
CRITICAL ESSAY 5 

PROFITABILITY & VALUE OF THE FIRM 

The value of the firm is expressed as the total discounted value of future profits, 
where PV, the present value of future profits over n years, discounted at a rate of 
interest r, is defined as: 

Definition: The value of the firm is computed as 

 

  

In a dynamic situation where the profit of the firm fluctuates, the problem of 
maximising the value of the firm becomes rather more complicated. One practical 
solution to this is to estimate a uniform annual profit in perpetuity and to project 
this into the future until a change in conditions (such as installation of a new 
plant) calls for a new projection. Computing the value of the firm in perpetuity is 
equivalent to projecting the profit for an indefinite period as This then 
reduces to the following 

Definition: The value of the firm over an indefinite period is computed as 

 

From the perspective of the shareholder-stakeholder a measure of the invested 
property rights in the firm - the stakeholder's wealth - is the per-share valuation of 
the firm, known as the capitalised value [of the firm] per share. The value is 
capitalised at the stakeholder's required rate of return r. The per-share value 
depends on the expected profits of the firm simply divided by the number of 
shares. It is defined as follows where E represents the expected yield per share, 
with N shares outstanding 

Definition: The per-share value of firm is computed as where 

 

This valuation method is applied universally by investor-stakeholder who 
continue to adjust projected earnings by a factor known as the price-earnings 
ratio, which is simply If the stakeholders required rate of return is [say] 10% 
and the firm's annual earnings are £2 per share, then the capitalised value of the 
firm per share is If the stakeholders perceive a higher risk attached to 
the firms's business activities at [say] 20%, then the capitalised value of the firm 
falls to £10 per share. 



In the more traditional Neo-Classical theory of the firm, firms were profit- 
maximisers. Managements objective was to maximise profit, aided either by 
decreasing costs or increasing revenue. By the late 1940s/early 50s, a 
behaviouralist theory of the firm had developed, which explicitly considered the 
influences of external factors on a firms level of profit; influences which were 
exogenous in the traditioinal theory. Consideration was therefore given to, 
amongst other things, the size of the firm, its relative position in industry, the type 
of firm, whether owner-controlled or management controlled, the objectives of 
management and the (strategic) activities of other firms. Now to maximise profit 
was not the simple task of maximise revenue less costs, but in a different 
perspective a maximum profit is the result of the interplay of all these different 
influences. Indeed, we can consider profitability within this framework. 

Profitability 

• Market value. 
• Management constraints 

To discuss the profitability of a company necessitates the inclusion of such 
influences as mentioned above and one of the most important determinants of a 
companys profitability is the objectives of its management team. The objective 
function of management could have as explanatory variables, size and 
profitability, and this function is maximised subject to three constraints:  

1. Shareholder bid. 
2. Takeover. 
3. Bankruptcy. 

With respect to the first, define as the ith shareholders share of equity, V* as 
actual maximum value of firm, V as market value and a represents any 
transaction costs which beset the shareholder who intends to takeover a firm. We 
can write the following: 

Fi (V* - V) a > 0 therefore V < V* - [a/Fi] 

The ith shareholder would be encouraged to bid for control of the company. So to 
overcome this, the constraint facing management is V = V* - [a/Fi]; and so long 
as the market value exceeds this expression on the right side, management are 
free from the possibility of a shareholder bid. 

However, a more serious constraint facing the managers is to avoid takeover by 
another firm. Applying a 1978 Grossman and Hart idea, assume that the 
transactions costs of takeover are 

  



Where F is fixed costs and the product, , could represent (say) the financial 
institutions percentage cut in the takeover bid. Defining gains as (V* - V), then we 
have a takeover bid if 

V* - V > F + and if V <  

And to overcome this, the constraint facing strategic management could then be 

defined as V = ; and as long as this remains the position, the threat of or 
possible bid for takeover, is relaxed (a non-binding constraint). 

