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Abstract

The shareholder value maximization objective famctif Anglo-Saxon publicly quoted corpora-
tions over the last three decades gave raise tdrasted reactions. The controversy raised by the
implementation of this new form of capitalism goegamd the simple interactions between corporate
governance and its achievements. The means allavangprations to maximize shareholders’ wealth
are nowadays fuelling the debate, especially whmrsidering the eventual generalization of the An-
glo-Saxon corporate governance model to other amsitExcessive corporate debt, massive job cuts,
considerable assets reductions etc. are the masirrent corporate strategies denounced as harmful
by shareholder value maximization detractors. Wtiikse strategies are often retained in descriptive
studies or in the Medias as a byproduct of the shalder value maximization policy, empirical sup-
port in this direction is lacking. The econometstudy conducted herein allows us to put into
perspective the role of the above mentioned stiegag the shareholder value creation process.

Key words: shareholder value, Economic Value Added (EY,Amultinational corporations
(MNCs), shareholder value maximization strategiesncing choices, probit econometric model.
JEL classification: F23, G32, G34

1. Introduction

Long time outpaced by managers, the shareholdersi@vadays the key players of
corporate business and financial risk managemerg. economic context in which share-
holders emerged as central players in the corpmsitimanagement field was particularly
suitable: slow economic growth, high inflation (haait levels), increasing interest rates
(after a period of mostly negative real interesesy and financial disintermediation, all
specific to early eighties and inherent to thesbibcks of the 1970s. Due to the lack of an
intermediary organism able to absorb any substandidation of their wealth, the share-
holders became increasingly involved in the corflong’ management, imposing
transparency and communication exigencies to ekechbard.
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A new concept has thus emerged: the shareholdee vabximization, so identifying
the new objective function tying irremediably thabjicly quoted corporations to stock
markets. The corporations become mainly concernidtihie shareholder wealth maximiza-
tion goal, i.e. the sum of dividend payments argitahgains. New corporate performance
instruments are proposed. The Economic Value A¢E&A®) of Stern & Stewart embod-
ies nowadays the main evaluation criteria of caaiions’ commitment with the shareholder
value maximization objective.

Most likely an inheritance of the period of highSJ Treasury bond interest rates, the
supposed 15% minimum return on investment expebjedhareholders fuels the critics
against this new corporate objective function. @iebate over the wealth distribution justice
within corporations, within society overall, is epand fuelled by large media coverage.
The subordination of publicly quoted corporatiomstte “quarterly income tyranny”, source
of “accounting errors” in the management of sommgddJ.S. and European industrial cor-
porations (WorldCom, Xerox, Enron, Vivendi, Parnigléurns failed corporations into an
emblem of the new form of capitalism. The consensus “project lacking economy”
(économie sans projeémerges [Artus, Virard, 2005]. Obsessed by stesrty performance
objectives, the publicly quoted corporations wotlids overlook long-term beneficial in-
vestment projects. The critics of the new corporati objective function leave then room to
critics looking to the means allowing corporatidgasachieve the shareholder value maximi-
zation goal. Dividend payments, stock buybacksyacdization, layoffs, etc. are regarded as
grounds for transforming employees in victims of 8hareholders’ primacy. A part of the
risk assumed by shareholders would hence be traedféoward employees, which, con-
trary to shareholders, don't benefit of any riskm@. In this perspective, two opposing
worlds are formed: the one of the employees, witktable jobs, and another of merciless
shareholders, looking for high investment returns.

Seemingly, the rupture from the classic maximizbenefit corporation is not very
well perceived, and often identified as the sowfall troubles. Deficiencies in product in-
novation, low capital intensity, high corporate tedind worsening employee status would
thus represent the issue of short-term orientegdazate management. Engaged in the stock
market performance race, corporate managementbjectuo institutional investors pres-
sures (exerted either by an active portfolio mansagd, either by imposing their opinions
when considerable parts of corporate stocks arairdet) and to hostile takeover threats.
Hence, the management is obliged to reduce thestiment time horizon, choosing only
those activities with immediate results and whickeimshareholders’ expectations. The
short-term rationale of financial investors is soggd to transfer toward the corporate man-
agement, with mainly negative effects for employaes corporations as whole.

