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Abstract 
This thesis is about growth, and the factors influencing growth in a positive or in a negative 
way. Particularly this thesis elaborates on growth of a profitable brand that is part of a group; 
i.e. growth within an internal capital market. 

A company being profitable does not equate growth; short-term profit is actually higher if the 
growth is held limited. This since growth implies a need for more assets, profit is traded for 
growth.  However to keep market share a division needs to identify and pursue projects with 
positive net present value (NPV), otherwise competitors can find these same market 
opportunities and take the chance to grow stronger.   

The data for this thesis has been gathered from annual reports and from interviews with 
managers having influence of decisions affecting growth and profit. Text books and published 
research papers have been used for the theory building. The gathered data has been analyzed 
using the theory and conclusions have been drawn. The DuPont identity, relating the profit 
margin, asset turnover and leverage to the return on equity is used for analysis. The concept of 
external finance needed (EFN) has also been elaborated on i.e. that it takes money to make 
money. Finally Higgins equation for sustainable growth ratio (SGR) based on EFN, 
describing the relationship between growth and profit is the cornerstone of the theory used.  

A company operates under several stringent restraints leading to a trade of between growth 
and profitability. The group studied in this thesis consists of several divisions of which some 
consist of several brands. While the group as a whole has a relationship between growth and 
profitability in line with Higgins equation the individual brand in focus has the potential to 
grow faster. It seems that positive NPV’s need to be left out due to a subsidizing of weaker 
parts of the group by better performing parts. Capital allocation within a heterogeneous 
company is complex; a trade off between diversification to attenuate risk and a concentration 
of resources where profitability is highest is made. The brand in focus of this study has a 
tradition of preferring high profitability before growth. Trading that high profitability to a 
higher growth is challenging the mindset both at group, division and brand level. 

Another reason for turning down positive NPV project may be the payback method being 
used extensively to make investment decisions, resulting in a project having a long payback 
period being ruled out despite having a high NPV.  

A way of increasing revenue growth without affecting profitability can be to providing service 
in conjunction with the hardware offer. Service offers can be made without heavy investments 
in production machinery, piggybacking on existing investments. 

The somewhat opaque structure of the studied group decreases the external market scrutiny 
and increases the likelihood of the above mentioned capital allocation behavior including 
subsidizing. Recent changes at group level addresses this, by forming new divisions that are 
more specialized within each product area. 
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1. Introduction  
This thesis aims to describe some factors influencing the organic growth of a profitable brand 
within the internal capital market formed by a group. The possibility of growth through  
merger and acquisition (M&A) [Cole 2008; Lockett et al., 2011] is not within the scope of 
this thesis. 
 
A division or company being profitable does not mean it grows automatically.  In fact in the 
short-term profit will be higher if the division does not grow [Ross, Westerfield, Jordan & 
Jaffe, 2008]. Fast growth implies a need for more assets; at a higher pace than the resulting 
short term increase in earnings made possible by the added assets. 
 
According to the value maximization principle a company should maximize and keep 
maximizing its shareholder value [Jensen, 2001]. Since the current value of a company 
reflects future profits [Berk & DeMarzo, 2011] a long term increase in profits will yield the 
highest current value.   
 
“Microeconomic theory suggests that a firm's rate of profit growth should at least 
approximate the rate of growth in sales over the long run, and empirical evidence on 
financial market efficiency suggests that the rate of increase in common stock price should 
approximate the rate of increase in profit, other factors held constant.” 

 [Arellano & Higgins, 2008; pp 1.] 

If there are investment opportunities with yield and risk equal or better than at the open 
market, reinvestments of current profits to make the company grow will increases future 
profits and will hence yield the highest current value, [Berk & DeMarzo, 2011]. 
 
Why that is then some companies seem to have limited growth despite high current profits 
and investments possibilities (projects with positive NPV) that could be used to invest in 
future growth? 

1.1 Problem discussion 
To maximize the shareholder value there is a tradeoff between paying out dividends and 
reinvesting the money [Berk & DeMarzo, 2011]. If the return on investment (ROI) of 
reinvested profit, i.e. plowback is high enough, shareholder value will increase [Berk & 
DeMarzo, 2011]; if not the value will decrease and shareholders would be better of getting the 
profit paid out in the form of a dividend that can be used to more profitable investments.  If 
there are many possibilities to reinvest money in the company yielding a high ROI, a 
profitable company would be expected to use its profits to grow.  
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Another way of seeing this is that the value of a company can be described as the sum of 
future free cash flows, (FCF’s) discounted by the company’s time value of money (average 
cost of capital) [Berk & DeMarzo, 2011; Weston & Copeland, 1992; Domadoran 2007]. By 
this model maximizing the sum of future cash flows contributes to maximizing shareholder 
value. The sum of the FCF’s is the sum of the cash flows from current and future investments.  
The net present value (NPV) of each individual project represents its contribution to the FCF 
[Berk & DeMarzo, 2011]. By this logic all investments or project with a positive, NPV 
contribute to FCF and hence to the increase of the shareholder value.  
 
This implies that if there are positive NPV’s available for a company it should grow in order 
to maximize shareholder value [Jensen, 2001; Berk & DeMarzo, 2011].   
 
The maximizing of company value is a metric; it does not describe how it should be done 
[Jensen 2001].    This metric states however that investments should be done when the long-
term added value is greater than the cost of the investment, i.e. when the NPV is positive as 
mentioned before.   
 
The management thinker Peter Drucker [Drucker 2001] took this even a step further by saying 
that profit is not the objective itself but the end result of a company succeeding in the key 
areas marketing, innovation, human resources, finance, productivity, social responsibility and 
profit requirements.  Furthermore Drucker stated that profit is necessary to continue to 
develop these key areas and increase profit end long term value even more, i.e. it takes money 
to make money. 

1.1.1 Company structures 
A company can be in the form of divisions acting within an internal capital market [Brusco & 
Panunzi, 2005; Inderst & Laux, 2005], i.e. it is one part of a diversified group, i.e. multi-
segment firm or group trading shares under one common name. Hence plowback means 
reinvesting in the division having made the money.  Dividend means paying the money to the 
group level which then decides on reinvestment in any of the divisions (plowback at group 
level) or a dividend payout to the open market (real dividend).  
 
At the next level down it is possible for a division to consist of different brands that do not 
need to publish their individual annual reports to the external market’s scrutiny.  It is then 
possible that stronger brands subsidize weaker without the market being able to see it. A 
group can have, as shown later in this thesis, several layers obscuring the outside scrutiny.  
The group studied has several divisions each having annual reports but in which each division 
consist of brands that do not publish their individual annual reports. 
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As presented here the main financial difference between a division and a brand within a 
division is that the brand in this case is hidden from market insight and scrutiny where as the 
division having public annual report is under more scrutiny. 
 
For a division in a group (or brand in a division) it has virtually the same financial effect to 
”give” the money to the group’s (or division respectively)  internal capital market as it has for 
a company to pay it out as a dividend to the open capital market.  However politically it is not 
the same, the top management of a division (or brand respectively) has less power on deciding 
on dividend and plowback than the management of an independent company.   
 
Stronger divisions can subsidize weaker divisions; it is however quite easy for the external 
market to see due to the open structure. In the case of brands within the divisions the 
oversight is smaller and financially stronger brands within a division can subsidize weaker 
ones without the market seeing as easy. This way of internal redistribution of money within a 
group or can be seen as a form of corporate socialism [Scharfstein & Stein, 1999].  
 
There is evidence that an internal capital market  is negative i.e. a group trade at a discount 
[Scharfstein & Stein, 1999] with respect to if the divisions would operate as separate 
companies. That means the sum of the individual values of the companies is larger than then 
value of the aggregate/ group.   
 
The lack of market scrutiny can explain why sometimes a group trades at a discount with 
respect to the value of its content. Another reason for trading at a discount can be that 
management attention tends to gravitate towards problems, i.e. management efforts that could 
have “made a good company an even better one” in the case of an individual company is in a 
group used to “save the bad company”. 
 
There are several diversified groups on the market so it cannot be an entirely negative 
structure. There is evidence that internal capital market resulting from a diversified group 
[Khanna & Shari, 2001] can also be positive for the value of the overall group. That is, the 
value of the aggregate is larger than the sum of the individual brands. There are hence some 
positive features of an internal capital market that can explain why sometimes a group trades 
at a premium with respect to its individual constituents: 
 

• Deeper insight when investing 
The decision makers within an internal capital market have more detailed knowledge of the 
possibilities and challenges of the constituents than external investors at the external capital 
markets. Hence there is a possibility that money is well allocated i.e. capital is used to fund 
successful projects within the internal market. [Khanna & Shari, 2001]. 
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• Portfolio thinking 
For the long-term survival of a group the possibility of divisions (or brands) to support each 
other and average out individual downturns. For this to work the divisions need to be different 
enough not to all experience a downturn at the same time. 
 

• Group synergies  
Some functions such as human resources (HR), finance, purchase and fundamental research 
can be common and shared between the divisions. This could if well managed result in cost 
savings as well as higher performance of the functions since they attain a critical mass. 

1.2 Problem formulation and purpose 
It seems groups and divisions do not always follow the value maximization principle. Can it 
be so? What are the rational explanations behind this? This thesis aims to analyze this from a 
financial standpoint.  How will financial decisions hinder or permit growth and reciprocally 
how will growth affect the financial position of the company.    
 
The purpose of this thesis is hence to analyze and find an explanation to why positive NPV 
projects are passed by a division in a group, i.e. why the division either pays the money to the 
group or redistribute it between the brands instead of giving it to the best performing brand in 
order to achieve value maximization. The DuPont model [Ross et al, 2008; Firer 1999] and 
Higgins model for sustainable growth [Higgins, 1977] is used as a framework for analysis. 
The concept of internal capital markets [Inderst & Laux 2005] will also be used. This leads to 
the questions: 
 
Why would a company pass out positive NPV’s?    
 
Do stronger brands subsidize weaker brands within a division? 

