Management Buyout is fi-
nanced with debt. (Damodaran, 2002) 

The main purpose of an LBO is to allow the investors to make large investments without 
committing large sums of capital by funding it with debt. Often the investor’s goal is to re-
verse the buyout within 3 to 7 years, i.e. by a public offering or selling the firm to another 
company, at a profit. An LBO can also generate value to the firm by the tax deduction 
caused by the additional debt. In the case of an LMBO value is also created by the extra in-
centive to work hard when the previous managers become owners. (Ross et al., 2005)  

Because of the high debt/equity ratio in LBO’s (often as high as 90/10) it is important that 
the companies operating cash flow is strong enough to be able to cover the large interest 
payments. The owners are well aware of how the firm’s debt/equity ratio behaves in the 
case of a leveraged buyout; hence it becomes more accurate to use the adjusted-present-value 
(APV) approach than the weighted average cost of capital (WACC) approach with a changing 
capital structure. (Ross et al.,2005)  
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Valuing Leveraged Buyouts – According to the APV method 

The maximum value of the levered firm (VL) is its value as an all-equity entity (VU), plus the 
discounted value of the interest tax shields from the debt its assets will support (PVTS), 
stated as the following:  

VL
 = VU + PVTS 

       ∞ ∞

= ∑  UCFt    + ∑ TcrBBt-1

    t=1    (1+r0)t  t=1    (1+r0)t 

UCFt = Unlevered CF for year t 

r0 = Required return on assets 

Bt-1 = the debt balance remaining at the end of year (t-1) 

rB = interest rate on debt 

Tc rB Bt-1 = tax shield for year t  

2.7 Strategic approach 
Financial aspects of a company are crucial; however, strategy is of great importance for the 
investor and the company. It is of the essence for any stakeholder that the company in 
question fits a certain strategic profile and has a clear vision in order to enhance profitabil-
ity and strategic position. 

2.7.1 Legal aspects 
According to Swedish law, every limited company needs a board of directors, and in the 
case of public limited companies the board should consist of three members or more. The 
board of directors is usually appointed at the annual shareholders meeting, but through dif-
ferent regulations in the corporate charter, the right to appoint one or more board mem-
bers can be given to someone else. An example of such a regulation is to give a specific 
major shareholder the right to appoint board members. For a person to be eligible to serve 
as a board member they must be of legal age, not be under bankruptcy or a ban of business 
operations. (Smiciklas, M., 2006) 

A board of directors should hold regular meetings on which they make decisions through a 
process of voting. Board members are not allowed to vote on matters that would affect a 
deal between the company and himself. This rule is in place to protect the company from 
the board of directors making decisions that are unfavourable for the company. The board 
of directors may also not make decisions that are not in line with the so called general 
clause. The clause prohibits the board from making decisions that favour a specific share-
holder, if this is not in the best interest of the company. (Smiciklas, 2006) 

2.7.2 Stakeholders 
According to Johnson, G., Scholes, K. & Whittington, R. (2005), the stakeholders of a 
company are the groups or individuals upon which the company depends and who need 
the organisation to fulfil their goals. The most notably external stakeholders are a com-
pany’s shareholders and financial institutions, and also customers, suppliers and unions. 
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Key stakeholders are also the government agencies and policy makers who use their influ-
ence to direct the company towards a socially acceptable strategy. Internally, the employees’ 
stake is for the company to do well enough in order to avoid down-sizing or other restruc-
turing that will put the employees in a worse of position. This is in symbiosis with the un-
ion, who represents the employees. 

Stakeholder mapping is a way of defining stakeholders’ expectations and power, i.e. how in-
terest they are to determine the company’s strategy and whether they have the authority to 
do so.  

 

Figure 2.3 Stakeholders 

(Johnson et al., 2005, p. 182) 

The so called Power/Interest Matrix above illustrates the relationships between different 
stakeholders and the company. Low interest and low power stakeholder fits the profile of 
(A), Stakeholders in (B) often include employees and minority shareholders with a high 
level of interest, but a small ability to influence the corporate strategy. Profiles fitting to 
high power and low interest (C) are mostly major customers of the company that are indif-
ferent to the chosen strategy. Finally, the most influential stakeholder to the company (D) 
is the one with high level of interest in the company and the power to impact on strategic 
decisions, for instance corporate headquarters, large and hostile customers and major 
shareholders. (Johnson et al., 2005) 

2.7.3 Ethics and Social Responsibility 
At the macro level, a company deals with issues on a national or international arena. Ac-
cording to Johnson et al. (2005), ethics is, in contrast to the basic stakeholder responsibili-
ties, defined as how the company exceeds these minimum requirements. Mainly, there are 
four stereotypes defining the ethical stance of a company; short-term shareholder interest, 
long-term shareholder interest, multiple stakeholder obligation and shaper of society. 
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Figure 2.4 Ethics & social responsibility 

(Johnson et al., 2005, p. 189) 

The short-term shareholder interest implies a strategy by the company in question merely 
adheres to government legislation and regulation, and the constraints the society imposes 
the business and nothing more.  The second type, the long-term shareholder interest, is 
similar but with a long-term perspective on creating added value for the shareholders by 
managing relationships with other stakeholders. The multiple stakeholder obligations mean 
that the company is more concerned with all stakeholders’ rather than only shareholders’ 
expectations. Finally, shaper of society, which can be said to prioritize ideological values 
rather than financial. However, this strategy is hard to follow for a company that is ac-
countable to external shareholders who prefer financial value. (Johnson et al., 2005) 

2.7.4 Synergies 
Synergies may or may not appear when two companies are merged. Financial synergies ex-
ist where there are cost reductions resulting from a merger. Also, financial risks that are de-
creased or the financial strength gained due to a merger are regarded as synergies. Opera-
tional synergies appear when costs for marketing and production decrease as the size of the 
combined company grows. (Damodaran, 2002) 

The valuation of any potential synergies must be carried out stepwise. Firstly, the analyst 
must value each company separately and make an estimation of future free cash flows. The 
combined present value of both firms’ discounted cash flows is then calculated to be com-
pared with a merged cash flow of the two companies with regards to potentially lower costs 
or increased revenues. Finally, with these adjustments made, a new value can be computed 
and compared to the initially calculated value to get the estimated synergy gain. (Damoda-
ran, 2002) 

Value of company 1 & 2 > Value of company 1 + Value of company 2 

(Damodaran, 2002, p. 696) 

2.8 A practical application of theories 
Much of the chosen theory in this thesis regards corporate strategy and governance, capital 
structure, valuation and credit rating. An article written by Goedhart et al. (2006) display 
the implications these factors potentially can have if altered and combined in different 
ways. 
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According to Goedhart et al. (2006), a company’s management must consider how to cre-
ate a capital structure that is optimal to the company. Is the company better off reinvesting 
the excessive cash or should it pay dividends to the owners? The composition of equity and 
debt financing of a company’s assets has different benefits. On one hand, there are tax 
benefits of debt since the interest payments are often deductible in the income statement; 
on the other hand, equity financing gives the company more financial flexibility. 

Theoretically, a company can use capital structure merely as a calculation of potential tax 
shields or to increase the earnings through a share repurchasing programme. However, 
Goedhart et al. (2006) highlight the importance of a capital structure that is in line with a 
company’s business strategy. 

A poorly composed capital structure’s effect on operations and business strategy outweighs 
the tax benefits. Therefore a company should strive at creating a balance between financial 
flexibility and fiscal discipline. A change in the capital structure has an impact on a com-
pany’s intrinsic value through the effect on cost of capital and discounted operating cash 
flows, i.e. its real value. The positive aspect of a company relying more on debt financing is 
the lower weighted average cost of capital, i.e. if cost of debt is less than cost of equity. 
(Goedhart et al. 2006) 

In accordance with Goedhart et al. (2006), too much debt hinders the company from act-
ing flexible and reduces its ability to act on investment opportunities, and thus decreases its 
discounted present value. The complexity of the balance sheet, corporate strategy and fi-
nancial strength is difficult to analyse when balancing fiscal discipline with financial flexibil-
ity. This makes capital structure management a task requiring precision and accuracy. 

