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A love letter to unfettered capitalism

The Making of Modern Corporate Finance should be required reading for investment professionals who may have
missed the broader perspective on the financial innovations that underpin today's global system

DONALD Chew's forthcoming book, The Making
of Modern Corporate Finance, is a love letter to
those who published in the journal of Applied
Corporate Finance, of which the author is the
founder and remains its publishing editor. Itisa
love letter to unfettered capitalism and the fi-
nancial system that oils the gears of commerce.
The book will be of interest to a broad readership
but should be required reading for investment
professionals, who may have - while keeping up
with the day-to-day developments in finance -
missed the broader perspective on the financial
innovations that underpin today’s global sys-
tem.

The subtitle, “A History of the Ildeas and How
They Help Build the Wealth of Nations”", aptly de-
scribes the book’s narrative arc as it works
chronologically through four “core subjects™
B The corporate investment decision
B The corporate financing decision
W Enterprise risk management
W Corporate governance and investor commu-
nication

Aftera chapter case study on Japan that effec-
tively links corporate finance and social wealth,
the history begins with Franco Modigliani and
Merton Miller's late 1950s and early 1960s work
on “capital structure and dividend irrelevance”.
Rather than capital structure, investors should
focus on earnings power - investment in pro-
jects that earn at least their cost of capital - and
how corporate risks are managed. If capital
structure is a red herring, so too is the focus on
near-term earnings per share (EPS). Chew offers
as a good example: investors who focused on
quarterly EPS figures rather than future earnings
power at Amazon.

Corporate control
The author follows his robust opening with adis-
cussion of Michael Jensen and William Meck-
ling's well-cited paper on the agency costs of
professional management to the interests of
beneficial owners, that is, shareholders. In the
market for corporate control, managementis in-
cented to grow rather than focus on earnings
power. This led to corporate takeovers in dis-
parate sectors and to the bloated conglomerates
of the 1970s, which in turn fostered the reimpo-
sition of control through leveraged buyouts
(LBOs) and, eventually, private equity.

The hefty interest payments imposed by the
debt financing of LBOs redirected manage-
ment’s attention from acquisitions to operation-
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al efficiency. The private equity (PE) corporate
structure eliminated Jensen and Meckling's
agency issue by controlling board seats or who-
lesale removal of target companies from public
markets.

With each theoretical development — Modi-
gliani and Miller, Jensen and Meckling and Stew-
art Meyers, who helped incorporate the Weight-
ed Average Cost of Capital (WACC) into discount-
ed cash flow methodologies and subsequently
into corporate decisions to continue or abandon
a project, and Clifford Smith and Rene Stulz,
whose work showed the importance of corpo-
rate risk management as an essential compo-
nent of maximising shareholder returns — there
were practitioners eager to use the new tools.

Rather than capital structure,
investors should focus on
earnings power - investment in
projects that earn at least their
cost of capital - and how
corporate risks are managed.
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The overarching narrative is of the United States’
economic power - not its accumulated capital or
military strength, but its financial innovation and
dynamism. PHOTO: DONALD CHEW

Practitioners included company management,
who adopted Bennet Stewart’s concept of “eco-
nomic value added” (EVA), which resulted in a
shift of responsibility from a centralised EPS fo-
cus to the various operating units and a focus on
earnings power.

Modern corporate finance also included a rei-
magination of corporate incentive structure for
executives. Chew contends that if executives at
PE-owned companies are paid like owners (recall
that this helps eliminate the agency issue), exec-
utives at public companies should be paid in a
similar fashion. If pay structure and amount are
inadequate, public companies will become mere
training grounds for the best leaders as they
seek superior pay under private equity. Chew
discusses at some length the optimal structure
of long-term incentives.

Finally, the transformation of corporate fi-
nance included the development of new markets
to support financial innovations. Longtime read-
ers of CFA Institute’s Financial Analysts Journal
and other publications will be delighted to see a
full chapter highlighting the pivotal role of book
review editor Marty Fridson in helping develop
the high yield debt markets that accommodated
the surge of debt associated with LBOs.

The preceding paragraphs give a sense of the
book’s structure and content. However, the over-
arching narrative is of the United States’ eco-
nomic power — not its accumulated capital or
military strength, but its financial innovation
and dynamism. The opening chapter on Japan is
bookended by a concluding chapter on China
and the differences between its financial system
and that of the United States. So far, Chew con-
tends, the Chinese financial system has fallen
short of its promise as it has traded off innova-
tionand dynamism for state control -a facade of
Western capital markets but without the sub-
stance.

Thought-provoking

Examples from history and geography are
thought-provoking. For example, a parallel can
be drawn between 1970s conglomerates and to-
day’'s expansive technology companies, which
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