The concerns about the shareholder value maxiroizatbjective function are further
increased by the emerging consensus of its genatialn to other non Anglo-Saxon corpo-
rations. Nevertheless, this hypothesis is basedesgriptive studies about the institutional
and cultural comparisons across countries [Coffege 1899; Nestor, Thompson, 2000;
Mintz, 2005], much like the harmful shareholderueamaximization driving strategies iden-
tified by its detractors and mentioned above.

The lack of empirical studies assessing the re@hwef these strategies in the share-
holder value maximization process justifies theneroetric analysis presented in this paper.
In order to identify the importance of corporataaficing choices, of corporate assets and of
jobs management, an empirical study is conductedroAnglo-Saxon, European (French
and German) and Japanese multinational corporapangl.
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2. Empirical analysis

The purpose of the following empirical analysisvi®fold. First of all, it aims to iden-
tify the main shareholder value driving strategiésmultinational corporations. This will
permit the evaluation of the validity of the postels made by the shareholder value maxi-
mization detractors. Secondly, the analysis wilbwal us to quantify the influence of
multinationals’ home country financial system (ahdir subsequent corporate governance
principles) —market-versusbank-oriented system on the shareholder value creation proc-
ess.

The study is conducted on very large (revenue supter three billions USD) publicly
quoted and non-financial multinational corporationsr 1996-2005 period. The annual bal-
ance sheet data is extracted from the Bureau Vis[RBIS database. According to our
empirical analysis purpose, the U.S., British, EferGerman and Japanese MNCs were re-
tained. Nevertheless, due to the lack of fulfillmehdata series and to delayed time series
across companies, the study is realized on a ocenadity smaller number of corporations
than initially predicted. Hence, the final panel 39 MNCs breaks down into 640 U.S.
MNCs (out of 783), 114 British MNCs (out of 2928 6rench MNCs (out of 204), 59 Ger-
man MNCs (out of 142) and 78 Japanese MNCs (082df With the exception of the 10-
years Treasury bond interest rates which were téil@n the Eurostat database, all other
variables were deducted from the data includetiéncbrporate financial accounts from Bu-
reau Van Dijk.

2.1. Method and model

In order to identify the real contribution of therporate debt financing, corporate as-
sets and jobs management on the created sharehalley, the Economic Value Added
(EVA®) was used for measuring the corporationsf@enance. The EVA® computation is
based on financial account data, and it measxgsostthe created shareholder value as a
difference between the corporate net operatingitpafter taxes and the employed capital
cost — both equity and debts (short- and long-tdeirts altogether).

EVA= NOPAT, ~WACG, [CE, , ()
NOPAT, = EBIT, - Tax @)
Equity,
WACG, (%) = Kp (% .
G (%) FP,lt( 0) Equity, + Debts
id | i ®3)
+ Paid inteest, (%) h1- Paid tax 0
Debts, Income bedre tax

Debtg
Equity, + Debtg

CE,_, = Equity, , + Debts , 4)

where:
NOPAT= Net Operating Profit after Tax
EBIT = Earning Before Interest and Tax
WACC= Weighted Average Cost of Capital
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CE = Capital Employed

In the equation (3) used in the measure of EVA®Ri&tign (1)), thek-p(%) represents
the opportunity cost of equity; this is, therefdies shareholders’ expected return rate, and it
will thus be calculated using the Capital AssetiRg Model (CAPM), given by the equa-
tion (5) bellow:

ke =kg + By (kn — Ky ) ®)

where:
ki = expected return rate on the capital assger the period, in (%);
ki = risk-free interest rate (usually, a 10-yearsaStey bond), in (%) ;
kn = expected return of the market, in (%) ;
B = covariance(m)/d’, — the sensitivity of the asset returns to markgirns

The equation (5) shows the traditional financiaiam according to which the similar
risk assets can't affect different rates of returhe risk, i.e. the beta coefficient, is calcu-
lated from the monthly data, the corporate corekstoarket index being used as proxy for
the market returns. The reference stock marketxesl¢hus retained are CAC40, DAXX,
DJ Industrial Average, NASDAQ Composite, NASDAQ 000likkei.