Management can change the capital structure through share buy-backs, acquisition with 
own shares or dividends. The future investment needs determine the proper financing 
strategy of the company, and thus affect the capital structure. (Goedhart et al., 2006)  

These changes raise two issues; taxation and signalling effects. The concept of dividends 
and share buybacks implies tax costs for the shareholder and the company. However, it 
signals to the market that the company is moving towards its long-term capital structure 
goal, and is an acknowledgement of “a balance between the discipline and tax saving of 
higher debt with the flexibility of a lower debt”. (Goedhart et al., 2006) 

Porter (2007) argues that an optimization of a company’s capital structure is by relying on 
debt financing only. The tax benefits from such action would maximize the company's in-
trinsic value to the given growth and future cash flows. However, he states, this approach 
would only be mathematically applicable and the company would, in reality, end up with a 
junk bond-status and most likely default on its loans. 

To make the use of the theoretical framework along with the above arguments along more comprehensible, a 
clarification will follow below: 

Companies can, in practice, through a dividend payout decrease the amount of retained 
earnings from the equity as well as the cash from the assets in the balance sheet. The capital 
structure will experience a shift pointing towards a larger proportion of debt financing in 
comparison to the capital structure prior to the dividend payout. Referring to what is writ-
ten earlier on in the theoretical framework and the empirical study of this thesis, tax shields 
will have a significant impact on the weighted average cost of capital in the event of a larger 
extra dividend payout since debt increases and thus decreases the weighted average cost of 
capital. 
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A major dividend payout will not necessarily affect the future operating cash flows. How-
ever, a cash flow valuation with a lower discount rate to the same anticipated future cash 
flows and growth as prior to the dividend will in fact result in a higher present value (stock 
price). Also, as the equity gets smaller and (if) profits remain the same, the company will 
have a potentially higher return on equity. However, in situations where companies are val-
ued by the market from a net worth perspective, the stock price will decline. The balance 
sheets below illustrate this effect: 

 

Figure 2.5 Dividend payout and the balance sheet 

The balance sheet is displayed before and after dividend payout. The dividend is equal to 3 
and will decrease the size of the balance sheet from 20 to 17. The cash on the asset side is 
reduced by 3, and so are the retained earnings on the equity side. The capital structure with 
the D/E-ratio changed from 0,43 to 0,55. Assuming that the growth of 5 percent annually 
will remain the same in both cases, we get the following values from a Free Cash flow to 
Firm-valuation: 

Before dividend payout: 5 000/(0,097 – 0,05) =  106 474 

After dividend payout: 5 000/(0,0929 – 0,05) =  116 566 

Difference:   9,48 percent higher value after dividend payout 
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3 Method 
This chapter aims to describe and explain the different approaches that have been taken in order to find the 
necessary data to fulfil the purpose of our master thesis.  

In order to fulfil the purpose of our master thesis, different methods can be used to collect 
information through approaching the field of research from an inductive or deductive an-
gel using a quantitative or qualitative study. Our master thesis will be applying a qualitative 
approach of a predetermined number of companies and make our analysis from the mate-
rials gathered from interviews, notes and news articles. 

3.1 Qualitative versus quantitative approach 
According to Holme, I.M. & Solvang, B.K. (1997), a quantitative approach is based on re-
interpreting information into numbers to more easily describe the subject in question. The 
researcher asks a number of simple questions to increase the quantity of sources and then 
uses the gathered information for statistical analysis. This approach gives the researcher a 
comprehensive rather than fundamental understanding. The study is often based on ques-
tioners’ with predefined questions and answers, which facilitates the process of turning the 
gathered numbers into data. (Holme & Solvang, 1997)  

The qualitative approach is, according to Trost, J. (2005), about turning the gathered in-
formation into patterns and by interpreting these patterns be able to get a more profound 
understanding of the subject in question, contrarily to the quantitative approach, which 
draws general conclusions. Gathering information this way is time consuming. The investi-
gator uses a more specific selection of interviewees aiming to obtain a more in depth rather 
than a general understanding of the subject. (Holme & Solvang, 1997; Svenning, 2003) 

There are different approaches to perform a qualitative investigation, but in general investi-
gations are most commonly carried out through interviews or observations (Svenning, C., 
2003). The research can be open and non-structured with no predefined questions or an-
swers. (Holme & Solvang, 1997) 

The general approach of the study thus becomes qualitative allowing us not to make a gen-
eral conclusion, but rather monitor the aspects of the actions in these five companies. 

3.2 Deductive versus inductive approach 
The analyst can either approach his/her field of investigation from a deductive or inductive 
angle. A deductive approach implies a theoretical starting-point where the investigator 
analyses the applicability, use and development of the theory in regards the empirical find-
ings. The approach aims to test the origin of the theory and extend its use to make predic-
tions or estimations of reality. (Artsberg, K., 2003) 
 
An inductive investigation is used when the analyst uses the empirical findings as a starting-
point for his/her choice of theoretical framework. The inductive approach is preferably 
used when studying an area where little or no prior research exists. (Holme & Solvang, 
1997) 
 
The access to information from annual reports implies that a deductive approach serves 
our purpose better than an inductive. 
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3.3 Primary and secondary data  
Data with the main purpose to specifically give answer to the problem in question is called 
primary data. Primary data is collected through questionnaire studies, interviews or similar 
investigations. Secondary data is, on the other hand, data that has already been computed or 
collected to give answer to a previously studied problem. Therefore secondary data cannot 
be communicated as effectively to ones investigation as primary data. The main drawback 
with the use of secondary data is its relevance, i.e. it having been collected by another in-
vestigator to fulfil a potentially complete different purpose. This type of data is easily ac-
cessed via books, statistics, reports and databases. 

3.3.1 Primary data 
The deep understanding needed for our investigation of the chosen topic has made us turn 
to individuals that supposedly have great knowledge in their specific field of expertise, from 
which we can profit. These people represent credit rating institutions, activist funds, in-
vestment banks, newspapers and shareholders’ associations. The primary data provided by 
these individuals will be both the foundation for our empirical framework and guidance. 

Interviewing techniques 

When gathering primary data for an investigation, there are generally two main alternatives 
to choose from; structured or unstructured interview. A structured interview is performed 
by an investigator with questions as well as answers predetermined. This type of interview 
allows the investigator to enjoy the simplicity of comparison between the answers of many 
interviewees. (Lantz, A., 1993) 

Contrarily to a structured interview, the unstructured interview is more personalized in that 
the investigator poses his/her questions in a discussion. The answers will be found to be 
less structured, and the aim is to invite the interviewee to conduct a more free discussion 
and share personal reflections and opinions. An implementation of this approach can also 
lead to follow-up questions that arise from what is told by the interviewee. The drawback 
with an unstructured interview is, in contrast to the structured interview, the increased dif-
ficulty of comparison of data from different sources. (Lantz, 1993) 

The interviewing techniques chosen in this master thesis are a mixture of the structured 
and unstructured approaches, due to the need for direct answers, but also the need for an 
inspirational discussion. The interviews were chosen upon the following intentions: 

• Interviewing specialists to gain practical knowledge regarding approaches for dif-
ferent kinds of financial estimates and analyses 

• Interviewing critics to get an opposing view of so called asset-stripping. 

For our thesis, a total of three interviews have been performed, two separate and one fol-
low-up. One has been personal and two have been telephone interviews.  

Presentation of the chosen interviewees 

André Munkelt, credit analyst at Morgan Stanley in London, UK. Munkelt works at the 
credit division specializing in leveraged buyouts and was contacted to provide deeper un-
derstanding regarding the implications about default risk in leveraged buyouts. Munkelt was 
chosen since one of the authors had a previous connection to the interviewee. 
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Thomas Porter, product consultant employed at Standard & Poor’s in London, UK, who 
works with client support. Standard & Poor’s is one of the world’s largest credit rating 
agencies, and Porter was contacted regarding issues concerning credit ratings and analyses 
of default risk in companies listed on the stock market. As product consultant, Porter was 
pointed out to us as an analyst with the expertise fitting our purpose. 