1.3 Assumptions 
To set the frame for the thesis further some assumptions are needed, these are presented in 
this section.  
 

• There are currently and in the future positive NPV projects* within the group that 
have to be turned down under the current way of running the business 

This means that the demand for more products and the ability to form projects that can satisfy 
these demands is larger than the current way of project financing allow for. This assumption 
is based upon the fact that the project portfolio has many projects with high NPV that are not 
pursued due to lack of funds at brand level. 
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• If the company do not take on the positive NPV projects competitors take on these 
projects and market share decreases 

If the market demand is not fulfilled by any brand in the group, other companies will use the 
opportunity and develop and sell products to fill the void. To maintain market share new 
positive NPV’s must be taken on in the rate they occur. This assumption motivates why there 
is an interest in investigating the seeming lack of pursuit of positive NPV’s. 
 

• An increase in operational efficiency is not enough for the company to be able to purse 
all the positive NPV projects 

Since this thesis is about finance and not about organizational development for increasing 
efficiency, the current efficiency is seen as a fixed parameter.  Hence it hence is assumed that 
in order to increase the number of pursued NPV’s more capital has to be dedicated for it. 
Meaning it is assumed not possible to pursue more NPV’s with the same capital as today. 
 

• Growth is not to be made by Merger and Acquisition, M&A 
Albeit possible, increasing the ability to perform more projects by acquisition and merger 
companies with similar offer is not within the scope of this thesis. M&A is complex activity 
and the ability to successfully increase long-term value of a company by M&A is a research 
field in itself.  
 

• Considerable dividends  to the external market  is a goal, a substantial reduction in 
dividend is not allowed 

Increasing the capital available by slashing the external dividends is not seen as an option. 
This means that this thesis is treating the re-allocation of the existing level of plowback.  
 

• The brand and the division it make a part of are studied.  The division is part of a 
group.  That is it; it forms a part of a diversified group. making up an internal capital 
market trading a common share 

 
The fact that the group consists of divisions and the divisions of brands make capital 
allocation more complex and the need for an analysis increases.  

 
Under these assumptions a division needs to grow organically to be able to pursue positive 
NPV projects and keep its market share.  
 
* A project can be, to develop a new product, developing a new service or developing a new 
manufacturing technique, i.e. it is not just an increase in production volume of existing 
products 
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1.4 Delimitations 
This study is the mandatory master thesis of the BTH MBA program. In order for the study to 
be more focused its size needed to be limited.  This thesis does not treat the following: 

 
• Although influencing growth, recruitment and management [Penrose 1959] are not 

treated since this thesis focus on financial matters. 
• Financial techniques to maintain target leverage (i.e. relationship between equity and 

debt) are not treated.  
• The implication of tax on profitability and growth is not treated. 

1.5 Thesis’ structure 
The first chapter of the thesis contains the summary, an introduction as well as the framing of 
the problem, the assumptions are put forward and finally the delimitations are presented.  
 
Chapter two presents the theory base of the thesis by walking the reader throughout the 
theory. The goal is that a reader with basic knowledge in economy should be able to 
understand the theory base in the thesis without needing to consult external sources. 
Referencing is made so that it is possible to find the sources and guide the interested reader 
whishing to learn more.  
 
Chapter three lays out the research method used throughout the thesis. The reason for 
selecting the method, i.e. case study research is explained as well as the necessary procedures 
to obtain research quality within the selected method.  Furthermore the data sources are 
discussed as well as the rationale behind selecting them. Also an explanation of the data 
analysis approach is provided.  
 
Chapter four is the discussion part of the thesis; the theories outlined in chapter two are 
combined with gathered data.  The theory is used to shed light on and analyzes data both from 
public records and interviews with key stakeholders. 
 
Chapter five contains the analysis of the case and the answers to the questions posed in the 
beginning of the thesis are outlined.  Finally, chapter six contains the final conclusion of the 
thesis.  

2. Theoretical models 
In this chapter theories mainly regarding company growth and its relation to financial entities 
is described. Also the concept of internal capital markets is brought forward. In section 4 the 
theories will be applied to data from the annual reports.  
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2.1 The DuPont identity 
The DuPont identity forms a basis for this thesis and is presented in this section, for a deeper 
introduction see [Ross et al., 2008]. This method was popularized by the company DuPont 
hence the name.  The DuPont identity is a way of using ratios based standard financial 
information to asses the performance of a company. Furthermore the DuPont identity shows 
from where the performance or lack of it is coming. 
 
 It is the product of two profitability ratios (earnings and turnings) and a debt ratio (leverage). 
Although the general principle of the DuPont identity is the same, i.e. operational efficiency 
and effective use of capital including debt, it takes different forms see for example equation 
1a is from [Ross et al., 2008] and equation 1b from [Liou et al., 2008] and equation 1c. It is 
hence crucial to carefully review how each ratio is defined, [Firer, 1999]. For a review and 
examples on basic ratios see [Damadoran, 2007].  
 
Return on Equity = Profit margin x Total asset turnover x Equity multiplier 
 
The Return on equity (ROE) can be calculated according to the equation below, where the 
form after the second equality sign is stated for simplifying further use later on. 
 
The abbreviated variables in the equation below are: 
 
p= profit margin after tax 
E= equity 
D=debt 
 

E
DE

assets
salesp

equitytotal
assetstotal

assetstotal
sales

sales
incomenetROE +

⋅⋅=⋅⋅=   <eq 1a> 

So the return on equity, basically what the owner’s stake depends on are, the profit margin 
(p), the total asset turnover and the equity multiplier.  In order for the return on equity to be 
maximized the product of these three factors need to be maximized, as seen from equation 1a. 
That simplified, is selling with a high profit margin (i.e. the net income from sales should be 
high), selling a lot compared to the assets needed (machinery, stock, plants, etc.) and boosting 
this further by using leverage (i.e. taking on debt).  These factors are however interrelated so 
this is not as straightforward as it first seems. This thesis elaborates on these relationships and 
others related to company growth. 
Some prefer to use the ratio ROIC, return on invested Capital instead of ROE, it includes also 
the debt. 
 
Return on Invested Capital= Profit margin x Capital turnover 
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The return on invested capital (ROIC), can be calculated according to the equation (1b)  
below, note that the first ratio is not the same as the one in equation 1a and  the second ratio is 
sales divided by the invested capital. IC= E+D = total assets – cash – noninterest bearing 
debts. Large parts of noninterest bearing debts are current liabilities such as accounts payable. 
 
EBIT= Earnings Before Interest and Taxes 
IC= Invested Capital 
 

IC
sales

sales
taxEBITROIC ⋅

−
=

)1(        <eq 1b> 

 
Return on Capital Employed= profitability x activity 
  
Equation 1b includes the taxes explicitly, i.e. the influence of different tax rates can be seen 
easily.  
 
The return on capital employed (ROCE) is similar to ROIC but uses the profit before tax. This 
has an advantage when comparing performance between companies active under different tax 
rates. For example companies having high ROIC in a low tax environment might not be as 
well managed as the ROIC number suggest since the return is bolstered by low tax.  
 

IC
sales

sales
EBITROCE ⋅=         <eq 1c> 

 
The disadvantage with the last two formulas is that the leverage is not explicitly seen as in 
equation 1a. This means that is not visible by simple inspection to see how much of the return 
is due to high leverage. Since leverage is connected to risk of bankruptcy it is valuable to see 
explicitly how leverage is contributing to financial return.  

2.1.1 Breaking down the DuPont identity 
Here the DuPont identity according to equation 1a is broken down into its pieces. There are 
over one hundred financial ratios [Liou et al., 2008], and as presented above several 
alternative definitions of the DuPont identity. 
 
Profit margin, this is a measure of the efficiency with respect to sales, the unit is percent and 
the higher the better. This ratio is also called earnings. 
 
Total asset turnover, this is a measure of how efficiently the assets are used, the unit is 
percent. The higher the better, however shrinking assets at constant sales increases this ratio, 
shrinking assets need not to be something  positive since maximizing turnings by holding on 
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to a cash cow to long,  e.g. an old product with low cost while not investing in new production 
assets is dangerous in the long run.  This ratio is also called turnings. 
 
Equity multiplier, this ratio describes how much leverage, i.e. debt financing is used, the unit 
is in percent. When this ratio increases ROE increases however increased debt leads to 
increased interest payments which reduce the net income which reduces the profit margin. 
Furthermore large debts with respect to assets increase the risk of bankruptcy.  This ratio is 
also called leverage. 
 
Observe that paying the suppliers late i.e. hold a high accounts payable is a source of interest 
free borrowing (if suppliers do not charge for extended payment period). This is an added 
source of leverage which is not explicitly visible if total assets are used according to equation 
1a,  [Tezel & McManus, 2003] however in equations 1b and 1c it is used in the second ratio 
since IC does not include non-interest bearing debts. 
 

2.1.2 Pitfalls when using the DuPont identity  
The DuPont identity has different definitions as seen in equations 1a-c.  It is primordial to 
carefully review both the nominator and denominator when calculating a ratio. Furthermore 
the financial statements are in the case of a real company considerably more complex than in 
a text book and research papers, e.g. compare [Ross et al., 2008] and [Higgins, 1977] with 
[Sandvik 2010]. 
 
Using the DuPont identity is a good way to visualize where the returns come from and where 
there is potential to increase ROE, ROIC or ROCE lays. In additions to the remarks about 
each of the three ratios there are some pitfalls especially when used in a multidivisional 
company see [Weston & Copeland, 1992] for a deeper explanation.  When the following 
factors differ between divisions straight comparison of returns will not be fair, proper 
judgment is needed to compensate for this.  The following points have been brought forward 
by Ross, [Ross et al., 2008]. 
 

• The rate of depreciation influences earnings, high depreciation reduces earnings. 
A division having old machinery already depreciated will have better numbers than a division 
having invested in new machinery. There is of course in a way a true reflection of the 
situation, old (but functional) machinery has a lower cost than new. As mentioned in the 
previous section proper judgment has to be made when comparing divisions having large 
differences in asset structure. 
 

