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Abstract

This paper tests the determinants of shareholder's wealth. Our study examined three countries:
Russia, Sweden and the United Kingdom. The samples contains 69 firms for every country
observed over a period of 4 years from 2007 to 2010. Firm value is measured by two ratios:
Tobin's Q ratio obtained as the sum of market capitalisation, long term debt and short term
capital structure divided by total assets, and market to book ratio measured as market value
equity over shareholder's equity. The descriptive statistics manipulate that firms in Sweden
and the United Kingdom have higher Tobin's Q and market to book ratios, respectively. We
found evidence about the hypothesis of tax savings on firm value. Firms with higher values of
performance have higher market equity values. We manipulated to a significant relationship
between firm value and size when we consider, only Tobin's Q ratio, as dependant variable.
More cash means high stocks prices for firms in Sweden and the United Kingdom. In the
British and Swedish markets, older firms have less value.

Keywords: Firm value, Tobin's Q, Market to book, Shareholder's wealth, Market value equity
1. Introduction

Castagna and Matolcsy (1989) suggest that financial variables like sales, extraordinary items,
tax and other incomes can affect firm value. Martikainen and Yli-Olli (1990) conclude that
debt ratio is the most important factor in explaining firm value. Amihud's (2002) tests the
factors identifying cumulative abnormal returns. Choe and Yang (2009) measure the effect of
cash on stocks returns. Yun et al (2009) tests how sales can explain shareholder wealth.
DeBondt and Thaler (1985), and Jegadeesh and Titman (1993) try to explain how firm
characteristics such as firm size, market to book ratio can affect shareholders wealth. Cooper
et al. (2008), Liu et al. (2009) and Cooper and Priestley (2011) conclude that stocks prices is
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a decreasing function of firm investment. We test the determinants of firm value. Specifically,
we consider as a measure of shareholder wealth Tobin's Q and Market to Book ratios. Works
that test the determinants of firm value are presented in next section. In Section 3, we
introduce our sample, tested models and our variables. Section 4 manipulates the descriptive
statistics and our empirical results. A sensitivity analysis of our specifications by sector is
made in section 5. The last section presents with our main findings.

2. The Literature Review

Like YIi-Olli and Virtanen (1986), Teppo Martikainen (1992) tests the determinants of stock
returns. The authors present the following variables; profitability, debt ratio, and growth
opportunities. The authors argue that these variables affect stock prices, and therefore market
value equity. They begin to calculate stock returns using the CAPM model. The empirical
findings stimulate a positive interdependence between performance and share returns.
However, the hypothesis of tax savings of debt is not checked. In fact, the authors conclude to
a negative and a statistically significant interdependence between leverage and firm value.

In the line of works of Hager (1976), Kamath (1989), Soenen (1993), Jose et al. (1996), and
Shin and Soenen (1998), Yung-Jang (2002) study the relationship between cash management
and firm value. Examining a sample of 1555 companies from Japan and 379 Taiwanese firms
over a period of 12 years from 1985 to 1996, the author found a minimum mean value of cash
of 43 for the food sector and a maximum mean value of 89 for the service sector. To test the
interdependence between cash management and firm value, Wang Yung-Jang (2002)
conclude that for firms in Japan and Thailand with higher Q 1, have a lower liquidity value
than other firms.

Similarly to Lewellen et al. (2010), Asparouhova, Bessembinder, and Kalcheva (2013), and
Nagel (2013), Jaehoon, Yoon (2016) tested the factors explaining stocks returns. The authors
identify determinants of stocks returns using the model proposed by Fama and MacBeth
(1973). Testing a sample of firms from Korea for a period of 11 years from 1992 to 2002,the
authors show to a negative and a statistically significant interdependence between share
turnover and share price. Jaehoon, Yoon (2016) explain this conclusion by the effect of
investor sentiment (Baker and Wurgler, 2006)

3. Data and Methodology
3.1 Sample Selection

To study the determinants of firm value, we test a sample of firms from three countries:
Russia, Sweden and United Kingdom. Samples are extracted the from the « Amadeus >
database and is described as follows: 69 companies from Russia, 69 firms from Sweden and
69 firms from United Kingdom. The unavailability of data of market capitalization, we
consider a 4-year study period from 2007 to 2010.