In the calculation of the equity capital cost (etipra(5)), we imposed the condition of
positive market returns. This condition appearbdessential in our opinion in order to ob-
tain positive values for the equity capital oppaity cost, which couldn’t be negative. By
excluding the negative stock market performanceshenve, once more, reduced the time
coverage of our panel dataset.

Beside the equity cost, the measure of the weightedage cost of capital (equation
(3)) makes use of the debt financing cost. Therdast computed as the ratio between the ef-
fective interest paid by companies and the intebestring debts at the beginning of the
fiscal year.

To resume, as it is calculated, the Economic V&ldded ® measures in fact the ex-
cess shareholder value created (the net operaiiiogrie) over the shareholders expectations
(as quantified by CAPM).

In order to evaluate the shareholder value creatimategies amongst those identified
by new capitalism detractors, several explanat@yables were considered, and are de-
tailed next.

The corporate financial choices (defersusequity financing) might influence the cre-
ated shareholder value by influencing the corpotate Fiscal optimization function
strategies by MNCs are possible in an internatipeaspective, as long as corporate tax dis-
crepancies persist across countries. Choosing atdgwdestination country for high
profitable activities may considerably improve ttgporate annual net income. On the con-
trary, choosing an adequate financial structuredontries with high corporate tax rates
would provide a debt tax shield to MNCs, as longhesdebt cost is tax-deductible. Hence,
the appropriate financing choices allow corporaitmincrease their net income, thus satis-
fying shareholders. Nevertheless, higher corpatat# is synonym of higher corporate risk,
and thus higher shareholder expected returns agsiment. All other things being equal,
this only leads to lower effective shareholder ealConsequently, higher debt tax shield
must be negative correlated with the created sbédehvalue.
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The corporate assets management is also very cfth by shareholder value princi-
ple detractors as one of the harmful strategiedingato higher shareholders’ wealth.
Shareholder value maximizing corporations wouldstlgive up several production proc-
esses, mainly the capital-intensive ones. Exteradins, focusing on the core activities,
and lowering the capital intensity, all represeey lassets management strategies enhancing
the shareholder value [Jeffers & Plihon, 2001].e Bimpirical estimation of the importance
of this variable in the shareholder value creapoocess will set the true value of the hy-
pothesis formulated by shareholder value critics.

Another explanatory variable is supposed to captiieepertinence of the traditional
opposition between thmarket-orientedand bank-orientedfinancial systems of multina-
tional corporations’ home countries in the shardéplvalue creation process. Since the
capitalistic financial systems are divided imarket-andbank-orientecbnes corresponding
to the main corporate financing practices (stockketaversusbank), this opposition is sup-
posed to testify about the corporations’ commitmeith the shareholder value creation
purpose. Adummyvariable is thus constructed: the value 1 is dasedt to Anglo-Saxon
multinationals, while the value 0 is associatedQontinental European (German and
French) and Japanese multinationals. The aim dfiditey this variable is to measure the
importance of the multinational home country finahsystem on the created shareholder
value, and hence to test the shareholder valueiplingeneralization hypothesis.

According to the purpose of this empirical anay#heprobit method was chosen.

The endogenous variable in the econometric modékiwis be adummyvariable. Its
values are 0 or 1, according to whether the cresttadeholder value is lower or greater than
the industry average (the later being calculatedhasindustry average, all countries in-
cluded). In order to define thidummyvariable, we had thus calculated both the EVA®
series and then the industry average EVA® acrosstdes. The gap between the calculated
value of EVA® for each couple (corporate, year) #&ma industry average EVA® allowed
us to define the endogenodsmmyvariable 4EVA). Theprobit method will thus allow us
to highlight the variables increasing the prob#piihat a multinational corporation creates a
greater shareholder value than its correspondiiigsimy’ average.