Before we proceed to discuss the influence of bankruptcy, lets consider the 
similarity in these two constraints. Both are concerned with the deviation of 
market value from its maximum and as long as market value exceeds a random 
expression, the company is safe. However, with respect to bankruptcy, we  are 
more concerned with the deviation of market value from a fixed value (say) zero. 
Essentially, V = CONSTANT to avoid bankruptcy and this constant, unlike the 
two expressions in the cases of takeover discussed previously, is independent of 
taxes and interest rates. The threat of bankruptcy has a more direct influence on 
profitability, in that a growth in such a threat would be a reflection of low 
profitability and possibly bad debts accumulation. 

The profitability of a company may depend upon how management decides to 
overcome these various constraints. The trigger mechanism for each depends on 
the term (V* - V), with the necessary condition that V > V*. Profitability, P, is 
related to this, but the actual market value of the firm is dependent upon 
investment, I, which in turn is determined by the level of interest rates, r, 
expectations, E, about the future performance of the firm and the economy and a 
host of other factors, which we call V so, 

P= f(V* - V), V = g(I) and I = h(r,E,V) 

and this three equation system sheds a different light on any analysis of 
company profitability. If investment were to slack off, for example, this would 
possible reduce the market value of the company and increase the probability of 
takeover, as a result of a fallback in profitability. 

Gibrat's Law 

Our point is simple: profitability is a much wider concept than the traditional 
notion of profit. Whereas one could simply define profit loosely as the difference 
between revenue and costs, profitability could be described as a fraction of 
market value of the company. The determinants of profitability depend crucially 
upon the various characteristics of the firm, such as the objectives of its 



managers and the type of control within the company. Yet another, but somewhat 
less important, characteristic of the firm is its size.  

Proponents of Gibrat's Law would argue that small and large firms have an equal 
probability of growth, that growth and size are not correlated. However, with 
respect to profitability, a small firm just beginning would not appear as attractive 
and investment for shareholders as a larger, more established firm with a good 
track record. But there is a small firm, characterised by Boswell as high flyers, 
who during their infancy have a substantial sales turnover in their first few years 
of existence. It is from the ranks of such firms that emerge the industrial giants 
and corporations of a generation. Such a firm would show high profitability, 
reflected in its market value and probable demand for its shares. But the 
commercial ingredient here is the product into which that particular firm launched 
itself. The profitability of the firm is initially linked to a product for which there 
exists and insatiable market demand and secondly linked to the eventual 
diversification of this firm as it expands. 

This further adds to the complicated set of determinants of and influences on a 
companys profitability. But each and every determinant registers on market value 
and it is this which reflects the economic health of the company. One could 
therefore argue that to measure profitability, we should at least involve the 
market value in the measuring expression. The following is suggested as a 
possible measure of company profitability. Defining profits (p) as the excess of 
revenue R(q) over costs both fixed and variable C(q), then we have p = {R(q) - 
C(q)}. Defining market value to be equivalent to company investment (I) deflated 

by the current rate of interest r, then we can define and with K 
representing the book value of capital assets, a measure of profitability (P) could 
be further defined as follows: 

P= =  

which essentially depends upon the level of company investment and the amount 
of output the company can actually sell. Investment is an important influence on 
market value, the latter being instrumental in whether the company can survive in 
the market independently or not. And continued boost in demand guarantees 
increased revenue, which offsets the costs facing the company, improves upon 
the actual accounting profit, boosts investment and improves upon the level of 
profitability eventually. Although this is a somewhat crude and simple measure, it 
will still reflect improvements in the companys profitability and its dependence as 
a measure, on the level of investment and demand guarantees its sensitivity. And 
finally, as a proposed measure, it may be able to account for the varying 
influences on a companys general performance. 