3.2 Choice of Variables and Hypothesis

The dependent variable
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Firm value: according to the work of Demsetz and Villalonga (2001) and Hillier and
McColgan (2001), shareholder wealth is measured alternatively by two ratios:

- Tobin's Q ratio approximated as the sum of market capitalization, long-term debt and short
term capital structure divided by total assets (Lewellen and Badrinath, 1997; Aivazian et al.,
2005; Rountree et al., 2008)

- Market to Book ratio calculated as the ratio of market capitalization divided by
shareholders' equity.

The independent variables:

Leverage: Miller and Modigliani (1961) show the significant interdependence between debt
ratio and corporate value. Like the work Georgeta and Stefan (2014), we estimate leverage as
the ratio of total liabilities divided by total assets. Seunghyun Yoon, Jaemin, Seoki (2015)
show that high debt ratios increase tax savings, and therefore firm value. However, with the
increase of debt ratios, bankruptcy risk increases, which can negatively explain shareholder
wealth. Hypothesis 1: debt affects positively or negatively firm value.

Profitability: according Miller (2004), Cheng (2008), Rountree et al (2008) and Nuryaman
(2015), we estimate profitability by the ratio of net income divided by total assets.
Profitability is a measure of firm performance. Therefore, the more firms are profitable, the
greater shareholder wealth increases (Hirschey, 1982); Cockburn and Griliches, 1988; Morck,
Shleifer, and Vishny, 1988; McConnell and Servaes, 1990), and Hall, 1993). Hypothesis 2:
profitability positively affects shareholder wealth.

Firm size: similar to Cui and Mak, (2002), Connolly and Hirschey (2005), Rountree et al
(2008), Cheng (2008), Levitas and Chi (2010) and Miller (2004), we estimate firm size by the
logarithm of total assets. Agrawal Knoeber (1996) suggest for a negative interdependence
between firm size and firm value. Indeed, for large firms, agency problems seem more severe.
Therefore, shareholder wealth deteriorates. Furthermore, firms with higher size tend to be
more diversified. However, Lang and Stulz (1994) suggest that diversification causes
shareholder wealth destruction. Hypothesis 3: size negatively explains firm value.

Cash holdings: Like Yung-Jang Wang (2002), we measure cash by the ratio of cash and cash
equivalents to total assets. High values of cash minimize bankruptcy risk, and increase,
therefore, firm value. Hypothesis 4: cash holdings positively affect firm value.

Firm age: according to Cheng (2008), Ming-Yuan Chen (2013), we estimate corporate age as
the number of years that separate the present date and the incorporation date. The oldest firms
issue a good signal on their financial health, and thus firm value. Hypothesis 5: firm age
positively explains firm value.

Table 1. Variables and expected signs

Variables Abbreviation | Formulation Expected sign
Tobin's Q Q (MVE+LTD+STD)/TA Dependant Variable
Market to Book | MTB MVE/TA Dependant Variable
Leverage DR (LTD+STD) /ITA +/-
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Profitability ROA Net income / TA +
Firms size SIZE Ln (TA) -
Cash holdings CASH Cash and Cash equivalents / TA +
Firm age AGE Number of years between current | +
date and incorporation date.
TA: total assets. LTD: long term debt. STD: short term debt. MVE: market value equity.