The exogenous variables included in the estimatedemmare the corporate debt tax
shield (testifying about the corporate financiabices aiming at maximising the net in-
come), the net income ratio (thus summarizing thgpa@rate operating and administrative
cost minimization), the capital intensity ratio tkbassets per employee), and the MNC
home-country financial system dummy variable. Tdstdd equation is given bellow:

P(AEVA =1x) =G(B, + B, @ummy_coury + f3, [debt_tax Isield, + ©)
+ B, (het_incomeratio, + 8, [¢apital_irensity)

where:0<G(z) <1, 0z0O0O

Beside the variables emerging from the corporataniial accounts, we have also
taken into account the financial market variabsesh as the corporate stock price evolution
and stock market index evolution. In order to meashe influence of the stock market per-
formance on the shareholder value drivers, we ntlaglalistinction between the periods of
negative and positive stock market performance.celenorresponding to each period, two
other models derived from the equation (6) were altimated (equation (7) and (8)). This
will allow us to verify if corporate shareholderlwe creation strategies are influenced by
the stock market evolution.
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P(4EVA, :]Jx) =G(B, + £, lWummy_coumy + G, [debt_tax_Bield, +
+ 3, (het_income ratio, + S, [Capital_irtensity, )

if stockmarket @)
performane <0

P(4EVA = ]Jx) =G(p, + B, lummy_coumy + 3, [Hebt_tax_kield, +
+ [, [het_income ratio, + S, [tapital_intensity, )

if stockmarket ©)
performane >0

where:0<G(z) <1 0z0O0O

2.2. Results

The probit estimations were run with STATA 9.1. All continuouariables were nor-
malized, such that each variable average is equahé. This operation allow us to take into
account the relative values of estimated parametaisthus establish a hierarchy of the ex-
ogenous variables influence on the endogenoushlaridhe estimated results are reported
in the Table 1. Tables 2, 3 and 4 present the exmgevariables marginal effects.

Table no. 1 - Estimation results

Exogenous Variable: Model 1 Model 2 (eq.(7))  Model 3 (eq.(8))
AEVA (eq.(6)) (performance < 0) (performance > 0)
Dummy country 0.198** 0.109 0.267**
z-statistic (2.30) (-0.706) (2.25)
Debt tax shield -0.571** -0.706** -0.595**
Z-statistic (-2.67) (-2.18) (-1.97)
Net income ratio 0.425%** 0.501*** 0.387***
z-statistic (6.19) (4.90) (3.89)
Capital intensity -0.263** -0.577%** -0.067
z-statistic (-2.21) (-2.90) (-0.43)
Constant 0.532** 1.084*** 0.268
z-statistic (1.94) (2.62) (0.70)
Wald chi2(4) 77.25/0.0000 45.45/0.0000 33.58/0.0000
No. of observations | 1895 (428) 934(387) 961 (405)

Note: Stata probit estimations results; the endogenwariable is the dummy variable
AEVA,; *** ** and * denote significance at 1%, 5%nd 10% level, respectively. The val-
ues within parenthesis represent the respectivasttat test values. If the chi2 test is
calculated, both the test values and the p-valueseported. The panel size (number of ob-
servations and of MNCs) is also given.

Table no. 2 - Marginal effects (Model 1, equati6)) (

Variable dy/dx Std. Err. z P>z [ 95% C.I. ] X
Dummy country | 0.078  0.034 2.290 0.022 0.011 0.144 0.7083

Debt tax shield | -0.223 0.084 -2.670 0.008 -0.387 -0.0591.055
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Net income ratio| 0.166  0.027 6.200 0.000 0.114 0.219 0.965

Capital intensity | -0.103 0.046  -2.210 0.027 -0.193 -0.0121.026

Note: dy/dx represents the discrete variation of ghdogenous dummy variable between 0
and 1. The statistically significant coefficiensthe table are in bold.

Table no. 3 - Marginal effects (Model 2, equati@)) (
Variable dy/dx Std. Err. z P>z [ 95% C.I. ] X
Dummy country | 0.042 0.050 0.840 0.402 -0.056 0.139 0.759

Debt tax shield | -0.268 0.123 -2.180 0.029 -0.508 -0.0271.064
Net income ratio| 0.190 0.039 4920 0.000 0.114 0.266 0.958

Capital intensity | -0.219 0.075  -2.900 0.004 -0.366 -0.0710.995

Note: dy/dx represents the discrete variation oféhdogenous dummy variable between 0
and 1. The statistically significant coefficientsthe table are in bold.