• Book value of assets, old divisions with written of assets have high turnings 
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This is similar to the last point. The book value of assets can be low although the asset is still 
productive and generate sellable products. In the long run a division never investing in new 
equipment will not be productive and not be able to compete on the market. By looking at a 
longer time period it is possible to see if turnings are good because investment in assets have 
been avoided or if sales have been good.  
 

• Transfer pricing, how internal prices are set affects earnings between different 
divisions 

What this means is that if two divisions uses different ways of setting internal prices their 
apparent performance (ROE, ROIC and ROCE) may differ although the performance is 
actually the same. A company can by tax planning try to have a very low transfer price to 
their sales organization in low tax markets and high transfer prices to a sales organization on a 
high tax rate in order to decrease the overall tax burden.  
 

• Time periods, long term investments in development and production facilities push 
turnings down until sales starts. 

Divisions having along cycle between investments and sales show low turnings during 
periods.  

2.2 Finance and growth 
It takes money to make money. When a company is growing the need for new assets increase, 
that is since new equipment and new facilities need to be added to support the growth in sales. 
If growth is fast the money needed for new assets will grow faster than the retained earnings. 
That is net income minus dividends is not enough to pay for new assets. The worst case 
scenario is that the company will grow [sic] broke. In the following sections several ways of 
calculating the relationship between growth and financial values are be presented.  

2.2.1 The percentage of sales approach 
Cost increases with sales; a convenient way of handling this is to use the percentage of sales 
approach [Ross et al., 2008]. Here cost is assumed to grow as a percentage of sales and costs 
are assumed to be perfectly variable. A so called pro-forma income statement is made where 
the costs are put as percentages of sales.  See appendix A for an example using simple 
numbers for illustrative purposes. 
 
The relations between sales and costs can be found by different means, by management 
judgment or using historical data together with a regression analysis to find a linear 
relationship see [Weston & Copeland 1992].  This step is crucial, if costs grow slower than 
sales, growth is more beneficial than if the opposite is true; a sort of positive return to scale. 
However if the opposite is true, that costs rises faster than sales, growth is less beneficial. The 
third possibility, i.e. that there is a constant relationship between cost and sales is easy to 
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model and if there is not strong evidence against it is a first approximation. In this case it is 
possible to use a simple formula for calculating the external finance needed in the case of 
growth, see section 2.2.2. 

2.2.2 External Financing Needed (EFN) 
As described in the previous section, growth increases the need for assets, it is possible to find 
the EFN by use the following formula, also see appendix A for an example. 
 
d= dividend ratio 

)1(PrargPrtan dsalesojectedinofitmSales
Sales

sliabilitieeousSponsales
Sales
AssetsEFN −⋅⋅−Δ⋅−Δ⋅=

<eq 2> 
 
Where spontaneous liabilities are liabilities that occur as a result of sales, it is however 
possible that those spontaneous liabilities are netted out by current assets, this simplifies the 
equation.   Δsales is the expected increase in sales, d is dividend rate. A too high growth rate 
causes cash flow problem since assets need to be increased in a faster pace than the money 
comes, i.e. EFN>0.  

2.2.3 Internal Growth Rate, IGR 
The absolute value of external finance needed, EFN can of course be interesting to know for 
example if loans need to be taken or to raise equity. But to be able to study different scenarios 
or compare different companies’ ratios are more convenient. The following sections present 
several rates used for estimating growth possibilities from a financial standpoint. 
 
It is possible for a company to grow with is own means only by using retained earnings to 
finance the growth.  The maximum amount of growth possible that strategy is the internal 
growth rate, which can be calculated with the following formula, where b= (1-d), denotes 
addition to retained earnings (plowback ratio). 
 
ROA= Return On Asset 
b= plowback ratio 

bROA
bROARateGrowthInternal
⋅−

⋅
=
1

    <eq 3> 

 
From this formula can be seen that the higher the retained earnings (i.e. the lower the 
dividend) and the higher the Return on Assets (ROA), the higher the Internal Growth Rate 
(IGR). When the maximum internal growth rate is reached the retained earnings equals the 
increase in assets needed. To reach the internal growth rate additional equity needs to be 
raised.  Since equity can only be raised to a certain extent this growth rate can only be 
sustained for a limited time. Raising capital by issuing equity dilutes the ownership of a 
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company which can be seen as a major drawback of growing this fast by means of equity 
financing. 

2.2.4 Sustainable Growth Rate, SGR, Higgins formula 
The maximal growth in sales possible if no external equity is raised is called Sustainable 
Growth Rate, (SGR) and can be calculated using a formula from Higgins [Higgins, 1977], see 
equation 4a. The formula shows the relationship between, leverage, (L=D/E), dividend ratio 
(d), net profit margin (p= net profit/sales) and capital intensity (t=assets/ sales). Capital 
intensity depends on the industry; high capital intensity means that the company needs a lot of 
assets to support sales. Capital intensity is typically high for manufacturing and process 
industry but low for companies providing service. Research has shown that companies trying 
to grow faster than their SGR, in the long run have worse performance than companies 
growing below or at SGR [Ferlic, 2008], this because growing faster than SGR hurts the 
financial position of the company for example by excessive debt or a need to cut dividends 
sharply.   
 
“In conclusion it may be said that the concept of sustainable growth rate is an important one 
which has been introduced into finance texts over the past decade. It addresses the 
strategically important question of whether or not the firm’s proposed plans can be funded 
within its existing financial parameters. It is easily calculated and gives the analyst valuable 
insights into any potential funding problem the firm may experience in the future.” [Firer, 
1995] 
 
Equation 4a describing the sustainable growth rate relies on a few strong assumptions such as: 

• The capital intensity ratio (t) asset to sales is constant for new and old sales, and assets 
are added as sales increase 

This means that if for example sales would increase with 25% the assets (production 
machinery for example) would also increase with 25%. It also means that the new machines 
have the same efficiency as the old ones. That is, a new machine for on million produces the 
same amount of goods as an old machine that cost one million. This assumption also means 
that if machinery added to handle increased sales is more productive than the existing 
machinery the growth rate from the basic Higgins equation 4a [Higgins, 1977]. is 
underestimated. 
 

• Necessary investment and profit per unit of new sales (p) are identical to investment 
and profit per unit of existing sales, which is a pure percentage of sales approach. 

This assumption [Higgins, 1977] means that increased sale should not be due to price 
reductions since they would decrease the profit margin. It also means that increased sales 
should not imply a jump in sales cost, for example going from sales through internet to open a 
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series of showrooms. Such a jump would mean that the rate from equation 4a would be an 
overestimate.  
 

• The amount  of depreciation is increased at the same rate as assets are increased  
If more assets are added the deprecation should increase proportionally, this is not a strong 
assumption since accounting rules imply depreciation to be increased at the rate of asset 
increase. 
 

• All costs are variable, i.e. total cost increases as a percentage of sales 
This is the basis for the whole equation. If cost increases faster than sales equation 4a 
overestimates the SGR. A company failing to see that its cost increases faster than sales 
overestimates the SGR and hence in case of increased sales; builds up a need for external 
financing. This is a potentially dangerous situation if credit is tight. 
 

• Debt to equity, (L)  is held constant during growth 
This means that as sales grow and hence equity, more debt needs to be taken on (if the 
company has debts in the beginning).  
 
Despite these assumptions this version is still the one presented in text books and research 
papers [Firer, 1995; Ferlic, 2008; Ashta, 2008]. All the assumptions are based on the fact that 
it is all about more of the same, more sales means proportionally more of everything else. The 
assumptions are reasonable if the amount of sales increase is limited (no jumps in sales cost) 
and the time frame of study is short (no technology shifts).  It is a four variables equation 
meaning that its result (Sustainable Growth Rate) depends on four factors. As a first 
approximation to gain overview of what affects sustainable growth it is valuable.  
 
L=Leverage ratio 
t= capital intensity, i.e. ratio of assets to sales 
d= dividend ratio 
L= Leverage= Debt to Equity 

)1)(1(
)1))(1(

)1()1(
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==    <eq 4a> 

 
Using the ratios in the DuPont identity according to equation 1   and the fact that plowback, b 
is equal to 1-d, i.e. dividend the equation can be simplified to: 
 
Em= Equity multiplier 
b= plow back 
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*          <eq 4b> 

 
Return on equity, i.e. measure of the shareholders short-term profit is driving the possible 
sustainable i.e. long-term growth financially possible.  
 
So the higher the return on equity is and the higher the retained earnings are the higher is the 
sustainable growth rate, (SGR). This tendency is natural since ROE is a performance or 
efficiency measurement; a company having a high ROE needs little equity to generate a large 
return. This means that an increase in sale implies only limited need of capital so the SGR is 
high. A company having in a high ROE is hence more able to aim at and sustain growth. 
 
Depending on current dividend rate a decrease in dividend has an effect on SGR, at low 
dividend rates the sensibility on SGR with respect to dividend is low  [Higgins, 1977], that is 
reducing an already low dividend rate does not increase SGR much.  As the DuPont identity 
shows ROE is the ROA multiplied with the Equity multiplier i.e. a measure of the leverage so 
SGR can also be expressed with ROA and Em.  

2.2.5 An extended SGR method 
Several assumptions behind equation 4a can be levied to accommodate for a more complex 
analysis. It is possible to increase the SGR, by reducing capital intensity (t) for new sales and 
increasing profit (p) sales. Debt can be increased but only to a certain limit because of risk of 
distress and cost of interest. This extended version is presented in an appendix to Higgins 
paper [Higgins, 1977] and therefore possible less known and used despite its explanatory 
qualities. This model is not be confused with the adjustment made by [Ahsta 2008] adjusting 
the timeline of what equity to be used in the equation. In Higgins extended equation existing 
sales and assets are denoted with subscript  j=1 and new sales and assets with subscript j=2.  
 
pj= profit margin on sales after tax 
tj= ratio of assets to sale 
Δt 1= change in t 1 over the forecast period  
kj=the investment in assets needed to maintain the value of existing assets   
nj=depreciation of asset 
d= dividend pay out ratio 
L=target debt to equity ratio 
 

)1)(1()1(
)()1)(1(*
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=        <eq 4c> 

 



Master thesis of the BTH-MBA, Nicklas Bylund 
 

 20

This extended equation can be used to highlight a few possible situations not possible with the 
ordinary equation 4a or 4b.   
 