3.3.2 Secondary data 
Theoretical framework from textbooks within corporate finance, organization and strategy 
has mainly been used as secondary data to fulfil the purpose of our master thesis. Also, in-
formation has been gathered via newspaper articles and articles on the Internet. In order to 
form our composing strategy, we have searched the LIBRIS for inspiration with relevant 
key words. 
 
The key words that were used most commonly were Cevian Capital, Capital Structure, Credit 
Ratings, Dividend policy, Aktiespararna, Lindex, Skandia, Old Mutual and Volvo. Also, continu-
ously with the master thesis, these key words have been altered in different combinations 
to find criticism from different angles. The chosen companies in our thesis will be de-
scribed strategically and financially through information retrieved from their respective in-
come statements, balance sheets and cash flow statements. Also, market data have been 
gathered via OMX e.g. risk-free rate of interest, market variations etc.  
 

3.4 Criticism towards the study 
Literature in the Swedish oriented environment of our thesis has been quite hard to find. 
Most literature (strategy, organization and finance) is American, which implies a potentially 
skewed image in regards to the strategic and organizational parts of the thesis. However, 
many financial theories are globally the same and any alterations due to national circum-
stances are backed-up and compensated for, e.g. national risk-premiums. 

The theoretical framework within finance has been retrieved mainly from two sources, 
which in a sense implies a certain lack of objectivity of our theory. The author, Aswath Da-
modaran, is a researcher who has compiled theories invented by others, meaning that his 
work is a compilation of several original sources.  

The main problem with this study is the complexity in finance. Different analysts make 
their own assumptions in stock valuation, market estimation and credit rating. Therefore, 
the same approach but with other authors may result in a slightly different conclusion in 
regards to the financial part of the thesis. Another problem the validity of the information 
retrieved from the strongly criticized activist funds. Due to the secrecy of the business, the 
information given to us may be subjective. 

With only three companies of investigation, no general conclusions can be drawn from the 
investigation. The phenomenon of “asset-stripping” exists globally and one could for in-
stance include American cases. However, the mentality and conditions on the American 
market are different to the ones in Sweden and would therefore establish the wrong ‘gen-
eral’ view in our conclusion. 

Finally, the authors’ personal interests and background in finance may subconsciously af-
fect the objectivity of the thesis. 
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3.4.1 Reliability and validity 
Holme & Solvang (1997) argues that an investigation should always aim to find as true 
sources of information as possible in order to be classified as reliable. One must find inde-
pendent data drawing the same conclusion to obtain a reliable study. 

The capacity of the investigation to measure what is investigated, i.e. empirical-theoretical 
correlation, is called validity. A high level of validity is obtained when the data is collected 
that stands in reflection to the purpose of the thesis as well as the environment. If this is 
satisfying in the study, the investigator’s conclusions can be considered more correct. 
(Svenning, 2003) 

In order to achieve a high level of validity in the interviewing process, we have prepared 
ourselves well theoretically in the fields of finance, strategy and organisation. Also, in each 
interview, we have carefully clarified the purpose and outline of our master thesis to the in-
terviewee. Information from the interviews that have been regarded as irrelevant to the 
study has been disregarded for the sake of validity. 

To achieve high reliability, the authors have followed the structure outlined in the method 
and the chosen sources of information are all well established in the business commuinity.  
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4 Empirical study and Analysis (pre-Activist Funds) 
This chapter will present the results from the empirical study of the master thesis and establish a foundation 
against which we compare our post-study. 

This chapter will facilitate understanding of the financial complexity stated in the problem 
discussion by examining three blue chip companies listed on the Stockholm Stock Ex-
change; Lindex, Skandia and Volvo, all having been exposed to activist funds. The empirical 
study of pre-activist fund financial situation will be analysed in this chapter, and the post-
conditions in the next chapter. 

As a guideline to the disposition of our empirical study, initial stock valuations of the cho-
sen blue chips will be performed as a reference to later comparisons between the activists’ 
funds pre- and post-actions in the analysis part. A summary of the criticism raised against 
activist funds’ actions will be presented in (Criticism 4.1), and, later on, the criticism that re-
gards each company respectively will be displayed in their backgrounds. Also, the empirical 
study will present the impact the activist fund’s governance has on each company respec-
tively. Consequences of these actions will be further discussed in the analysis chapter. 

4.1 Criticism 
Gunnar Ek at the Swedish Shareholders’ Association is known to be the greatest resistance 
against activist funds and so called ‘predator capitalists’. He has many times stated that 
‘these investors only have one agenda, and it is to empty the values that are built up in 
Swedish blue chip companies’. In an interview with Ekonominyheterna (2007), Ek argues 
that the font figures of the business incompetently and short-sightedly harm the long-term 
business of the companies that they have invested in. Ek resents, in Dagens Industry 
(2007), the new corporate governors consisting mostly of analysts and fund managers, lack-
ing of experience from work as board members. At Volvo’s shareholders’ meeting in April 
2007, Ek seemed determined that activist fund are manipulating boards through arguing 
their long-term intention, hinting a desire of slimmer capital structures and cost-efficiency. 
(Ekonominyheterna, 2007b; Dagens Industri, 2007a) 

Another sceptic business profile is Lars O Grönstedt (2006), chairman of the board at 
Handelsbanken, who argues that the current board of directors is the most competent 
within the Swedish industry. In a company like Volvo, he concurs with Gunnar Ek that it is 
more important to have the right expertises within the business field rather than the 
knowledge of financial restructuring and effectivisation. “What is concluded in the board 
room  is not official, it is therefore hard for outside investors to make a correct judgement 
of decisions regarding for instance expansion plans, financial structure or corporate strat-
egy.” Grönstedt concludes an image of activist funds being bold investors that rely on lim-
ited information to decide whether a board is too defensive or not. He also draws historical 
parallels to ABB and the opportunistic owner, Martin Ebner, who jeopardised the finances 
of the company through over-optimism. “Has the market already forgotten?”, Grönstedt 
asks. (Dagens Industri, 2006a) 

From a financial standpoint, the issue regarding decreased credit ratings among blue chip 
companies in Sweden have been raised by Peter Turving at Standard & Poor’s. He states 
that companies paying out extra dividends as a result of activist funds’ and venture capital-
ists’ actions are often downgraded. Also, companies that consciously change their capital 
structure as a mean of not becoming a potential target are most likely worse off credit wise. 
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Turving argues that the higher D/E-ratios may concur with the current economic condi-
tions, but what happens with the companies’ ability to meet their commitments to their 
creditors when or if the interest rates increase? (Ekonominyheterna, 2006b) 

Simon Blecher (2007), analyst at HQ Sweden, states that in blue chip companies with stable 
growth and cash flows, investments are often predicted well in advance and thus the need 
for flexibility becomes less necessary. He also argues that many Swedish blue chip compa-
nies have poorly constructed balance sheets with too much equity financing. The capital 
markets are highly sophisticated, and so these companies should use them more efficiently 
instead of keeping funds when having no investment needs. Companies should therefore 
pay dividends to its shareholders when having surplus funds and offer a repurchasing pro-
gramme when having a fund deficit. 

4.2 Credit 
Aside from the criticism, however, depending on what financial changes are made in addi-
tion to a dividend payout, Thomas Porter (personal communication, 2007-03-14; 2007-04-
23) at Standard & Poor’s argues that the credit rating may not necessarily be affected nega-
tively. The implications following a dividend payout may be compensated by other financial 
changes that compensate these financial changes. In other words, he states, activists funds 
are rarely recognized for the positive changes they make, but only the ‘negative’ ones. The 
shareholders’ association attack the concept of extra dividend payouts since activist funds 
are ‘emptying the companies’ cash’, but they rarely regard the fact that each shareholder’s 
investment receives the same percentage return. 