Table no. 4 - Marginal effects (Model 3, equati8) (
Variable dy/dx Std. Err. z P>z [ 95% C.I. ] X

Dummy country | 0.106  0.047 2.250 0.024 0.014 0.198 0.648
Debt tax shield | -0.236 0.119 -1.970 0.049 -0.470 -0.0011.046
Net income ratio| 0.153  0.039 3.890 0.000 0.076 0.230 0.971

Capital intensity | -0.027 0.062  -0.430 0.667 -0.147 0.094 1.055

Note: dy/dx represents the discrete variation oféhdogenous dummy variable between 0
and 1. The statistically significant coefficienste table are in bold.

Most of the exogenous variables are statisticaljpiicant, regardless the estimated
model. Nevertheless, we can observe that the t&tatisignificance of the MNC home-
country financial system and that of the capitaémsity variables changes with the esti-
mated model, hence with the stock market performanc

Thus, the multinational corporation home countnaficial system (as identified by the
dummy countryvariable) seems to explain the gap between thateneshareholder value
and the industry average shareholder value acaprdirthe stock market index perform-
ance. In this way, one might observe the neutralityhis variable when the stock market
index performance is negative, while it is stataily significant during good stock market
performance. Therefore, the Anglo-Saxon multinatiarorporations seem to better do than
their European and Japanese homologues in creaing for shareholders as long as the
stock market performance is positive. On the otieerd, differences are dissipating while
stock market performance is negative, when multnat corporations’ purpose seems to
be a better use of financial resources. Then, thiémational home country financial system
induced difference does not necessarily explaincteated economic value deviation from
the industry average.

Similarly to thisdummycountry variable, the influence of the capital intensitfio
variable on the created shareholder value variéls thé capital market index performance.
The capital intensity ratio is statistically sigoént only when bad stock market perform-
ances are recorded. This result might suggest difoaty for productive investments during
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a relative decline in the stock market. The negatiorrelation between the capital intensity
variable and the endogenous one underlines thearede of time in the valorization of any
productive investment. Since, over the analyzeibdeboth the number of employees and
the capital intensity ratio values of the Anglo-8axmultinationals are on an increasing
trend (as illustrated on the Figure 1), we canimetie consolidation propensity of these
corporations over 1996-2005. The observed negativeelation between this variable and
the probability of an EVA® superior to the industiyerage come to strengthen the share-
holders’ “impatience” hypothesis, posing that shatders are mainly encouraging the
productive investments with immediate results, fit during periods showing poor stock
market performance.

At the same time, the estimated results mightfteabout the MNCs’ international lo-
cation strategies, showing a preference for lowkfeoce cost countries, which allows them
to substitute employees to capital, and hence iwgtbeir capital intensity ratio. Another
possible strategy is the accumulation of high-taskets and the increasing importance of
the goodwill [Plihon, 2004].

Nevertheless, the capital intensity variable is statistically significant during good
stock market performance periods. At that mometfierovariables seem to prevail: the fi-
nancing cost management, the net income ratio niaation, or other variables not
included in this study.

Contrary to the home-country financial system aaplital intensity ratio variables, the
debt tax shield is statistically significant regass$ the stock market index performance. The
negative sign of this variable suggests that anyeasing debt tax shield leads to lower ef-
fective shareholder value.
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Source: Own calculations from data provided by ORBIS
Figure 1: Effective average corporate tax rate of MICs by countries (%)

A higher debt tax shield might be explained eitbgrany increase in due interests
(which might be the consequence of raising intenatsts and/or raising corporate debts), or
by an increase in corporate tax rate. Since muitinal corporations are pursuing fiscal op-
timization strategies [losub-Dobrica, 2006], andltinational corporations effective tax
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rates are decreasing over the analyzed period rg-itjy any increase of the debt tax shield
might only be explained by an increase in the exepaid by MNCs. Nevertheless, over the
analyzed period, the interest due by the studiedC8INy unit of debt does not necessarily
increase (Figure 2). Hence, the increase in MN@8] nterests is backed by an increase in
corporate debt.