• Profitability 
If the profitability of new investments is higher than on current (p2 > p1) SGR increases. That 
is new products or services yielding a higher net profitability with regard to sales compared to 
existing products or services permit the company to grow faster. This is a signal to 
management that the possible growth is dependent on how good a company is in finding 
products having a high profitability margin. 
 

• Capital intensity 
If new investments are less capital intensive than existing, the SGR increases (t2<t1). This also 
implies that by using assets used for existing investments in a more efficient way (decreasing 
t1) the SGR increases. An example of that would be if the introduction of e.g. lean 
manufacturing practices would permit existing production equipment would churn out more 
than today. 
 

• Depreciation 
If new investments allows for a more accelerated depreciation rate than existing investments 
SGR increases (n2>n1). For SGR not to shrink the depreciation must be high enough to 
maintain the value of the asset in question (kj=nj).  
 
It is noteworthy that new more profitable products may need new assets in form of costly 
manufacturing equipment, however the resulting negative impact on SGR can be off-set if the 
new products have a sufficiently high profitability. The combination of profitable products 
with low capital intensity can yield a substantial increase in SGR or conversely be used to 
increase dividend holding SGR constant. 

2.2.6 The short-term Sustainable Growth Rate 
Short-term and sustainable seems like two concepts that do not fit together at all. What is 
meant by short run sustainable growth rate denoted  g**, is the sustainable growth rate when 
there are no increase in fixed assets (FA) as a result of increased sales [Arellano & Higgins, 
2007]. The depreciation charges added in Higgins original formula otherwise used for 
sustaining the increase in assets (more assets means more depreciation) are free to be used for 
supporting current assets needed for growth.  Furthermore since fixed cost are assumed to be 
constant in the short run the total cost increases slower than  increases in sales (more sales 
available to pay for the same amount of fixed cost), this increases the de facto profit margin 
(p+fc), see [Arellano, 2004; Arellano & Higgins 2008]. The assumption of a fixed target 
leverage L= D/E, is still used in Arellano’s and Higgins’s short-term equation: 
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The variables are: 
 
A= total assets (CA+ FA) 
FA= Fixed Assets, such as plant and equipment 
CA=Current Assets, such as stock 
fc=initial fixed cost as a percentage of sales 
S= sales 
p=profit margin as a percent of sales 
d=dividend pay out ratio 
r=depreciation ratio for the fixed assets 
L=leverage, Debt to Equity 
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=      <eq 4d> 

 
This short-term sustainable growth equation is taking account of the fact that if no new fixed 
assets are needed during growth there is more money available to support an increase in 
current assets necessary for growth. This equation is useful if for example there is spare 
capacity for increasing production without more investment in production assets. Another 
case when this is useful is when a product offer is to be supported by a linked service offer 
such as technical support or consultancy, the service offer has the potential not to add to fixed 
assets such as machinery or very little so.   

2.2.6 Competitive Growth Rate, CGR 
The internal growth rate as well as the different versions of sustainable growth rate is both 
upper bounds of growth.  In a dissertation by Flora Ferlic [Ferlic, 2008], the lower bound of 
growth is also put forward in order to form a corridor of desired growth. The lower bound is 
the Competitive Growth Rate (CGR), the growth of the market, falling below this rate means 
loosing market share which is detrimental to the company.   

2.2.7 Inflation’s effect on growth rates 
The inflation has been at a historical low the latest years (2008-2011) but at higher inflation 
rates the real IGR or SGR  are substantially lower than what is calculated in equations 3, 4a-
4d, the real SGR with compensation for inflation I, can be seen in the below formula 
[Higgins, 1977]. For example at an inflation rate i=10% the real SGR is just above a third of 
the nominal! 
 
i= inflation rate 
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2.2.9 Speed of growth 
The possible growth depending on CGR and SGR can be expressed with the below formulas. 
Where s is the increase in size and n denotes the years it takes to grow to the size, 1+s.   
Just following the competitive growth ratio size increases according to equation 6.  
 
s= increase in size 
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=         <eq 6> 

 
The maximum reasonable long term growth rate, i.e. the one governed by SGR implies how 
years to grow to 1+s is according to below formula: 
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=       <eq 7a> 

 
For example if SGR is 10% and the goal is to double the size of the company, ceteris paribus, 
and of course that the market can absorb the increase in sale is about seven years: 

7
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=sgrn       <eq 7b> 

 
Long –term successful companies are shown to keep their growth above CGR but below SGR 
[Ferlic, 2008]. Furthermore exceeding SGR (Sustainable Growth Rate), has lead to major 
problems both with respect to operational efficiency as well as cash starvation. 

2.3 Internal capital markets 
This section is strongly connected to section 1.2.1 Company structures.  If a company consists 
of several divisions and brands capital can be allocated between these entities upon the 
management’s and board’s discretion. This is called an internal capital market since this 
reallocation is not decided by the outside capital market. Stein [Stein, 1997], argues that on an 
internal capital market there are two possibilities, capital can be  allocated to the projects with 
the highest NPV, i.e. winner-picking or capital allocated in a Robin-Hood manner to project 
doing worse, i.e. looser-sticking. Stein is studying individual projects within a company, but 
this can be lifted one level and translated into several brands within a division. 
 
"The most critical choices top management makes are those that allocate resources among 
competing strategic investment opportunities."  [Donaldson, 1984, pp 95.] 
 



Master thesis of the BTH-MBA, Nicklas Bylund 
 

 23

 An internal capital market, be it a company allocating capital to various projects or a division 
allocating capital to different brands can potentially outperform an external capital market 
since the decision makers in an internal capital market have better access to data and deeper 
knowledge about possible projects and their potential and hence can make better allocation 
decisions than an outside investor or bank [Stein, 1997].  Another benefit of an internal capital 
market in comparison with external funding is that external funding can be difficult to obtain 
for assets with low resale value, i.e. being a collateral which is hard to liquidate in case of the 
company being in financial distress, [Worthington, 1995], this is could to be the case in a 
highly specialized industry like tungsten carbide insert manufacturing. This tendency can be 
offset by a history of profit and the fulfillment of financial goals, and is hence likely to have 
more impact on smaller companies and newly started companies in need for specialized 
equipment. However there is also some evidence of mismanagement of resources resulting 
from internal capital markets. 
 
“Consistent with the ‘free-cash flow hypothesis’ of (Jensen, 1986; Scharfstein, 1997) shows 
that diversified firms are investing in divisions with poor growth opportunities more than 
corresponding stand-alone firms, which suggests inefficient allocation of funds within 
diversified firms.” [Shin & Park, 1999, pp 172.] 
  
The picture is complex with both evidence of benefits and drawbacks from internal capital 
markets resulting from divisional and group structure of companies. It seems that depending 
on the circumstances there can be cases where stronger brands subsidize weaker brands 
resulting in potentially positive NPV’s is being left out and other cases where the in-depth 
knowledge resulting from the  internal capital market results in capital allocations increasing 
business benefits. 
 
Furthermore the researchers Inderst and Laux, put forward that: 
Operating an active internal capital market is unambiguously beneficial only if divisions have 
the same level of financial resources and the same investment potential. [Inderst and Laux, 
2005, pp215.] 

3. Method 
In order to perform a project a plan is helpful, within academic research that plan is the 
research method.  This chapter outlines the research method. 
 
Theories and methods available both in text books on finance such as [Ross et al., 2008; 
Weston & Copeland, 1992; Berk & DeMarzo, 2011] and in research papers such as [Firer, 
1977; Liou, Tang & Huang, 2008, and more] are put forward and explained. This is a master 
level thesis so the goal is to use proven theories and methods, if necessary modify them and 
apply them to reach answer of the research question.  The method of chosen in this thesis is 
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case study research, since the phenomenon to be studied is contemporary and the researcher 
can not influence the phenomenon studied [Yin, 2009]. A case study needs a supporting 
theoretical backing, [Yin, 2009] especially to create external validity, see chapter 3 and its 
table 1. The theory chapter discusses applicable methods for financial analysis used 
throughout this thesis.   
 
“The case study is preferred in examining contemporary events, but when the relevant 
behaviors cannot be manipulated.” [Yin, 2009] 
 
The events are contemporary and cannot be manipulated since the decisions driving in this 
case whether projects are pursued or not is outside the sphere of influence of the researcher. 
There are critics against case studies, for example that its results is not possible to generalize. 
Case studies are like experiments and can hence prove or reject a theoretical position or idea, 
not generalize to a general population [Yin 2009]. Schramm put forward what is to expect 
from a case study.  
 
“The essence of a case study, the central tendency among all types of case study, is that it 
tries to illuminate a decision or set of decisions, why they were taken, how they were 
implemented, and with what result.” [Schramm, 1971, pp6] 
 
In this study the decision that is tried to be illuminated is what considerations (mainly 
financial) that can be behind pursuing or not pursuing a positive NPV project. In this case the 
company Sandvik Coromant a brand within one of the divisions of the Sandvik group has 
been chosen. Siggelkow points out [Siggelkow, 2007], a case is not be chosen upon its 
representativeness, but because it yields valuable insight of some particular phenomena of 
interest. In this case this case the particular phenomenon is that a company with a history of 
success repeatedly passes out on positive NPV projects that could bring growth and increased 
earnings.   
 
This case has not only been chosen because of the phenomenon of seemingly limited growth 
despite available positive NPV’s, but also because the author of this thesis is employed by 
Sandvik Coromant. Being an insider means easier access to data both through observation, 
written documents and access to key stakeholders. Since this thesis is public only previously 
published financial data has been used despite possibilities to achieve internal financial data.  
 