A different perspective, according to André Munkelt, (personal communication, 2007-01-
16), credit analyst at Morgan Stanley, can be regarded when analysing how a major change 
of the capital structure will impact on a company’s default risk. A leveraged buyout in-
creases the amount (and proportion) of total debt making the company more committed to 
creditors and thereby also more exposed to the risk of default. Dividend payouts only cause 
a relative change of debt to equity, i.e. the equity decreases while debt remains unchanged, 
thus making the balance sheet smaller.  

Goedhart et al. (2006) state that a company’s financing strategy should target a credit rating 
with regards to “worst case”- and “best case”-scenarios for future cash flows. The targeted 
ratings often differ depending upon the company type. As an example, an exporting com-
pany should perhaps consider currency risks it exposes itself to when setting for instance a 
benchmark interest coverage-ratio. 

In a credit rating process, the six most important ratios of measuring a company’s long-
term default risk are according to Standard & Poor’s: 

Table 4.1 Six most commonly used ratios for Credit Rating 

• Operating income / Sales • Free operating Cash flow / Total 
D b• EBIT interest coverage • Funds from operations / Total Debt 

• EBITDA interest coverage • Total debt / Capitalisation 
 

These ratios are calculated and compared to an industrial average and median, and com-
bined to one single rating of the company’s credit. (Porter, personal communication 2007-
04-23) 
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4.3 Study of the chosen companies 
Each study is presented from a perspective describing the company’s background, the in-
vestment purpose of the activist fund and the criticism raised. This is followed by a detailed 
financial presentation of the pre-activist fund’s state and concluded with an overview of the 
activist fund’s governance strategy. The post-activist state will be presented in the analysis 
chapter. 

4.3.1 Lindex 
Since its start in 1954 as a small clothing store in Sweden, Lindex has grown to be one of 
the major fashion chains of northern Europe with some 350 stores. The broken fiscal year 
2005/2006, Lindex turnover amounted to SEK 5,2 billion, with a profit of SEK 500 mil-
lion. Lindex headquarters are situated in Gothenburg, Sweden and as a whole the company 
employs some 5 000 people. (Lindex, 2007) 

During 2003/2004 Lindex experienced a decline in business due to increasing raw material 
prices and also from inefficiency within the company in regards to purchasing of supplies 
and premises. This resulted in a savings programme for the company of SEK 90-110 mil-
lion, mostly from staff reductions. This aside, the company was still performing well and 
had a great substance, a fact well illustrated by the continuing strong annual reports. 
(Dagens Industri, 2003a; 2003b) 

This fact attracted investors and in October of 2003, the activist fund Amaranth (now 
known as Cevian) with CEO, Christer Gardell, bought 10,4 percent of Lindex, with the 
prospect of a long-term ownership of a company. Through this investment, Amaranth be-
came the second largest owner of the company, following SEB with a share of 10,6 per-
cent. (Dagens Industri, 2003c) 

With the announcement of Amaranths’ investment in Lindex, the share price climbed as an 
effect of the new major owner’s outspoken plans for active ownership. The investment was 
well accepted by the market with anticipations of an active investor turning around a com-
pany which recently had made some questionable investments in the German market.  

Lindex history with major problems was changing and the company was now quickly be-
coming many analysts’ favourite, a move in full credited to Christer Gardell and Ama-
ranths’ entry into the company. (Dagens Industri, 2003c; 2004a) 

Contrarily to the cases of Volvo and Skandia, the criticism raised against Amaranth was 
first evident post-exit. The share price dropped some 12-13 percent as a result of the large 
amount of shares sold into the market. A chronicle written by Gerhard Larsson in Dagens 
Industry (2007) challenges the criticism this created. ‘This caused a great deal of anger in 
the Swedish business society, remarkably since the share price had more than tripled since 
Amaranth’s entry. Perhaps that should compensate a relatively small decrease in market 
capitalisation? The market and the critics seem to have forgotten about that.’, he writes. 
(Dagens Industri, 2007b) 
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Figure 4.1 Lindex Share development 

Financials and valuation 

The presentation below display Lindex’s financial status and valuation prior to the entry of 
Amaranth. Also, some key ratios are presented in order to draw conclusions regarding the 
potentially added value in the analysis. 

Table 4.2 Lindex Financials pre-Amaranth 

All values in SEK Lindex 
Number of shares 68 750 000 
Corporate Tax Cost 35,00% 
Depreciation and Amortisation 19 111 000 
Net income 177 000 000 
EBITDA 341 747 000 
Capital expenditure 5 375 000 
Retention 61 875 000 
Rwacc 8,21% 
Growth (earnings) 4,00% 
Cash flow 348 333 333 
    
Share price 1 27,33 
Earnings per share 2,15 
    
Risk-free rate of interest 2 4,72% 
Expected return on market portfolio 3 9,22% 
Beta-value of stock 0,91 
Cost of debt 3,61% 
Interest-bearing debt 83 000 000 
Corporate Tax Cost 35,00% 
Cost of equity (CAPM) 8,82% 
Equity 807 219 000 

Rwacc 8,21% 
EBIT-margin 5,14% 

                                                 
1 Share price and calculations are adjusted for 1:6 split on the 3rd of January 2006 

2  Return on a 10-year Swedish Government Bond (STAT 1050 SOX) 

3  Öhrlings PriceWaterhouseCoopers market (2006) 
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ROE 15,90% 
EV/EBITDA 10,27 

P/e 12,71 
The compiled data, valuation and key ratios tell us that the market valued Lindex in 2003 at 
a quite high P/e-ratio in comparison to the stock market as a whole, as a result of high an-
ticipations. The enterprise value was ten times its annual EBITDA in spite of fairly weak 
margins and return on equity. 

Table 4.3 Lindex Valuation pre-Amaranth 

 Lindex 2003    
Valuation approach Intrinsic share value Discount rate Growth rate 

FCFF 65,03 8,99% 1,11%  
FCFE 30,49 9,67% 1,11%  
GGM 146,51 9,67% -1,11% 31,61%

Book value 16,77    
Balance sheet 35,20    

 

Using several approaches, the valuation of Lindex concludes a share value of SEK 30,49. 
Different results are arising from several valuation approaches not being applicable as not 
all contingencies abide. The uncertain and unstable historical dividends and cash flows are 
disadvantages in the search for a fair value using the FCFF- and GGM-approaches. There-
fore, the FCFE-approach is the most accurate measurement for motivating a true value as 
the company’s leverage has been quite stable. 

Strategy 

The initial strategy of activist fund, Amaranth, was to reduce the negligence and ineffi-
ciency among top management. Prior to this investment, large miscalculations had been 
made regarding the future market outlook which was reflected in to excessive purchase 
volumes. This forced a price-dump with negative impacts on the company’s profitability 
and furthered increased the gap between Lindex and its largest competitor, H&M.  After 
the CEO of Amaranth was elected into the board of directors, necessary actions where 
taken in laying off, among others, the chief executive officer. (Dagens Industri, 2004b) 

In a longer perspective, Lindex will liquidate their investment in the German market and 
instead focus their growth strategy on investments into the unexploited Baltic region. (Red-
eye, 2006) 

4.3.2 Skandia 
Background 

In early 2005, Kaupthing Pension Consulting ranked Skandia as the top Swedish pension 
and insurance company. Skandia had prior to this remuneration been a company criticized 
for its unauthorized real estate affairs and highly unethical pension schemes to its top man-
agement, but was now a blooming company well on its way of regaining its goodwill 
among private and institutional investors. (Dagens Industri, 2005a) 

In late January 2005, brokerage firm ABG Sundal Collier concluded a list of major insur-
ance conglomerates such as Old Mutual, Hartford Financials, Axa or Zürich Financial, who 
all could incorporate Skandia into their organisations. The activist fund, Cevian Capital, an-
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nounced in mid December 2004 a 3,0 percent corner position in Skandia with a back-up 
from the notorious American venture capitalist, Carl Icahn. (Dagens Industri, 2005b) 