3.3 The Tested Models

To identify the influence of our variables on shareholder's wealth, we manipulate the
following models (McConnell and Servaes, 1990; Jensen, Solberg and Zorn,1992):

Qii =g+ *DR;; +a, *ROA; + a3 *SIZE;; + 4 *CASH;;, + a5 * AGE;; + 65
MTB;; = 5o + 1 " DRit + 5, *ROA + 3 * SIZEj + 3, *CASH;; + fis ™ AGEj¢ + Vit
4. The Empirical Results

4.1 The Descriptive Statistics

Our sample can be manipulated as follows (table 2). For Russia, the sample is distributed as
follows. 20 industrial companies, 36 firms from the service sector, two firms in the real estate
sector, 5 firms from the mining and agricultural sector, and 6 companies from Professional,
scientific and technical activities. For Sweden, 7 industrial firms, 2 companies from the real
estate sector, one firm from mining and agricultural sector and 59 firms in Professional,
scientific and technical activities. Regarding United Kingdom, 42 companies of the service
sector, 25 companies in the real estate sector and 2 agricultural firms. We can conclude from
this distribution that most Russian and United Kingdom firms are from the service sector.
However, for Sweden, most firms belong to the Professional sector.

Table 2. Distribution of our sample into activity sectors

Manufacturing | Trade and | Real estate | Mining and | Professional. scientific | Total
Service agriculture | and technical activities
Russia 20 36 2 5 6 69 firms
Sweden 7 0 2 1 59 69 firms
United 0 42 25 2 0 69 firms
Kingdom

Table 3 highlight the descriptive statistics. The results show that shareholders’ wealth
measured by Tobin's Q ratio is higher for firms from Sweden with an average value of 1.567.
However, when manipulating the Market To Book ratio, firms from United Kingdom are
valued for an average of 3,472. Russian firms are the most profitable with an average
profitability of 0.0669 and a minimum of -0.827 and a maximum of 0.529. However, firms
from Sweden are the most leveraged with an average debt ratio of 0.554 and are older with an
average value of 47.601 years. Firms from United Kingdom have the higher size with an
average of 20.918. However, William, Richard and Scott (2015) found an average size of
7,686 and 5,979 for high and low liquidity corporate. Moreover, these firms hold more cash
with an average value of 0.114.
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Table 3. Descriptive statistics
Russia

OBS | MEAN | STD DEV | MIN MAX
Q 185 | 1,186 0,828 0,309 6,416
MTB | 184 | 1,699 | 2,667 0,00231 | 30,379
DR 232 (0459 | 0,244 0,0330 0,999
ROA | 233]0,0669 |0,127 -0,827 0,529
SIZE | 233[20,834 | 1,891 14,501 26,147
CASH | 99 |0,0688 | 0,0944 0,000028 | 0,695
AGE | 274 26,313 | 37,979 1 253

Sweden

OBS | MEAN | STD DEV | MIN MAX
Q 253 | 1567 | 1,160 0,411 12,453
MTB | 251 |2,791 | 4,898 0,154 56,977
DR 263 | 0,554 | 0,148 0,102 0,956
ROA | 263]0,0570 | 0,0798 -0,436 0,325
SIZE | 263 (20,815 | 1,407 18,388 24,291
CASH | 263 | 0,0648 | 0,0641 0,000131 | 0,443
AGE | 276 | 47,601 | 35,409 2 113

United Kingdom

OBS | MEAN | STDDEV | MIN MAX
Q 255 | 1,405 | 0,761 0,455 5,731
MTB | 249 | 3472 | 7,994 0,0707 82,760
DR 256 | 0,548 | 0,164 0,112 0,983
ROA | 275|0,0552 | 0,116 -0,785 0,649
SIZE | 270 |20,918 | 1,516 17,529 24,673
CASH | 269 | 0114 | 0,144 0,000253 | 0,824
AGE | 267 | 27,479 | 28,905 1 123

4.2 Determinants of Shareholder's Wealth

The empirical findings on the factors explaining shareholder wealth are presented in the table
4 (Y1i-Olli and Virtanen, 1985).