Since Sandvik Coromant is a part of the tooling division which is a part of the Sandvik group 
it is not possible or desirable to study SC in isolation. The findings will be affected by the fact 
that SC acts within an internal capital market formed at the first level by the Tooling division 
and at the second level by the Sandvik group, [Brusco & Panunzi, 2005; Inderst & Laux, 
2005]. Furthermore Sandvik has a majority stake in SECO a company with a very similar 
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portfolio to Sandvik Coromant. SECO and Sandvik Coromant are in many respects more 
similar than Sandvik Coromant’s sister brands within the Tooling division. The latter 
similarity is used to gain insight in the research question by using not only data from tooling 
but also from SECO. 
 
A case study need to be made in conjunction with relevant backing theory, in this thesis, the 
DuPont identity and Higgins growth formulations are used, descriptions are outlined in 
chapter 2. Since the thesis treats company growth, the DuPont identity with its ability to show 
how growth is built up by earning, turnings, and leverage is a valuable theory.   Higgins 
equations are used since they show how much growth a company can handle depending on its 
returns and capital need among other things. Ferlics notion of corridor of growth is elaborated 
upon.  
 
Siggelkow puts it as follows: 
 
“The theory should stand on its own feet. One needs to convince the reader that the 
conceptual argument is plausible and use the case as additional (but not sole) justification for 
one’s argument.” [Siggelkow, 2007] 
 
Interviews have been made to complement the findings made using the above mentioned 
theories. Three out of the four interviewees were employed at Sandvik Coromant (SC) and the 
forth by a company independent of SC.   
 
To increase the academic quality of a case study as well as its purely explanatory power there 
are a few criteria that should be addressed when doing case study research [Yin, 2009]: 
 

• Construct validity: Identifying correct operational measures for the concept being 
studies 

• Internal validity: seeking to establish a causal relationship, whereby certain conditions 
are believed to lead to other conditions, as distinguished from spurious relationships.  

• External validity: defining the domain to which a study’s findings can be generalized. 
• Reliability: demonstrating that the operations of a study -such as the data collection 

procedure -can be repeated, with the same results. 
 

In the following sections the advantages and drawbacks of the used data gathering methods 
are discussed. For this thesis both data from annual reports readily available at the internet, as 
well as data gathered by interviewing. The data from the annual reports is mainly quantitative 
while the data from the interviews in this case is mostly qualitative but to some extent also 
quantitative. However there is no reason for data from an interview not to be quantitative or 
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the data from a report not to be qualitative [Åsberg, 2001]. The data from several sources are 
used in order to get a more complete picture of the situation increasing the internal validity.  

3.1 Data gathering from annual reports 
The advantage of using public data from annual reports besides the fact that it is needed in 
order for the thesis to be published is that similar analyses of other publicly traded companies 
could be done with the same framework. Using annual reports for data collection hence adds 
to external validity i.e. generalize ability of the way the study is made and of its results to 
similar company structures. By their nature annual reports are easy to find and for free.  
Annual reports are furthermore written under certain accounting rules and reviewed by 
auditors as well as the investor’s community it is hence unlikely that there are gross errors or 
deliberate unlawful manipulation of figures, i.e. they are hence consistent sources of data over 
time adding to the reliability. A drawback with annual reports is that the rules and regulations 
of what they contain and how they are laid out differs between countries. In this the latter 
challenge has been avoided by using annual reports from the same country, Sweden. Using 
annual reports is adding to internal validity and reliability since they are consistent over time 
and are the bread and butter for stock market analysts, bankers, business development 
managers etcetera and an integral part of MBA’s and other business curricula.  

3.1.1 The use of financial ratios 
Financial ratios are used throughout this thesis. A financial ratio is a number that is produced 
by dividing one financial number such as a revenue, sales, cost, and asset with another 
financial number such as a debt, equity, interest etcetera. Many financial ratios can be 
formulated [Liou et al., 2008] claims more than one hundred. There are mathematically more 
sophisticated methods such as regression analysis [Keat & Young ,2009] and other more 
advanced statistical techniques [Amaral et al., 1996].  With computers being available for 
researchers in the 60-ties statistical methods could be implemented more easily and larger 
amount of data treated in shorter time. It was suggested that traditional ratio analysis was not 
important [Altman, 1968]. Altman discuses financial ratios and more advanced methods and 
the possible connection in [Altman, 1968] and concluded that ratios were still useful if used in 
an appropriate way. Using ratios as operational measures make sense since any annual report 
still in the 21st century is cluttered with financial ratios [Sandvik, 2010] and among managers, 
executives and investors ratios such as ROE (Return on Equity) and ROCE (Return on Capital 
Employed) are frequently used, creditors make acid tests and check debt to equity.  In this 
thesis financial ratios are used since they can be calculated from public data, they are readily 
understandable and explicable and they are used within the marketplace.  Their use 
contributes to the construct validity since they represent the financial outcome from inner 
works of the studied company. 
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3.2 Data gathering through interviews 
Interviews have also been conducted in order to gather data for discussion and analysis. The 
equations show the relationships between different financial properties in a company and how 
they interact. However why and how different decisions have been made is not always reveled 
by only looking at the equations and the numbers.  Interviews can give a complementary view 
on the situation and a way of triangulating the findings, i.e. see if two different sources of data 
indicate the same thing increasing the internal validity. Under favorable circumstances it is 
possible to interview key stakeholders within an organization i.e. come close to decision 
makers that have had an influence on the data in an annual report and  be able to explain the 
background of why it looks like it looks. There are several challenges with using interviews as 
a data source. It can be difficult to get direct access to a respondent, especially the top 
executives such as a CFO (Chief Financial Officer), CEO (Chief Executive Officer) or a 
chairman of the board that makes the larger financial policies and decisions at a company 
[HBR, 2000].  
The access to respondents was facilitated because the author of this thesis works at Sandvik 
Coromant the brand in the focal point of this study. There are also technical challenges such 
as how to gather the data, i.e. is recording allowed and in the case it is what about the time 
necessary to transcribing recorded interviews into text. In the case that recording is not 
allowed or possible it is a challenge to take accurate notes while interviewing.  In today’s 
globalized world there is also a challenge when it comes to time zones and the need of making 
the interviews over the phone. There are also human factors involved such as the possibility 
that a respondent embellish the reality to make the company look better than it really is. 
Despite numerous drawbacks it was decided that the possibility to get a broader more 
complete picture by talking to key decision makers outweighs the challenges. To limit the 
complexity of the task and keep focus structured interviews were used in this thesis, a number 
of questions was been developed in before hand and asked to the respondent. The interviews 
where made both face to face and over the phone and notes where taken.  Note taking as an 
alternative to recording can hurt the reliability but has the advantage of being less intrusive to 
the interviewee.  The questions can be found in appendix B the answers from all interviews 
are collected in appendix C 

3.2.1 The respondents 
The respondents were selected with respect to their knowledge and ability to influence the 
financial and strategic decision being made within the company; decisions having an effect on 
the questions posed in this thesis. Also a respondent from an outside firm focused on growth 
was interviewed in order to get a complementary view. The first respondent is a top financial 
manager at Sandvik Coromant having a major saying when it comes to the financial decisions. 
The second respondent has worked with marketing at vice president level at the same 
company, a position where enhancing sales growth in practice is demanded. The third has 
worked as a controller at Sandvik AB level meaning he has been present where financial 
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decisions affecting the different divisions have been made. The last and fourth respondent is a 
chief financial officer in a medium sized company (<1000) owned by a private equity firm.  

3.3 Data analysis 
This study combines data from annual reports as well as data from interviews; the data is 
analyzed using the theoretical frameworks put forward in chapter 2. The analysis has been 
done in a first step based on the theoretical models.  In a second step the findings from the 
interviews are brought in at the end of the case discussion to complement findings from using 
the theory.  Chains of evidence are outlined both as a means of analysis to address the 
construct validity as well as a way to visualize the findings.  

 
4. Case discussion   
This thesis assumes that there are profitable projects out there and that a profitable brand 
would benefit in growing to be able to take on more projects.  But how could the growth is 
done, i.e. how fast, with what financing, what impact will it have on profitability and 
dividends? The theories presented in chapter 2 are here used on published numerical data 
from the company Sandvik AB’s annual report for 2010 [Sandvik, 2011]. Further into the 
study the annual report from the company SECO [SECO, 2010] will be used since that 
company has some unique similarities with Sandvik Coromant. SECO’s annual report is 
public while data for the Sandvik Coromant are aggregated into the Tooling one of the three 
divisions in Sandvik AB. This makes SECO a suitable proxy for Sandvik Coromant, i.e. using 
SECO’s data can unveil things that are made opaque by the aggregation of Coromant into 
Tooling. 

4.1 Using the DuPont identity on data from a publicly traded 
company and its divisions 
Sandvik AB is a Swedish  company  consisting of three divisions that also owns a majority 
stake, 60 % and 89% of votes in the tool manufacturer SECO, [Sandvik, 2010].  Sandvik is 
traded on the Stockholm stock exchange.  
 
The divisions are:  
 

• Sandvik Tooling (Tooling), tungsten carbide and high speed steel tools 
• Sandvik Mining and Construction (SMT), equipment for rock drilling, general mining 

as well as for civil engineering  
• Sandvik Materials Technology (SMT), high grade stainless steels in string, strip and 

tubes and advanced materials including titanium 
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Tooling consist of various brands manufacturing tools, such as Walter, Diamond Innovation, 
Sandvik Coromant and more of which Sandvik Coromant is the biggest. The internal financial 
data of Tooling’s and its individual brands is never disclosed and very well kept and used on a 
need to know basis even within Tooling. Since this thesis is to be published only public data 
from the Sandvik annual report [Sandvik, 2010] are used.  
 
The annual report details on the financial goals of each division of the company as well as the 
results 2010 are shown in table 1, extracted from the company’s annual report.   
 