The following February, Cevian Capital’s CEO, Christer Gardell, became a member of the 
Skandia board, and in May of 2005, the South African insurance conglomerate, Old Mu-
tual, confirmed an initiated due diligence process and argued that in the event of an acquisi-
tion of Skandia, the purchase would most likely be made partly by issuing new Old Mutual-
shares and partly in cash. (Dagens Industri, 2005c) 

However, the scepticism among Old Mutual’s shareholders was evident in a falling stock 
price, which would make the financing more expensive. All owners would experience a di-
lution effect as the number of shares increased. How would the financing of the deal affect 
the credit ratings of the company? And what would happen to the stock price when former 
owners of Skandia would sell their newly issued Old Mutual-shares? Would the synergies 
really going to be that great? Old Mutual argued that the lower valuation of its shares (rela-
tively to its competition) and the synergy effects would compensate the risk of getting paid 
partly in stock rather than solely cash. (Dagens Nyheter, 2005) 

The bid price would continue its climb as a result of Skandia’s stronger earnings. The 
Skandia board’s and the Swedish Shareholders’ Association’s demand for a higher acquisi-
tion price was a reason for a boosted asking price, as well as the effect from the majority of 
the Swedish National Pension Funds turning the bid down. Critics argued that it was a dirty 
acquisition process keeping a low standard due to secrecy and time consumption. Also, the 
confusion among shareholders and Cevian’s influence on key investors in the process made 
the whole situation quite questionable. (Dagens Industri, 2005d; 2005e) 

In late 2005, Swedish Shareholders’ Association took legal actions against Old Mutual for 
supposedly withholding information regarding a buy-out situation. This protest echoed 
against Cevian and Old Mutual for not displaying the true intent of a merger to the Skan-
dia-shareholders, it was also an accusation for misleading shareholders in order to gain a 
majority vote to accept the South African offer. The increasing stake in Skandia started to 
be regarded as a hostile takeover-situation, especially with the aggregate market growing 
stronger (in relation to a non-changing bid-price) and a negatively responding board. 
(Dagens Industri, 2005f) 

In early 2006, Skandia was fully purchased by Old Mutual and the stock was delisted from 
the Stockholm Stock Exchange in June 2006. The payment to Skandia-shareholders was 
made partly in cash, partly in Old Mutual-stocks, which were listed on the Stockholm Stock 
Exchange on 2nd of February 2006. (Old Mutual, 2007) 
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Figure 4.2 Skandia Share development 

Financials and valuation 

The presentation displays a financial overview of Skandia in late 2004. Also, key ratios are 
presented in order to draw conclusions regarding the following merger in the analysis. 

Table 4.4 Skandia Financials pre-Cevian 

All values in SEK Skandia 2004/5 
Number of shares 1 023 542 520 
Corporate Tax Cost 28,00% 
Depreciation and Amortisation 950 000 000 
Net income 675 538 063 
EBITDA 3 410 000 000 
Capital expenditure 900 000 000 
Retention 3 066 000 000 
Rwacc 4,37% 
Growth (earnings) 5,00% 
Cash flow 3 638 000 000 
    
Share price 33,00 
Earnings per share 0,66 
    
Risk-free rate of interest 3,40% 
Expected return on market portfolio 7,70% 
Beta-value of stock 0,91 
Cost of debt 4,50% 
Interest-bearing debt 41 493 000 000 
Corporate Tax Cost 28,00% 
Cost of equity (CAPM) 7,31% 
Equity 15 958 000 000 

Rwacc 4,37% 
EBIT-margin 2,53% 

ROE 4,00% 
EV/EBITDA 60,40 

P/e 50,00 
 

The data tells us that the market values Skandia at fairly high P/e-ratio, in comparison to 
the stock market on average valuing companies 20 times 4 their annual profits. The high 
                                                 
4 Riksbanken, 2004 
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P/e-ratio can either reveal the market’s high anticipations of future earnings, but also indi-
cate a potentially troubled company. The EV/EBITDA is relatively high in spite of Skan-
dia’s quite shy margins and profitability. 

Table 4.5 Skandia Valuation pre-Cevian 

 Skandia   
Valuation approach Intrinsic share value Discount rate Growth rate 

FCFF 84,22 4,37% 3,58% 
FCFE 25,91 7,31% 3,58% 
GGM 8,50 7,31% 2,48% 

Net asset value 29,87   
Balance sheet 81,91   

 

The valuation of Skandia concludes an intrinsic (real) share value using several approaches. 
These approaches are not all applicable as not all contingencies abide. Skandia had until 
2004 shown unstable cash flows, volatile dividend payouts and a questionably unstable 
growth rate. Therefore, the net assets (assets adjusted for debt) are the only correct meas-
urement for motivating a true value – at this very moment, that is. The value of SEK 29,87 
per share thus tells us that the company has a trading price premium of SEK 3,13 (33 – 
29,87), which will be further analysed. 

Strategy 

Skandia, according to Cevian, was still, after the management scandals had subsided, a fi-
nancially mismanaged company with low cost efficiency and a candidate with high potential 
for a major downsize, cost wisely. Also, Cevian argued a potentially higher break-up value 
than any other similar company, looking at its unique business portfolio. This optimism 
was shared by other analysts who meant that Skandia’s profile could well, as an acquiree, 
create immense synergies as a complement to a larger financial institution’s operations. 
(Dagens Industri, 2004c) 

The strategy and goal of the Skandia investment was to identify a major insurance con-
glomerate or investment bank which through a consolidation with Skandia would achieve 
mutually beneficial synergies and add value to its shareholders. (Dagens Industri, 2004c) 

The acquisition of Skandia would be financed partly in cash, partly in newly issued Old 
Mutual-shares (OM). The liquidation value of the bid ended up at SEK 52,40 per Skandia-
share (SDIA). (Old Mutual, 2006) The below table displays the financial details of the con-
version of Skandia-shares: 

Table 4.6 Skandia/Old Mutual conversion ratio 

 

Cash 16,5 
One OM-share 26,2 
Value of bid per SDIA-share 52,4 

Conversion ratio 1,370229008
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4.3.3 Volvo 
Background 

The Volvo Group has a great history as one of our Swedish national prides. It is often 
globally mentioned as a high-quality truck manufacturer and a well-performing company. 
The number of shareholder’s amounted to more than 180.000 individuals in late December 
of 2006, and market capitalization is currently ranging SEK 240-260 billion. Recent years 
have shown strengths in earnings’ growth, which have been positively reflected in a con-
stantly increasing stock price. (Volvo, 2007) 

Earlier this year, Volvo strengthened its strategic global position in the acquisitions of the 
Japanese Nissan Diesel and the American Ingersoll Rands division. The ongoing M&A-
trend with several takeover attempts in the consolidating truck manufacturing industry 
have increased investors’ interest in especially Volvo- and Scania-stocks. Also, one of the 
major topics of discussion during 2006 was the misconstructed capital structure in major 
blue chip companies, a profile seeming to fit Volvo. The success of Volvo has accumulated 
large amounts of cash in retained earnings, and critics argue that Volvo thus is a highly po-
tential target to many activist funds since it has quite few evident investment needs. 
(Dagens Industri, 2007c;Blecher, 2007) 

The market has many times before experienced a rapid and strong stock price development 
in prior activist fund-cases, and track records monitor an increasing economic profit for 
those investing in a similar way. So when the ownership signals from well-known activist 
funds have reached the market in the Volvo-case, trading activities among private and insti-
tutional investors have increased greatly. (Dagens Industri, 2006b) 

In September 2006, activist fund Violet Partners announced its 5,3 percent vote and 2,1 
percent equity stake in Volvo as the second largest owner after the French Renault. Violet 
was a joint venture between the British Parvus Asset Management and activist funds, Ce-
vian. Aiming for a position on the board, Violet Partners has stiff competition from other 
major influences in the company. CEO of Violet, Christer Gardell, argue that the main 
mission of this investment is to enhance the company’s strength through cost reductions, 
increase in EBIT-margin and financial reallocation. (Affärsvärlden, 2006a;2006b) 