 



Market Efficiency 

A new approach would focus on the delivery of a process to motivate 
management and staff to maximise the value of the firm, defined as maximising 
the present value [PV] of cash flow generation over the life of the firm. Underlying 
this is the premise of capital market efficiency serving to maintain equilibrium 
between firm value as defined, and the market value of the firm reflect in share 
prices. Market efficiency assumes that all available information is to some degree 
(from weak to strong form) incorporated in the share price. In its strongest form, 
therefore, the efficient incorporation of all possible information would ensure that 
the PV of the firms cash flows would be accurately reflected in the share price, 
which would be in equilibrium with the PV of cash flows to shareholders. 

The extensive academic debate over market efficiency and the validity of the 
NPV approach to share valuation cannot be fully debated in this essay, but it 
does have important implications for the SVA-focused firm [SVA is shareholder 
value analysis] and some of the key issues which could be the subject of further 
research are introduced briefly. Strong firm efficiency would suggest that no 
excess returns (above costs of capital) could be earned from investing in a share 
since future cash flows are efficiently incorporated in the price. We know 
however that share prices are volatile and excess returns are earned. Does this 
invalidate the concept of market efficiency and the NPV approach to share 
valuation, thus fundamentally undermining the SVA approach? 

 

It could be argued here that it does not undermine SVA because the market 
value reflects investors expectations of future cash flows. These expectations will 
change over time, based on actual cash flows and the perceived quality of 
management actions and strategy, as well as changes in discount rate arising 
from interest rate movements and the firms risk. Volatility in share prices does 
not invalidate the efficient market hypothesis, but rather reflects the uncertainty 
attached to forecasts of future performance. We might argue that the SVA 

approach is more efficient than other measures such as ratios given its pure 
focus on cash, freedom from accounting distortions and future orientation which 
pays no regard to past performance. The academic evidence on this is 
inconclusive however, and as such, it would be a suitable topic for further 
research. 

Investor relations strategy 

The importance of this debate for strategic decision making lies in the role of 
market price in signalling to management the investors view of their performance 
with respect to value creation. This means that management must carefully 
consider its investor relations strategy. Failure to adequately influence and inform 



the market of value creation achievements may result in the market failing to 
fairly value the firm, leading in turn to threats to ownership, management job 
security and less advantageous access to sources of new funds. Further work 
may therefore be beneficial in the area of developing an investor relations 
strategy which is aligned with the newly adopted shareholder value discipline. 
This could examine what should and could be communicated. At a basic level, 
this might involve communicating leading value indicator information, which will 
enable analysts and institutional investors to model future expectations using 
value driver analysis, for example a Wright & Keegan-type Statement of 
Shareholder Value Achieved, might be appropriate. 

Shareholder value 

The growing focus on shareholder value can be traced to a number of global 
business developments including: 

• Globalisation of capital markets. 
• Increasing shareholder activism. 
• The growing importance of intangible assets such as intellectual capital. 
• Threat to management security from corporate take-overs. 
• Disillusionment with accounting measures as indicators of value. 
• Endorsements of SVA by leading corporations, academics and business 

writers. 

Increasing evidence of the poor correlation between accounting based 
performance measures and returns to shareholders has led to the widespread 
recognition of the superiority of cash-flow based measures. "Cash is a fact, profit 
is an opinion". The shareholder value approach focuses management on cash 
generation and capital efficiency, providing a common focus and aligning the 
processes of strategy development, resource allocation and performance 
management. The resultant integrated framework can form the basis of a value 
based management approach (VBM). 

The theoretical foundation for the SVA approach can be found in the objective 
function of the firm. While share price maximisation might be the objective which 
would best maximise shareholder wealth, such an objective is unrealistic 
because restrictive assumptions must hold true. Firm value maximisation 
however is less restrictive and pursuit of this means maximising cash generation 
over the life of the firm. This provides the free cash flows to fund further growth, 
leading to share price appreciation and future cash for dividend distribution. This 
definition of value is consistent with shareholder returns and the successful 
value-creating firm can enter a virtuous circle of value growth, enjoying cheaper 
access to sources of new funds and enabling the delivery of superior long-term 
shareholder returns. 

   