Table 1.  
Sandvik group Long term goal Result 2010 2001-2010 
Organic growth 8% 17% 5% 
ROCE 25% 17% 18% 
Net debt 0,7-1 0,7 - 
Dividend  >= 50% 54% 63% 
Tooling    
Organic growth 7% 30% 3% 
ROCE 30% 20% 23% 
SMC    
Organic growth 9% 7% 10% 
ROCE 25% 26% 22% 
SMT    
Organic growth 8% 18% 3% 
ROCE 20% 10% 9% 
 

4.1.1 Looking at the goals of the company and its divisions 
The research question “why turning down positive NPV projects” relates to the Coromant 
brand within Tooling. However as mentioned there is no public data on the performance of 
the different brands within the Tooling division. The public available and therefore 
publishable data in the annual report relates to Tooling, hence tooling is used as a proxy or 
ersatz, i.e. approximation for Coromant.  This is a reasonable first approximation since the 
Tooling division consists mainly of similar companies manufacturing and selling tungsten 
carbide tools for industrial metal cutting, such as drills, turning tools and milling cutters. 
These brands act on similar markets with similar customers and the manufacturing techniques 
are similar. However Sandvik Coromant having the largest volumes could be expected to 
have larger economies of scale both in production and in its sales operations. Coromant also 
only manufacture tungsten carbide tools which are more profitable then high speed tools 
manufactured by some of the other brands in the group.  
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For a more detailed view on the Coromant brand and its financial situation, the internal brand 
financial report would be valuable.  The employed method of analysis is however generic. 
Looking at table 1, the highest ROCE goal is on the tooling group and it has the lowest 
organic growth goal. Lowest goal on ROCE has the SMT division and it has the highest 
organic growth goal.    
Tooling division the first order proxy for Coromant has the lowest goal on growth and the 
highest goal on profitability.  Taking on new projects incurs costs and in the short-run has a 
negative impact on profitability. On the other hand not taking on new projects means that 
products might get obsolete and the profit decreases long-term. 

4.1.2 The growth performance of the divisions 
From a financial perspective a division’s growth is related to its required profitability and 
dividends. The dividends ratio of Tooling, SMC and SMT are all   d=1 by definition, i.e. all 
the profits are paid out to the Sandvik group.  However it is possible to analyze if the current 
growth and profit of a division are sustainable with its performance and financial structure. 
 
It is possible to calculate a virtual dividend for each division by making a few assumptions 
and use the publicly available data in the annual report.  This virtual dividend shows if the 
growth and profitability is financially sustainable.  
 
The assumptions are: 
 

• Similar capital structure, debt/ equity (L) similar in each division 
It is assumed that the relationship between debt and equity is similar in each division. By 
doing this assumption it is possible to compare the ability for each division to pay out 
dividend using Higgins formula, equation 4a. 
 

• Tax is similar for each division 
Different tax rates would skew the comparison and add unnecessary complexity to the 
comparison. In this case all divisions are assumed to operate under the same Swedish tax 
legislation. 
 

• The company strives for reaching SGR, Sustainable Growth Rate as a whole and for 
its divisions 

 
The sustainable growth rate is the rate a company can grow with for an extended period of 
time given the market can absorb its products or services. The Sandvik group is assumed to 
want to grow at this pace since growth in this vicinity is mentioned in the annual report. 
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Since all divisions of the company are mature companies within manufacturing of mechanical 
and related goods the assumption of a similar capital structure is reasonable first assumption. 
All divisions act upon a global market all controlled by Sandvik AB tax liable in Sweden a 
reasonable assumption is hence that the tax rate is similar for all divisions.  The last 
assumption can be strengthened by computing the SGR with equation 4a [Higgins, 1977] 
using the public data in the annual report including target values and compare it with the 
target growth rate. 
 
p= profitability  
d= debt 
L= Leverage 
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It seems like the capital structure of the company; its dividend policy as well as capital 
intensity is well geared towards a sustainable growth rate of around 7% which is not far from 
the goal of 8%.  This discrepancy can come either from that actual goal is over the SGR or 
that the calculation of SGR performed uses the debt to equity of 0,7 which is on the lower side 
of the 0,7-1 band. However it seems like the company wants to achieve a long-term growth in 
the vicinity of what is financially possible without selling equity or increase debt.  
 
Adhering to the above assumptions the internal capital allocations between the divisions can 
be calculated by rearranging Higgins equation for sustainable growth [Higgins, 1977] and 
2.2.4.  
 
g*= sustainable growth rate 
t= ratio of assets to sales 
L=Leverage 
p= profitability 
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Equation 7 shows the possible dividend with respect to profit margin, leverage and 
sustainable growth rate.  Using the data from the Sandvik 2010 annual report [Sandvik, 2010] 
virtual dividends can be calculated by equation 7 and the results are seen in table 2.  
 
Table 2. 
Company Virtual sustainable internal dividend rate 2010 
Tooling 2% 
SMC 71% 
SMT -57% 
 
It is seen in table 1, that the Tooling division  is using all its resources to grow (30%) well 
over its target (7%) and at the same time showing a profitability (ROCE 20%) below its target 
(30%), however in the long run this would almost not yield any dividends to the group, see 
table 2.   
 
Looking in table 1, the SMC division had a much slower growth than Tooling (7%) being 
close to its target of (9%) and profitability (ROCE 26%) close to its target (25%), this yield a 
sustainable dividend of 71% well in line with the groups’ target dividend of over or equal to 
50% as seen in table 2.  This division seems hence to be close to the targeted balance between 
growth, profit and dividend delivery.  
 
Studying table 1 further shows that the SMT division had a growth (18%) well above the long 
term target of (8%) and showed profitability (ROCE 10%) well below its target (20%) hence 
the unsustainable situation shown by the negative dividend it would yield in the long run 
according to table 2. 
 
The situation outlined above suggests that there is a transfer of money from the SMC division 
to the SMT division and the Tooling division is more self-sufficient.. 
 
The sum of these virtual sustainable dividends adds up to approximately 17% which is 
consistent with the ROCE of the group.  

4.1.3 Using SECO as proxy for Sandvik Coromant 
Tooling’s situation as outlined in 4.1.2 would suggest that Sandvik Coromant would not have 
to leave out profitable NPV’s since growth seems to be high. Within Tooling there are brands 
manufacturing and selling high speed steel tools which are under harsher competition and less 
profitable then tungsten carbide tools. Profitability and investments are not evenly distributed 
within Tooling. Sandvik Coromant is actually more similar to SECO tools than to Tooling 
since SECO’s products are very similar to Cormorant’s.  This since both SECO and Coromant 
are concentrating mainly on inserted tungsten carbide inserted tools.  In this section SECO is 
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used as a proxy for Sandvik Coromant since SECO’s numbers are public and Sandvik 
Coromant is not. SECO furthermore acts under the same tax law and under the same 
accounting standard as the Sandvik group. 
 
The financial data is taken from both SECO’s annual report [SECO, 2010] much of the data is 
also available in the Sandviks’s annual report [Sandvik, 2010] since Sandvik is the principal 
owner of SECO. When looking at SECO’s numbers the most striking difference is the much 
lower leverage, SECO has a debt to equity ratio of L=0,42 compared to the Sandvik groups’ 
L=0,7. As with the Sandvik group first plugging in the target values we get: 
 
Despite the lower debt to equity ratio with the 2010 numbers suggest that SECO can afford a 
4,4 % in sustainable dividend, see table 3. SECO’s actual dividend of 2010 was 88% which is 
not sustainable for a growth rate of 27%. 
 
 Table 3. 
Company Virtual sustainable dividend ratio 2010 at L=0,42 
SECO 4,4 % 
 
However for the sake of comparison, what if SECO would have the same debt to equity ratio 
as the Sandvik group, i.e. L=0,7, which is assumed to be equal over all divisions including 
Tooling, what would be the virtual dividend? 
 
Table 4. 
Company Virtual sustainable dividend ratio 2010 at L=0,7 
SECO 20% 
 
So in summary, SECO could with a debt to equity of 0,7 have a growth of 27% still 
sustainably deliver a dividend of 20%, see table 4.  Tooling at the same debt to equity ratio 
and a similar growth rate of 30% could only sustain a dividend rate of 2% see table 2.  SECO 
is hence a much more profitable company than the Tooling division. Sandvik Coromant being 
similar to SECO should if assumed to operate efficiently, have similar numbers. That is 
Sandvik Coromant performs much better than Tooling’s average. This point in the direction 
that the Tooling division is acting as an internal capital market where a stronger brand, 
Coromant supports weaker brands substantially [Scharfstein & Stein, 1999].  
 

4.1.4 The internal capital market at work, winner-picking or looser- 
sticking?  
What it boils down to is that in order to pursue positive NPV projects, capital is needed for 
investments. The basics in the net present value method is that an investment is made i.e. 
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capital is used, and hopefully the investment brings future (discounted) cash flows larger than 
the initial investment. Even a project with very high NPV needs to be turned down if the 
capital is just not there; it takes money to make money.   In the theory of internal capital 
markets outlined in section 2.3 it is suggested that: 
 
Operating an active internal capital market is unambiguously beneficial only if divisions have 
the same level of financial resources and the same investment potential. [Inderst and Laux, 
2005, pp215.] 
   
In the case studied in this thesis the divisions does not seem to fulfill the above criteria for 
when an internal capital market is beneficial since they operate under very different business 
models and market situations.   
 

• A comparison at divisional level shows that the Sandvik Materials Technology (SMT) 
division has a very capital intensive structure and limited value adding since its 
products are strip, tube and wire which are sold to OEM’s manufacturing goods. The 
cash flow situation is not optimal, i.e. large investments are needed to buy and 
maintain equipment long before any products are sold and cash generated. The limited 
value adding furthermore makes the profits very dependent on raw material costs 
which are also fluctuating with market demand. Especially the nickel price has a 
dramatic effect on SMT since it is one of the main alloying elements in stainless steel 
one of the main products of the company. 

 
• Sandvik Mining and Technology (SMC) on the other hand manufacture equipment 

with higher value added. Furthermore in the mining business SMC is able to get paid 
partly in advance, before actually putting the equipment together creating a very 
favorable cash flow.  