This investment has raised scepticism among numerous politicians, especially among for-
mer and current prime ministers, Göran Persson and Fredrik Reinfeldt. In Gothenburg, 
hometown of Volvo, the reaction from Chairman of the Municipality, Göran Johansson, 
was more precise and fierce. “This is an outrage since Gardell doesn’t care about Volvo at 
all! He is only in it for the money, and nothing else,” Johansson advocated. (Göteborgs-
Posten, 2006) 

While critics accuse activist funds of being nothing but short-sighted asset-strippers with 
little or no relevant experience from the industry, the CEO of Violet retorted in January 
2007. He advocated the potential of a SEK 1 000 share price of Volvo-stock, if the right 
restructuring actions are made. In other words, a 40 percent increase in value. Also, “ven-
turing SEK 3 billion in Volvo is not an issue for ignorant investors”, Gardell argued. (E24, 
2007a;2007b) 
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Figure 4.3 Volvo Share development 

Financials and valuation 

The below presentation displays a valuation of Volvo and of one of its close competitors, 
Scania. Also, some comparable key ratios are compared and analysed for establishing ar-
guments for investing in the Volvo-stock rather than its competitor’s.  

Table 4.7 Volvo Financials pre-Violet 

All values in SEK Volvo Scania 
Number of shares 425 684 044 200 000 000 
Corporate Tax Cost 28,00% 28,00% 
Depreciation and Amortisation 10 000 000 000 3 037 000 000 
Net income 15 086 000 000 6 040 000 000 
EBITDA 21 500 000 000 8 753 000 000 
Capital expenditure 14 034 000 000 3 810 000 000 
Retention 6 470 397 469 3 040 000 000 
Rwacc 6,64% 7,21% 
Growth (earnings) 4,00% 4,00% 
Cash flow 12 500 000 000 6 942 000 000 
      
Share price 600 585 
Earnings per share 40 29,7 
      
Risk-free rate of interest  4,14% 4,14% 
Expected return on market portfolio  8,64% 8,64% 
Beta-value of stock 0,73 1,35 
Cost of debt 6,30% 6,10% 
Interest-bearing debt 18 447 000 000 27 841 000 000 
Corporate Tax Cost 28,00% 28,00% 
Cost of equity (CAPM) 7,43% 10,22% 
Equity 49 236 000 000 26 129 000 000 

rwacc 6,64% 7,21% 
EBIT-margin 7,80% 12,10% 

ROE 6,30% 7,10% 
EV/EBITDA 3,19 3,83 

P/e 15,00 19,70 
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Looking at the data, the market capitalization between Volvo and Scania differs greatly. 
However, Scania’s P/e-ratio and, even, EV/EBITDA is greater than Volvo’s. Analyzing 
the EBIT-margin, one can discover a significant deviation in efficiency between the two 
truck manufacturers. Also, Scania yields a larger return on shareholders’ equity than Volvo. 

Table 4.8 Volvo/Scania Valuation 

 VOLVO EBIT = 7%   
Valuation approach Intrinsic share value Discount rate Growth rate  

FCFF 648,27 6,64% 2,38%  
FCFE 301,70 7,43% 2,38%  
GGM 833,69 7,43% 3,91% 17,35% 5 

Book value 204,15    
Balance sheet 607,09    

     
 SCANIA EBIT = 12%   

Valuation approach Intrinsic share value Discount rate Growth rate  
FCFF 632,33 7,21% 3,41%  
FCFE 62,79 10,22% 3,69%  
GGM 245,71 10,22% 3,41% 11,50% 

Book value 130,65    
Balance sheet 440,37    

 

The valuations of Volvo and its competitor conclude an image of their theoretical share 
values respectively. Theories argue several contingencies under which a valuation must 
abide in order to be valid. In the Volvo-case, a FCFF-approach has best suited the purpose 
while other valuation methods are misleading. For instance, a book value’s absolute accu-
racy is used in the valuation of firms with low or no growth and assets with a good second-
hand value, e.g. a mutual fund. 

Strategy 

Violet’s strategy is to enter a representative in on the Volvo board of directors. The level of 
ambition of top management is of great concern, Gardell says in an interview, and accuses 
other owners of being frightened of loosing voting rights and thus gives lower priority to 
financial efficiency. “The market valuation of Volvo today reflects an EBIT corresponding 
to 7 percent of annual sales implicitly”, he says, “but the potential is 12 percent”. Also, 
Gardell argues that the market inefficiently relies more upon historical growth and does not 
take in to account the globalization for the future. (E24, 2007c)  

In the same interview Gardell reveals that “Volvo is valued like a cyclical company that has 
a growth rate less than the Swedish GDP”. “In fact, gross domestic product (GDP) grew 
around 4 percent while global trade – from where Volvo makes most of its money - 
reached an 8 percent increase. That should apply to Volvo, as well.” He also repeats the 
new financial goals increasingly allowing the truck manufacturer a 40 percent net debt fi-
nancing from today’s 30. Violet’s plans for Volvo also include major changes in the struc-
ture of the board of directors. It is important to bring in new and younger blood, Gardell 
argues. (Dagens Nyheter, 2007) 

                                                 
5  Average dividend growth rate between 1996-2006 is too volatile and thus unreliable 
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5 Empirical study and Analysis (post-Activist Funds) 
This chapter presents and analyses the differences in valuation and credit rating in order to find out whether 
the activist funds’ actions have made the company and the shareholders better or worse off.  

5.1 Lindex 
The purpose of Amaranth’s investment in Lindex initially was to: 

• Expand in the Baltic region 

• Turn around the poor investments in Germany 

• Restructure the top management 

Also, the higher profitability of these investments led to an opportunity in changing the 
capital structure to fit the more aggressive and expansionary profile of the company. The 
valuation below is based on data after the implementation of the new strategy by the activ-
ist fund. 

Table 5.1 Lindex Financials post-Amaranth 

All values in SEK Lindex 
Number of shares 68 750 000 
Corporate Tax Cost 28,00% 
Depreciation and Amortisation 25 288 000 
Net income 504 496 000 
EBITDA 739 021 000 
Capital expenditure 6 559 000 
Retention -168 437 500
Rwacc 6,51% 
Growth (earnings) 4,00% 
Cash flow 581 407 000 
    
Share price 94,00 
Earnings per share 7,30 
    
Risk-free rate of interest 4,11% 
Expected return on market portfolio 8,61% 
Beta-value of stock 0,77 
Cost of debt 2,78% 
Interest-bearing debt 149 704 000 
Corporate Tax Cost 28,00% 
Cost of equity (CAPM) 7,58% 
Equity 635 372 000 

rwacc 6,51% 
EBIT-margin 11,47% 

ROE 59,40% 
EV/EBITDA 36,76 

P/e 12,88 
 

The valuation has shifted from being FCFE-based to an FCFF-approach due to the more 
unstable leverage of Lindex and the higher benefits from debt (tax shields). The above 
summary display a relatively more efficient company and a P/e-ratio remaining at the same 
level as pre-Amaranth. These ratios combined with the higher market capitalisation show a 
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market valuing Lindex to the same expectations, but higher profitability and twice as strong 
EBIT-margin. 

Table 5.2 Lindex Valuation post-Amaranth 

 Lindex 2006    
Valuation approach Intrinsic share value Discount rate Growth rate  

FCFF 110,53 6,51% 0,42%  
FCFE 20,66 7,58% -19,94%  
GGM -77,73 7,58% 19,94% 31,61% 

Book value 58,20    
Balance sheet 23,32    

 

Lindex’s more aggressive capital structure has also been beneficial to the company which is 
reflected its improved market capitalisation. As stated in the empirical study, a company 
should always strive for cheaper financing. In Lindex’s case, the company had a high sol-
vency level and strong potential of shifting its capital structure. This method thus lowered 
the weighted average cost of capital, originated a potentially higher intrinsic value and left 
the company better off financially for all stakeholders. 