Table 4. Determinants of firm value

Russia Russia Sweden Sweden l_Jmted L_Jmted
Kingdom Kingdom
Specification Specif;cation Specif;cation Specifjlcation Specification 5 | Specification 6
Tobin MTB Tobin MTB Tobin MTB
C -0,493 -0,975 0,931 -0,187 2,386 1,0600
DR 0,922 3,0915™" 0,178 3,838 0,292 4,840
ROA 1,633 3,716™ 3,992 13,769 0,825 3,601
SIZE 0,0529" 0,0391 -0,00103 -0,0433 -0,0646" -0,0525
CASH -1,397" -0,918 6,105 9,657 0,870 1,112
AGE -0,000644 -0,00299 -0,00391"" -0,00271 -0,00271"" -0,0158""
OBS 62 62 253 251 242 233
R squared (%) 34,49 12,74 260,83 133,87 777 110,26
Waldchi2
Prob> F 0 0,0259 0 0 0 0

Note, ",”, ™ significance at 10%, 5% and 1% levels respectively.
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Leverage: as suggested by Bowman (1979), Christie (1982), Mandelker and Rhee (1984) and
Bhandari (1988), an increase in the debt ratio leads to an enhance in shareholder wealth for
firms in Russia. This conclusion is true for all specifications except for the Sweden, when we
considered only the Tobin's Q ratio as an approximation of firm value. This conclusion
corroborates our first hypothesis. Indeed, an increase in debt ratio is interpreted positively by
external investors, which will positively explain firm value (Mandelker and Rhee, 1984;
Blann and Balachandran, 1988). Jensen (1986) suggest that a higher debt ratio limits
managerial discretion and, therefore, increases firm value

Profitability: a high profitability of firms in Russia, Sweden and the United Kingdom sends
a good signal about the available growths opportunities. This explains the positive
interdependence of our independent variable (Bowman, 1979; Kinnunen, 1988). This
interpretation confirms our second hypothesis. An increase in performance implies a higher
value of cash flows, and therefore, a higher firm value (Teppo Martikainen, 1992).

Firm size: the tested firm size hypothesis is verified, only for firms in the United Kingdom
when we consider the Tobin’s Q ratio as an approximation of shareholder wealth. However,
the opposite effect is found in specification 1 for firms in Russia (William, Richard and Scott,
2015). Short and Keasey (1999) suggest that the largest firms could obtain external financing
much easier and at a lower cost, which will increase firm performance and, consequently,
firm value.

Cash holdings: high levels of cash are interpreted positively by the shareholders of firms in
Sweden. This result is observed, also for specification 5 for firms in the United Kingdom.
This interpretation confirms our hypothesis 4. However, a negative effect is recorded for
specification 1 for Russia.

Firm age: the positive effect of firm age is not checked in our sample. We found a negative
and a statistically significant effect for firms in the United Kingdom. This result is observed,
also for specification 3 for firms in Sweden. This result can be highlighted as follows. The
oldest firms have important agency problems, which will negatively explain firm value
(Black, Jang, and Kim, 2006; Balasubramanian, Black, and Khanna, 2010).

5. Determinants of Shareholder's Wealth and the Effect of Activity Sectors

Similar to Barnhart and Rosentein (1998), we measure the impact of activity sectors on the
determinants of shareholder wealth. We consider five activity sectors; The service sector, the
real estate sector, the professionals activities, manufacturing and mining and agriculture
activities (table 5). The empirical findings highlight that the income tax savings hypothesis of
is not checked for two countries. Indeed, an increase in the debt ratio leads to a destruction of
firm value for the industrial sector in Russia, and the real estate sector in Sweden. An increase
in debt ratio implies to an increased bankruptcy risk, which will not increase firm value.
However, the results of the real estate sector in the United King Dom, and professional
activities in Sweden are positive and statistically significant. Inconsistent with our research
hypothesis, increased profitability leads to a decrease in stock prices for the industrial sector
in Russia, and the real estate sector in Sweden. Profitability positively influence firm value
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for the service sector in Russia, manufacturing and professional activities in Sweden, and the
service and real estate sectors in the United King Dom. Contrary to the assumption of Lang
and Stulz (1994), large size firms witness an increase in share prices for the manufacturing
sector in Russia and the real estate sector in Sweden. However, the results on the United
Kingdom become negative and statistically significant. High values of cash generate
overinvestment problem, which will negatively explain shareholder wealth. This result is true
in Sweden for the real estate sector. We found a positive effect of cash for the professional
sector in Sweden, and the service sector in the United King Dom. Furthermore, older
companies in the industrial and service sectors in Russia and the real estate and professional
sectors in Sweden are the least valued. Indeed, these corporations have severe agency
problems which will negatively explain firm value.