 
• The Tooling division consists of several brands manufacturing tools, the situation is 

somewhat heterogeneous with some brands manufacturing high speed (HSS) tools 
which is somewhat of a commodity (price sensitive sales)  as well as manufacturing 
coated  tungsten carbide tools which can be more specialized (performance based 
sales). The raw materials cost is less important than for SMT since the value adding is 
high, the cash flow situation is somewhere in between SMT as SMT. Machine 
investments can often be done in a step wide manner adapting to technology and 
demand. The brands manufacturing coated tungsten carbide tools have a higher 
margin than the brands having a product portfolio based in high speed steel. 

 
These substantial differences within a common capital market rend the allocation of capital 
difficult [Inderst and Laux, 2005, pp215.].  For example if a strict pay back rule is used for 
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how to allocate money (e.g. if only projects that pay back in two years would get financing) a 
division needing large upfront investments and having a limited profitability is likely to get 
less investments. This can be seen as both fair and unfair situation. It could be seen as fair in 
the respect that if a division has long payback time, money should not be poured into that 
division since there are more profitable divisions.  It could be seen as unfair in the sense that 
the division competes not with peers having the same possibilities on the market but with 
divisions having a higher profitability per se. A similar situation would occur if a NPV 
method would be strictly enforced, a division yielding a high return soon after investments 
have been made would show higher NPV’s and hence receive the money. Purely ruled based 
allocation models are hence likely not possible in this situation if all divisions are to have a 
chance to survive in the long run. Judgment based capital allocation based on portfolio 
thinking is a possibility. That means that instead of maximizing profit by allocating all the 
money to the division having fastest payback or highest NPV’s, capital is redistributed to 
divisions having lower performance for the sake of diversification, i.e. not putting all the eggs 
in the same basket. A portfolio based group hence internally makes what an investor would do 
by buying stocks in different companies.  A rational investor buying the stock of a group for 
the sake of diversification the group would assume that: 
 

• The divisions are not fully correlated, i.e. their businesses are not all swings the same 
way when there is a change in the market.  

 
• The management and board of the group make sensible capital allocations between the 

divisions in order to make an efficient portfolio [Berk and DeMarzo, pp343.], i.e. the 
combined return of the divisions should be as high as possible while keeping the 
volatility, i.e. risk as low as possible (for that level of return) [Berk and DeMarzo, 
pp343.]. 

  
In practice these assumptions are hard to fulfill, it is more likely that divisions having very 
different activities would be more uncorrelated e.g. for example food, travel and heavy 
industry. On the other hand if a group consists of very different divisions the task of managing 
them and hence allocating capital in the most optimal way gets more challenging. Divisions in 
the same industry furthermore have the potential to share some cost as due to synergies in 
procurement, R&D, IT and HR (Human Relations) as well as creating an internal talent pool.  
The Sandvik group consist all of divisions specialized in heavy industry and their correlation 
is strong, i.e. there is a risk that when one division is having a hard time the others have too. 
The investor investing in a group like Sandvik assumes that the balance between 
diversification, synergies and manageability is good.   
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4.1.5 The case company Sandvik is locking three out of four variables 
Sandvik, the company used as an example in this thesis has put goals on leverage, dividend, 
growth and ROCE. (Locking ROCE is similar to locking ROE.)  Looking at DuPont that 
implies that this company has put goals on the first and the last of the three ratios, see 
equation 1a.  The goals on the mentioned variables decide the possible sales to asset. In this 
section ball park figures for the Sandvik group are used for illustrative purposes. 
 
If the actual sales to assets are lower than what 4a and 1a implies the other goals are not 
sustainable, i.e. they cannot be long-term goals.  
 
Once again taking a look on Higgins formulation of this equation, see equation 4a, which is in 
fact a combination of 4b and 1a, it is possible to make a few graphs to get more insight.  
 
 Higgins form of the SGR includes the following variables: 
p= profitability, i.e. net profit to sales 
d=dividend ratio 
L= Leverage=Debt to Equity 
t= capital intensity, i.e. assets to sales 
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Sandvik AB is putting goals on all variables but t. Looking at the graph, figure 1 can be seen 
that at a fixed leverage, if the asset to sales go up, by either sales dropping or assets increasing 
either the profitability has to increase or the growth needs to be reduced. For example at  
D/E=0.7, which is the ratio in 2007, and asset/sales=1, which is a roughly the average 2010 
and a growth of 10%, d=0.5 the profitability need to be 11% for the situation to be 
sustainable.  
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Figure 1. Capital intensity as a function of net profitability and growth rates at leverage 0.7. 
The red dot shows the needed profitability to sustain the equilibrium.  
 
Looking at this from a different perspective if the leverage D/E=0.7, and long term (SGR) 
growth 10% and the net  profitability is 10%, the sustainable dividends is about 50%, see 
figure 2. At a lower profitability of 5% either growth has to be reduced or leverage be 
increased to accommodate for a 50% dividend, see figure 3. These graphs show the necessity 
of a balance between these key variables.   

 
Figure 2. Dividend as a function of leverage and growth rates  at capital intensity 1 and net 
profitability 10%. The red do shows that the equilibrium where dividend is about 50% 
(d=0.5), leverage (L=0.7), profitability 10% (p=0.1) allows a sustainable growth of (g*= 
10%). 
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Figure 3. Dividend as a function of leverage and growth rates at capital intensity 1 and net 
profitability 5%. The red do shows that the equilibrium where dividend is about 50% (d=0.5), 
leverage (L=0.7), profitability 5% (p=0.1) allows a sustainable growth of (g*= 5%). 

4.1.5 Using a more refined growth rate model 
As detailed in the theory chapter, there is an extended growth rate model (eq 4c) which 
accommodate for that new projects may have a different financial impact than the current 
average. Growth by choosing positive NPV’s with high profitability and low capital intensity 
is less demanding from a finance perspective.  That is less profitability has to be sacrificed by 
growing that type of projects than growing through projects having the same profitability and 
capital intensity as the average. There is no direct evidence in the annual report that there is a 
strategy of choosing projects with this signature.  

4.2 Summary of analyzes using the DuPont identity and Higgins 
growth formulations and the internal capital market  
The analyzes made using the DuPont identity and Higgins formulations for growth rates  
shows that the Sandvik group as a whole performs close to what the its capital structure and 
profit goals suggest,  i.e. the operation as a whole performs quite efficiently. The Tooling 
division performs under average, Coromant is a large part of Tooling but its numbers are not 
available for the public. Sandvik Coromant’s product offer however resembles SECO Tools 
more than Tooling, SECO can hence be taken as a proxy for Sandvik Coromant. When 
Tooling is compared to SECO it is seen that SECO is outperforming the Tooling division.  
This indicates that Sandvik Coromant profit’s is used to bolster the shortcomings of other 
brands within Tooling leaving less money for Coromant to pursue positive NPV’s.  Finally by 
choosing projects with less capital intensity fewer resources are needed to grow, i.e. the 
sustainable growth rate would increase. Theories within internal capital markets suggests that 
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allocating money between the brands and division having quite heterogeneous business is a 
challenge when it comes to increase overall company value. 

4.3 Summary of interviews 
It was only the respondent from the private equity firm that brought up the obvious fact that in 
order to grow there must be a market for the increased amount of products.  It interesting to 
note that none of the respondents from Sandvik Coromant mentioned the need for the market 
to accept more products for the company to be able to pursue more projects. They all however 
saw other factors behind inhibited growth of the Coromant brand. This can be seen as an 
indication of that there is really an abundance of positive NPV’s not being pursued, the 
background of this thesis. 
 
The leverage ratio of the firm as a whole is not uncommon; the financial structure does not 
allow discerning the leverage ratio with respect to the particular brand Sandvik Coromant. 
Asset increases are monitored and payback time and cash flow after pay back are in the 
forefront when it comes to decision making. The ROCE is high so as long as the profit 
generated by an investment is high the company can bear the investment, if these numbers 
would have been smaller there would be a greater focus on asset increase. The production 
units are measured on production cost so investments in production equipment are judged 
against what they bring in terms of production costs; this can slow investments in new 
equipment down. When it comes to internal or virtual dividends the money is technically paid 
to the Sandvik AB’s internal bank, the money is not accessible to the individual brand or 
division without being provisioned by the executive management. There has always been a 
strong focus on profitability on the Sandvik brand within the Tooling group. The strong focus 
on profitability put on Sandvik Coromant has hampered growth since using money for growth 
would at least temporarily reduced profitability. Lately there have been suggestions to 
sacrifice some of the profitability to achieve higher growth. These decisions regarding growth 
and profitability are made both between the brand CEO of Sandvik Coromant and the CEO of 
Tooling as well as between the CEO of Tooling and the CEO of the Sandvik group. Besides 
purely financial factors also the product development process has a great impact on growth. 
The positive NPV projects are new innovative products that are needed to grow profitable 
business, there was a comment that the current process might be to rigid for innovations to be 
made. The profitability goals (ROCE) on the different divisions are different and both 
historical reasons and structural reasons for these differences were brought forward.  
The Tooling division has a quite high margin on its products but is also quite capital intensive.  
The analysis based on finance theories does not take into account historical factors. Some 
interviewees mentioned that that for example the high profitability goals for Sandvik 
Coromant were due to a history of such a demand from management. The last respondent 
worked at a company owned by private equity, it is held in a tighter financial leach and the 
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owner keep a much closer look at the financials and intervene in operational decisions 
regarding investments.  

5. Analysis 
In this final part the findings and the theory is used are combined and analyzed to try to bring 
the case together and find answers to the questions posed in the beginning.  
 
The initial questions in this thesis are: 

• Why would a brand pass out positive NPV’s rather than grow to accommodate 
for taking on the projects?  

 
• Do stronger brands subsidize weaker brands within a division? 