Table 5.3 Lindex Credit Rating 

LINDEX Pre-Amaranth Post-Amaranth 
Ratio Value Rating Value Rating 

Operating income / Sales 7,85% CCC 14,00% AA 
EBIT interest coverage 59,80 AAA 104,32 AAA 
EBITDA interest coverage 104,81 AAA 128,03 AAA 
Funds from operations / Total Debt 22,34% BB 124,93% AA 
Free operating Cash flow / Total Debt 66,57% AA 1,68% CCC 
Total debt / Capitalisation 45,89% BBB 58,40% B 
     
Mean rating  BBB+  A- 

 

The overall credit rating of Lindex (BBB+) has increased to a (A-). The changes in capital 
structure, increased efficiency and payoff from Baltic and German investments have had a 
quite positive impact on the company’s ability to meet its long-term commitments and act 
flexible. 

Amaranth’s restructuring, financially and strategically, of the Lindex-organisation has had a 
remarkably positive impact on Lindex’s financial performance since the entry in 2003, 
which is clearly displayed in the outstanding share price development. The former finan-
cially distressed company’s margins were low-to-negative and had diminishing sales growth. 
The actions that were taken, such as restructuring of the board of directors and top man-
agement, more precise purchasing and market analysis, made quite a difference both finan-
cially and strategically. In the expansion of the Baltic region and the turnaround-process of 
the German market, an implementation of these strategies lead to a positive development 
of the Lindex-share price and profitability. 
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5.2 Skandia & Old Mutual 
The below table analyses the pre- and post-merger synergy effects in terms of market capi-
talisation, balance sheet size, earnings and return on equity between Skandia and its new 
owner, Old Mutual. 

Table 5.4 Financial synergy effects 

MSEK Skandia Dec 2004 Old Mutual Dec 2004 Merged Dec 2006 Difference 

Market capitalisation 33 776 903  64 387 050  130 923 800 32 759 846 
Assets ( D + E ) 83 837 000  861 406 000  1 671 475 000 726 232 000
Earnings 1 721 349  7 434 882  10 868 000 1 711 768 
ROE 4,00% 19,10% 18,60% -0,50% 
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Figure 5.1 Old Mutual Share development 

Old Mutual’s stock price development from the listing in February 2006 to mid April 2007 
displays a downward trend. When former Skandia-shares where converted to Old Mutual-
shares in May 2006, high sales volumes put large sell pressure on the stock and significant 
amounts of added value was lost. The calculations below considers four different investor 
profiles all investing an amount of SEK 100 000, and conclusions can be drawn that the 
ones buying on the announcement of Cevian’s entry and selling prior to the conversion 
were the ones significantly better of: 

Short-term early investor Value Shares 
Buys in Dec 2004 100 000 3 030 
Sells in May 2006 148 485 -3 030 

Profit 48,48% 0 
   

Those investing similarly to the above strategy, but converting their stocks, would be worse 
off selling in December of 2006. Still with a great deal of added value, though. 

Long-term early investor Value Shares Cash 
Buys in Dec 2004 100 000 3 030 - 
Conversion 158 788 4 152 50 000 
Sell in Dec 2006 141 349 -4 152 50 000 
Profit 41,35% 0  
Foregone value -7 136 -4,81%  
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For investors acting in the ongoing deal in late May of 2006, the investment would turn out 
less profitable. 

Short-term late investor Value Shares Cash 
Buys in May 100 000 2 041 - 
Conversion 106 939 2 796 33 673 
Sell in Jun 2006 92 398 -2 796 33 673 

Loss -7,60% 0  
    
    

Long-term late investor Value Shares Cash 
Buys in May 100 000 2 041 - 
Conversion 106 939 2 796 33 673 
Sell in Dec 2006 95 194 -2 796 33 673 

Loss  -4,81% 0  
    

Table 5.5 Skandia/Old Mutual Credit Rating 

SKANDIA/OLD MUTUAL Skandia 2004 Old Mutual 2007 
Ratio Value Rating Value Rating 

Operating income / Sales 9,83% B 11,52% B 
EBIT interest coverage 2,23 BB 1,52 B 
EBITDA interest coverage 1,31 CCC 1,75 B 
Funds from operations / Total Debt 9,09% B 8,31% B 
Free operating Cash flow / Total Debt 6,92% BB 5,79% B 
Total debt / Capitalisation 72,13% B 73,25% B 
     
Mean rating  B+  B 

 

Analysing investors with a long-term investment horizon; converting their Skandia-shares 
to Old Mutual-shares, a credit rating of their holdings has over time decreased between 
December 2004 and April 2007. The overall default risk of their holdings has thus in-
creased from (B+) to a (B). 

Aside from the slight credit downgrading, the completed mission of activists fund Cevian 
still turned out to be a success in leaving numerous shareholders, pension funds and insti-
tutions with around 70-80 percent return on their investment over the given period of 
time. Two companies are now complementing each other well. However, in present day, 
the shareholders that invested during the merger will have to await the market’s apprecia-
tion for the synergies within the Old Mutual group. 

The analysis shows a positive consolidation between Old Mutual and Skandia with visible 
future synergies in increasing combined earnings, asset acquirement and market capitaliza-
tion in comparison with the pre-merger situation. However, the return on shareholders eq-
uity has yet to perform to convince the market. Also, the recent market conditions have 
made the financing of the deal a bad investment for all later stage investors and also af-
fected pre-Skandia shareholders’ of Old Mutual power to affect the company through dilu-
tion. Contemplating the credit rating of the initial investment of December 2004 with the 
same non-realised profit/loss of April 2007, this type of leveraged buy-out has affected the 
investment negatively. 
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5.3 Volvo 
Reviewing the empirical findings, Violet’s plan of action for Volvo involves mainly three 
major changes: 

• Applying a more aggressive capital structure more suitable to the financial goals and 
corporate strategy of Volvo 

• Reducing costs and increasing the EBIT-margin to Scania-levels (12 percent) 

• Rejuvenation of the board 

As mentioned in the empirical study, the company’s new financial goals allow an increase in 
net debt financing of 40 percent from today’s 30. This would be achieved in an extra divi-
dend payout to shareholders, increasing debt relatively to equity. Since the after-tax cost of 
debt is lower than the cost of capital, this maximum allowed level of debt would implicate a 
lower weighted average cost of capital (WACC), as a result from tax shield impacts. 

The table below displays a current state and an implicit state:   

Table 5.6 Volvo changing capital structure 

Changing capital structure (dividends) Current state Implicit state 
Cost of debt 6,30% 6,30% 
Interest-bearing debt (relative increase) 18 447 000 000 18 447 000 000 
Corporate Tax Cost 28,00% 28,00% 
Cost of equity (CAPM) 7,43% 7,43% 
Equity (decrease) 49 236 000 000 27 703 823 614 
Net debt financing 27,25% 39,97% 
Rwacc 6,64% 6,27% 
 Tax benefit: 0,37% 

 

The lower WACC will implicitly affect the value of discounted cash flows positively. As the 
denominator in the formula gets smaller, the calculated share value increases. The table be-
low regards this tax shield impact in a FCFF-valuation: 

Table 5.7 Volvo Valuation post-Violet 

Cost reduction and reach a 12% EBIT Current valuation Implicit valuation Discount rate 
FCFF 648,27 847,87 6,27% 
FCFE 301,70 1073,44 7,43% 6 
GGM 833,69 833,69 7,43% 7 

Book value 204,15 153,57  
Balance sheet 607,09 556,50  

    
EBIT 31 500 000 000 37 935 483 871  

Net income 15 086 000 000 18 168 086 022  
Cash flow 12 500 000 000 15 053 763 441  

 Efficiency benefit 2 553 763 441  
 Valuation benefit 199,61  
 (or) 30,79%  

                                                 
6 Unstable leverage weakens the credibility of an FCFE-valuation 

7 Average dividend growth rate between 1996-2006 is too volatile and thus unreliable 
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The valuation is based upon the benefits from increased EBIT-margin by 5 percent. The 
higher level of efficiency works its way throughout the whole income statement, and thus 
affects the cash flows positively. This, however, assumes that depreciation and amortisation 
remains unchanged.  

