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RISK AND VALUE CREATION 35

yielded higher returns than other similarly rated securities. In other words,
the yield on an AA-rated CDO was higher than an AA-rated corporate bond.
But if these CDOs were rated the same as corporate bonds, why did they have
higher yields? The answer, which we know from hindsight, is that they were
riskier—and the market knew they were riskier, even if the rating agencies
didn’t. The market saw through the illusion.

RISK AND VALUE CREATION

A company’s future cash flows are unknown and therefore risky, so to complete
our discussion of value creation, we need to explain how risk affects value. Risk
enters into valuation both through the company’s cost of capital, which is the
price of risk, and in the uncertainty surrounding future cash flows. Managers
and investors need to pay particularly close attention to cash flow risks.

Price of Risk

The cost of capital is the price charged by investors for bearing the risk that the
company’s future cash flows may differ from what they anticipate when they
make the investment. The cost of capital to a company equals the minimum
return that investors expect to earn from investing in the company. That is why
the terms expected return to investors and cost of capital are essentially the same.
The cost of capital is also called the discount rate, because you discount future
cash flows at this rate when calculating the present value of an investment, to
reflect what you will have to pay investors.

The average cost of equity capital, or the price investors charged for
their risk, in late 2009 for a large nonfinancial company was about 9 percent,
and most large companies’ costs of equity capital fell in the range of 8 to
10 percent. That range can seem narrow, given that it encompasses companies
with predictable cash flows like Campbell Soup and highly volatile companies
like Google. The range is small because investors purposely avoid putting all
their eggs in one basket.

Stock market investors, especially institutional investors, typically have
hundreds of different stocks in their portfolios; even the most concentrated
investors have at least 50. As a result, their exposure to any single company is
limited. Exhibit 2.9 shows what happens to the total risk of a portfolio of stocks
as more shares are added to the portfolio. The total risk declines because com-
panies’ cash flows are not correlated. Some will increase when others decline.

One of the key insights of academic finance that has stood the test of time
concerns the effect of diversification on the cost of capital. If diversification
reduces risk to investors and it is not costly to diversify, then investors will not
demand a return for any risks they take that they can easily eliminate through
diversification. They require compensation only for risks they cannot diversify.