Table 5. Effects of activity sectors in explaining determinants of shareholder's wealth

Russia
Manufacturing Service Real estate Mining Professional
Tobin Tobin Tobin Tobin Tobin
C -10,634" 0,421
DR -3,823" 0,507
ROA -3,297" 1,452"
SIZE 1,0888™" 0,0246
CASH 0,422 -0,647
AGE -0,107" -0,0184"
OBS 23 33
R squared (%) 62,15 15,00
Waldchi2
Prob> F 0,0517 0,0100
Sweden
Manufacturing Service Real estate Mining Professional
Tobin Tobin Tobin Tobin Tobin
C -1,851 -18,821"" 0,722
DR 0,561 -5,581"" 0,329
ROA 4,593" 1,879 4,314
SIZE -0,327 1,398 0,000783
CASH 0,327 1,965 7,388
AGE 0,127 -0,0852"" -0,00339™"
OBS 27 7 216
R squared (%) 62,32 99,84 303,30
Waldchi2
Prob> F 0,002692 0,0278 0
United Kingdom
Manufacturing Service Real estate Mining Professional
Tobin Tobin Tobin Tobin Tobin
C 1,875 5,562 28,382
DR -0,525 0,467 3,162
ROA 1,312 0,399 7,406
SIZE -0,0190 -0,221" -1,425
CASH 1,744 0,0643 1,774
AGE -0,00161 0,000150 0,0138
OBS 139 95 8
R squared (%) 25,94 64,16 87,23
Waldchi2
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Note, ",”, ™ significance at 10%, 5% and 1% levels respectively.

Prob>F | | 00001 ] 0 | 00179 | |

6. Conclusion

Our paper test how managers can increase shareholder's wealth (Harvey, 1995; Dicle et al.,
2010; Hjalmarsson, 2010; Gupta and Modise, 2012; Narayan and Bannigidadmath, 2015;
Narayan et al., 2015b; Westerlund et al., 2015; Fama and French, 1988; Lamont, 1998; Welch
and Goyal, 2008; Rapach et al., 2010 and Gupta et al., 2014). We measure firm value by
Tobin's Q and market to book ratios. The empirical findings of the determinants of firm value
show that leverage positively affects firm value. In general, our results present that managers
can take decisions to increase stock prices and, consequently, shareholder's wealth. The effect
of profitability is positive and statistically significant. The effect of firm size is contradictory.
We found a positive effect for firms in Russia, and a negative effect for firms in the United
Kingdom. Cash positively explains firm value in Sweden and the United King Dom
(specification 5). Only, for Sweden ( specification 3) and the United Kingdom, we have
found that older firms have lower Tobin's Q values and market to book ratios. Furthermore,
we found that our results are sensitive to activity sector (the service sector, the real estate
sector, professionals, manufacturing and mining and agricultural activities). The results
present that an increase in debt ratio increase shareholder's wealth for professional activity in
Sweden, and the real estate sector in the United King Dom. A positive effect of profitability
was found for the service sector in Russia, manufacturing and professional activities for firms
in Sweden and the service and real estate sectors in the United Kingdom. Firm size negatively
explain firm value for the real estate sector for firms in the United Kingdom. More cash
means an increase in shareholder's wealth for the service sector firms from United Kingdom
and professional activities for firms in Sweden. Overall, older firms have lower stock prices.
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