Table 5.8 Volvo Credit Rating 

VOLVO Pre-Violet Post-Violet (implicitly) 
Ratio Value Rating Value Rating 

Operating income / Sales 9,14% CCC 12,00% B 
EBIT interest coverage 13,36 BBB 19,96 AA 
EBITDA interest coverage 13,32 A 19,24 AA 
Funds from operations / Total Debt 13,60% BB 18,09% AA 
Free operating Cash flow / Total Debt 7,00% BB 11,49% B 
Total debt / Capitalisation 66,26% BB 71,43% B 
     
Mean rating  BB+  BBB 

 

An analysis of Volvo’s default risk (BB+) displays an implicitly stronger company (BBB) 
in spite of critics’ arguments of a weaker credit rating. The activist fund’s mission is not 
only to pay extra-dividends, but also to add internal value, which in this case would lead to 
a stronger credibility.   

The valuation above display the implicit state of Volvo with an EBIT-margin equal to 
Scania's. The cost reductions through effectivisations, financial reallocations and changes in 
capital structure are major contributors to a vigorous difference between current and im-
plicit share price of 30,97 percent.  

This analysis thus argues how Violet would add significant shareholder value if let in on the 
Volvo-board. However, the opposition from a majority of the Volvo-shareholders is de-
termined that old experience is more valuable than new competence. A rejuvenation of the 
board, now with an average age of 61 years, perhaps would bring new visions from younger 
and more eager generations to Volvo. 

However, one must be aware of this analysis being performed implicitly based on the as-
sumptions that Violet will enter the Volvo-board and be succesful in achieving the financial 
goals that – according to Violet – are achievable. 
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6 Conclusion 
This chapter will conclude the results from the analysis, answer the questions in the problem discussion and 
answer the purpose of the thesis. 

Reviewing our purpose, we wanted to establish a view of the phenomenon of activist funds 
and their impact on blue chip companies’, listed on the Stockholm Stock Exchange, credit 
rating, capital structure and valuation. Our analysis concluded answers to the three ques-
tions that arose from the problem discussion. 

In what ways does activist funds’ active ownership affect financial values through changes in operations and 
strategic governance of a company? 

Activist funds constantly search for unexploited opportunities in companies with miscon-
structed balance sheets relative to the corporate strategy. The strategy should determine the 
capital structure of a company, and if the proportion of debt and equity financing is poorly 
composed, it can be altered either through dividend payouts or stock repurchase pro-
grammes. By taking a corner position in a company, the activist funds’ seek to change op-
erations and strategic governance, and thus increase a company’s intrinsic value.  

In the case of Lindex, activist fund Amaranth restructured top management and reviewed 
the company’s purchasing routines. Also, improvements of investments into mature as well 
as emerging markets were made in order to further enhance Lindex’s performance. An-
other value adding factor was the more aggressive capital structure which lowered the 
weighted average cost of capital increasing the intrinsic share value. 

In the second company researched, Skandia, the mission was to find a partner matching its 
unique business portfolio and able to provide a competent leadership. The merger with 
Old Mutual is expected to provide synergies such as increased combined earnings, asset ac-
quirement and market capitalization, which all will add significant value for investors in 
Skandia. 

Volvo is analysed based on the implicit assumptions of the activist fund, Violet. The mar-
ket value of Volvo would be increased if an EBIT-margin in level with Scania’s would be 
achieved through cost reductions. Altering the long-term financial goals and rejuvenating 
the board would be a necessary approach towards solidifying Volvo both strategically and 
financially. 

What impacts do these actions have on a company’s default risk, i.e. credit rating? 

A credit rating of Lindex prior to the implementation of Amaranth’s financial restructuring 
plan shows an adequate ability to meet financial obligations (BBB). In spite of larger 
amount of total debt, the increased operating income and funds from operations amelio-
rated the overall rating (A-). 

In the leveraged buyout of Skandia, Old Mutual financed the acquisition partly with its own 
shares. Thus, a fair rating is made of the investors’ converted holdings. Skandia’s pre-
Cevian rating (B+) was marginally lowered to today’s rating of Old Mutual (B) due to lar-
ger amount of total debt. 

The implicit changes in Volvo would require redefining the balance sheet and the income 
statement as a result of the diminishing amount of equity financing and structural cost 
changes. A pre-Violet credit rating reveals a default risk of (BB+), while a post-Violet 
analysis displays an implicitly stronger company (BBB). 
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Is the criticism presented in the empirical findings justified, or are the actions of the activist funds easily mis-
interpreted due to its financial complexity? 

In all three cases, our study concludes that the added value can be fundamentally backed-
up in both theory and reality. Hence, value is not created by rumors. The study also shows 
that shareholders have experienced an increase in value of their investments in each com-
pany respectively since the announcement of the activist funds’ entry. 

The criticism regarding these activist funds as destroyers of companies’ credibility is in two 
of our cases false. Lindex and Volvo (implicitly) display a decreasing default risk as a result 
of these actions. In the Skandia/Old Mutual-case, the difference was negative, however, to 
a marginal extent. 

From the analysis of the three companies, we can find indications that the actions of activ-
ist funds are indeed adding value, much in contrast to the criticism raised. What must be 
kept in mind is other unrelated factors, such as strong economic conditions, that also has a 
key role in affecting the value of the studied companies.  
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7 Suggestions for further studies 
This chapter aims to provide suggestions for further studies within fields that are closely related to our topic. 

Our thesis work has been based upon the information regarding activist funds’ actions 
from 2003 and on. A suggestion for further studies is to examine our topic over a longer 
period of time in order to get the ‘real’ long-term effects of these actions. Also, one could 
analyse the American market where the phenomenon of activist funds has been more fre-
quent than in Sweden. 

A topic that is closely related to our thesis is the concept of leveraged buy-outs. A possible 
approach to examining this more in depth would be to analyse what the implications are 
for a company financing its acquisitions of companies using debt or own shares. Also, what 
its long-term effects would be. 

Judging from our conclusions of our thesis, why are critics not more thorough when argu-
ing that activist funds are not enhancing a company’s financial strength and intrinsic value? 
Especially, in the cases of Lindex Skandia and Volvo (implicitly), where significant share-
holder value has been added. 

Regarding aggressive capital structures, one can perhaps analyse the implications from 
macro economic changes, for instance a governmental change in a country’s fiscal policy. 
To what extent can a company slim its capital structure, and how can macro economic fac-
tors impact on the stability of a company. 

Lastly, from the activist funds’ angle, what approaches can be used for finding unexploited 
opportunities in companies such as Lindex, Skandia and Volvo before anyone else? 
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Appendix 1 
Interview 1       

2007-01-16 

Morgan Stanley 

Interviewee:  André Munkelt 

Title:     Credit Analyst 

Questions: 

 
 

• What are the main drawbacks of leveraged buyouts? 
 

• What are the short- and long-term implications respectively? 
 

• How is the default risk affected if a company solely acquires assets with own shares 
or debt? 
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Appendix 2 
Interview 2       

2007-03-14 

Standard & Poor’s    

Interviewee:  Thomas Porter 

Title:     Product consultant 

Questions: 

 
 

• Define default risk and the use of credit ratings? 
 

• Which ratios are, according to your opinion, the most important for measuring de-
fault risk? 

 

• Can we access comparable industrial ratings via Standard & Poor’s? 
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Appendix 3 
Interview 3 

2007-04-23 

Standard & Poor’s    

Interviewee:  Thomas Porter 

Title:     Product consultant 

Questions: 

 
 

• What is your opinion on activist funds increasing dividend payouts in blue chip 
companies? 

 

• What are the long-term effects? Positive, neutral or negative? 
 

• How can negative effects be avoided and still increase the dividend payout? 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