Thus, the negative influence of the debt tax shigidhe probability of superior per-
formances with respect to the industry averagenily @xplained by the superior risk
associated to high corporate debt. Other thingegoegual, a higher risk leads to share-
holder claims for higher return on their investnserds measured by CAPM. Hence, the
created shareholder value (calculated as the diftar between the effective return and the
expected return) is diminished. This result acyuplioves that higher corporate debt em-
powers shareholders’ claims for higher returnguin, higher claims do not necessarily lead
to higher created shareholder value. The MNCstghdi create value, and hence to improve
the capital return, appears to be capped.

At last, the net income ratio is always statisticalgnificant. The positive correlation
signifies a better cost management (all, operafivgistic and fiscal) in the shareholder
value creation process (quantified by the EVA®)u3hany corporate expansion (measured
by higher economic return) must lead to better costrol. As long as the EVA® might, at
least partially, influence the stock market pricéss easy to understand that the pressure
toward improving the net income ratio is high inmarations looking for stock market satis-
faction. Since the corporate stock market pricerasgnts a criterion for being prey for
competitors, a good stock market price evolutiongsessary.
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Source: Own calculations from data provided by ORBIS
Figure 2: MNCs’ effective average interest rate (%)

3. Conclusions

The main critics of the actual model of capitalisarget the means by which corpora-
tions achieve the shareholder value maximizatical.gsccordingly, the workforce becomes
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the adjustment variable, the externalization ofedént productive activities becomes the
trend, while debt financing becomes the leadingrfoial strategy. Thus, the stock market is
perceived to take to corporations more that it waive them.

In this paper, an empirical study was conductedruter to identify the shareholder
value creation strategies of Anglo-Saxon, Europ@@aench and German) and Japanese
MNCs. The estimated results allow us to retainpéginence of the opposition between the
Anglo-Saxon and European countries with regardhtrtrespective multinationals’ in-
volvement in the shareholder value creation proc8ssmingly, the international openness
of the multinational corporations’ capital does rermove the border between the two coun-
try sets. By taking into account the multinationatporations’ home country stock market
index (which, in most cases, represents its careksharket), the hypothesis of the depend-
ence upon the home financial market is made. Neegkyss, the international portfolio
constitution rationale comes to mitigate it. Theules of the econometric estimations high-
light differences among countries in the finandialestors’ behavior while good stock
market performances are recorded. During theseggrthe investors optimism might lead
to risk under-estimation (and thus to the undeimegton of the expected return) which, in
turn, might explain higher levels of created shaleér value, all other things being equal.
Hence, the positive influence of the Anglo-Saxaraficial system upon the probability of a
superior EVA® to the industry average might be akmd by the investors’ propensity to
risk under-estimation in good stock market periods.

Nevertheless, the distinction between the two agusets dissipates during bad stock
market index performance. This might be synonynidehtical risk evaluation amongst
countries while the financial investors are facthg risk they long-time ignored. During
poor stock market performance periods, the shadeholalue maximization corporations
seem to make use of another variable, i.e. theadptensity ratio. The observed negative
correlation of this variable with the probability @ superior EVA® with respect to the in-
dustry average testifies about the negative imphathigher capital intensity ratio. In these
conditions, a better assets management would altmworations to improve their market
performance. Even if the assets management apfgebes more important than the net in-
come ratio management for the realization of an B\V@uperior to the industry average,
there are others strategies open to MNCs.

The estimated influence of the corporate financkadices on the created shareholder
value provides us with a very interesting resuliei if a higher corporate debt allows
shareholder to claim higher returns (induced byhéigisk associated to higher corporate
debt), this does not necessarily lead to higheatetk shareholder value, as claimed by
shareholder value detractors. It seems that thgocations’ ability to obtain benefits from
the invested capital has an upper limit.

Consequently, the cost minimization strategiesyels as the controlled asset expan-
sion relative to employee number of the analyzettinational corporations, seem to play a
significant role in the shareholder value creafioacess, contrary to the corporate debt fi-
nancing.
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