 
At first sight an explanation at for the lack of growth could be that there is a lack of market 
opportunity to increase sales, this however by definition can not be the case if there are 
available positive NPV’s to pursue.  If there is no market there would not be any positive 
NPV’s either. None of the respondents from Sandvik Coromant mentioned lack of market 
opportunity as a reason for lack of growth, this corroborate that there are positive NPV’s that 
are not pursued.   In the case of the fourth respondent (from another company) however it was 
brought up that one obstacle to grow were market opportunities, there is also no evidence that 
they leave out positive NPV’s.    
 
Several of the respondents put forward that it has historically been and still is a focus on profit 
(high ROCE) for the Coromant brand, see figure 4a.  A respondent also put forward that the 
payback method or a payback mindset is used at group level. Using the payback method could 
hinder positive NPV’s having a large upfront cost, hence leading to that they are not pursued, 
see figure 4a. The combination of capital intensive heavy industry equipment needed for 
producing the products compared to a relatively low threshold for investments to go to the 
group level can hence explain the reason that the positive NPV’s are turned downs despite 
being from the profitable brand.  
 
The analysis of the data from the annual reports using Higgins equations show that there is a 
fixed relationship between, leverage, dividends, capital intensity of investments, profitability 
and SGR (Sustainable Growth Rate). For a given set of parameters the growth cannot exceed 
SGR for a longer period without the need for additional capital or a cut in dividend [Ferlic, 
2008; Higgins, 1977]. Since the company is within its desired leverage span increased 
leverage is not a way forward. Dividend payout is also made according to at a high level put 
forward in the annual report, this limits the amount of money retained for growth, see figure 
4b. The company as a whole (Sandvik group) performs within the boundaries of SGR 
(Sustainable Growth Rate), there are however great disparities between the financial 
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performances of the different divisions. SMC has a very favorable growth and profitability 
situation close to targets within the annual report. Tooling is further away from desired 
numbers and SMT is struggling. To be able to single out Sandvik Coromant from the other 
brands in the Tooling division despite the secrecy of its financial data; SECO is used as a 
proxy. 
 
SECO having a product portfolio very close the one of Sandvik Coromant also has an annual 
report, for which the same accounting rules apply.   Using SECO as a proxy and benchmark 
shows that the brand Sandvik Coromant within the division of Tooling has the potential to 
have a higher growth rate AND profit. There is hence evidence that there is money transferred 
to weaker brands within Tooling. That is a subsidizing of weaker brands by stronger, instead 
of using the generated money to grow the strong brand, see figure 4b.   
 
 

 
The Sandvik group forms an internal capital market where the CEO and board can decide 
where to allocate money across divisions and brands. The different divisions and also the 
companies within them have different investment potential, i.e. they are different when it 
comes to capital intensity, profitability and cash flow. Investing in one division does not yield 
the same return on investment as investment in another. The difference in investments 
potential between the divisions and brand makes capital allocation difficult. If money where 
allocated only to where they yield the most profit, a lower performing division would be 

Passing out positive 
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Figure 4a. Chain of evidence 1, why positive NPV’s are passed out 
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starved of cash; on the other hand by not doing that, divisions and brands with high  
profitability would sponsor less profitable divisions and themselves have less cash for growth. 
Portfolio based thinking is not a cure to the problem but make it less apparent. Less profitable 
divisions have the potential to benefit the most of such an approach since redistributing profits 
to them would allow them to pursue more investments than they would have done stand 
alone. However profitable divisions have reduced growth possibilities if money is 
redistributed. If the structure of a group is opaque the external market has more difficulty in 
tracking how money is transferred among divisions. In such a case it is easier to redistribute 
money to less profitable divisions from profitable divisions since the resulting decrease in 
overall profitability is less visible. 
 

 
Increased transparency decreases the likelihood of looser sticking and increases the possibility 
of money being allocated towards growth of profitable parts of a company. In the course of 
this thesis the company used for the case study (Sandvik group) has restructured its divisions 
for greater transparency, see appendix D. Business areas have been stripped of non core 
businesses, these left over’s have been put in a separate business area. These changes go in 
line with the findings in this thesis.  
 
Based on the findings in this thesis a few recommendations on how to grow at maintained or 
increased profitability can be made. Looking at the extended SGR (Sustainable Growth Rate) 
and short term SGR equations 4c and 4d  [Higgins 1977] it can be seen that high profit and 
high growth can be accommodated if the relationship between profit margin and capital 
expenditure is favorable. Projects not needing an extension of the assets base while having a 
high margin have the potential to boost growth [Arellano, 2004; Arellano & Higgins 2008]. 
Such projects can be service projects piggy backing on existing hardware products. The 
sustainable growth rate, SGR concepts shows how fragile growth is from a financial 
perspective; depriving profitable division of its cash by redistribution will hamper its growth 
possibility to purse its positive NPV’s considerably [Scharfstein & Stein, 1999].   

Opaque 
structure of 
brands and 
divisions 

Lack of, 
market 
scrutiny 

Stronger brands 
subsidizing  weaker 
brands 

Less cash 
available 
for growth 

Passing out positive 
NPV’s rather than grow 
to accommodate for them.  

Divisions have different 
investment potential 
creating problems in the 
internal capital market  

Figure 4b. Chain of evidence 2, why positive NPV’s are passed out 
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6. Conclusions and Implications 
This thesis started out as a reaction to the notion that positive NPV projects where turned 
down in a profitable company, Sandvik Coromant was selected as a case. A company should 
maximize its value by taking on projects that have a positive net present value [Berk & 
DeMarzo, 2011; Jensen, 2001]. Not pursuing these projects and making new products invite 
competitors to address that market possibility and in the long run leads to decreased market 
share. One of the research questions put forward in this thesis was therefore: 
 
 

• Why would a brand pass out positive NPV’s rather than grow to accommodate 
for taking on the projects?  

 
From interviews made it has been concluded that Sandvik Coromant has had along tradition 
of prioritizing profitability before growth. The focus on profitability together with a high 
dividend strategy has strapped the company from money for investments. The company is 
active in heavy industry needing advanced and expensive production equipment. The payback 
method is prevalent in decision making projects that need a large upfront investment less 
attractive. The above factors reduce the money available for pursuing positive NPV’s, see 
figure 4a. 
 
The factors answering the first research questions are not alone enough to explain the passing 
out of positive NPV’s. Sandvik Coromant is not a standalone entity but a brand within a 
division, divisions that together with two other divisions form the Sandvik group trading one 
stock. Sandvik Coromant does hence not work directly with the external capital market but 
forms a part of an internal capital market therefore following additional intertwined research 
questions was formulated: 
 

• Do stronger brands subsidize weaker brands within a division? 
 
The Sandvik group consists of three divisions having different investment potentials, Tooling 
is one of these divisions. Furthermore the Coromant brand has a different investment potential 
than the other brands within the Tooling division. There is evidence that the Coromant brand 
is performing very well and that it is subsidizing other brands within the Tooling division. 
This subsidizing reduces the money available for Coromant to take on more of its positive 
NPV’s. The multi-level company structure with both divisions and brands and the fact that the 
brands do not present any public annual reports obscures the picture for investors. The 
executive management and the board can transfer money between different parts of the group 
as they find best. This lack of external market scrutiny increase the likelihood that subsidizing 
can go on without investors being to weary about loosing profitability, see figure 4b. 
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It is hard to say with certainty at this stage if reallocation between brands and divisions is 
forcefully a negative thing. There are some positive features as such as some risk spreading 
resulting from putting money in less profitable parts of the group. However the positive 
NPV’s that cannot be pursued at the most profitable brand hurts profitability and invite 
competitors to gain foothold.  
 
Looking for projects with low capital intensity permits a higher sustainable growth rate, an 
example could be combining existing hardware with a service offer requiring only small 
investments. 
 
Main conclusions: 

• Traditions matters, if profitability has been the focus it can continue to be it even if  
more money would be made in absolute terms if more growth would be allowed at the 
expense of some profitability 

• It takes money to make money also for a profitable company, redistribution will 
decrease possibilities in one spot and increase it some other place 

• Capital allocation within a heterogeneous internal financial market is not easy, it will 
be made upon management discretion and is a trade of between risk reduction through 
diversification and maximizing profitability. 

 
This study was limited to one company group and the conclusions should not be taken too far. 
Every company group has its uniqueness and hence challenges. However the problem 
remains, when different parts of a company have different profitability. And despite the 
possibility to analyze financial ratios objectively, the trade of between growth and 
profitability likely continues to be based partly on company tradition. 
 
As future research it would be interesting to see the internal books of the Sandvik Coromant 
brand and compare them directly with the annual report of SECO, to see if SECO was a good 
proxy. It would also be interesting to look into other company group with a similar mix of 
products to see how they allocate capital for investments between division and brands with 
different profitability when it comes to new positive NPV projects. Also the fact that the 
Sandvik group has taking measures to make the group more transparent to external investors 
would be interesting to follow with respect to subsidizing between divisions and brands. 
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Appendix A The percentage of sales approach 
Both income and cost will increase with sales, a convenient way of handling this is to use the 
percentage of sales approach [Ross et al., 2008]. Here cost are assumed to grow as a 
percentage of sales and costs are assumed to be perfectly variable. A so called pro-forma 
income statement is made where the costs are put as percentages of sales.  Here simple 
numbers are chosen for illustrative purposes. 
 
Pro-forma income statement (rounded numbers) Year 1  Year 2 
Sales 100  100 x 50%=150 
COGSS (cost of goods and services sold] = sales x A 100 x 20%=20 150 x20%=30 
Gross profit 80 120 
SGA (Selling, General and Administrative expense)= 
sales x c + k  

0,035 x 
100+6,5=10 

150x 
0,035+6,5=12 

Operating profit (profit before tax) 70 108 
Tax 28% 70 x 28%=20 11,25*28=30 
Net income 50 78 
Dividends 25% 50 x 25%=12 78 x 25%=20 
Retained earnings 38 58 
 
It is plausible that the cost of goods and services sold increase linearly with sales at least as a 
first approximation, i.e. A will be a constant percentage. That is if development resources and 
production resources can be increased without the efficiency of these being considerably 
increased or decreased.  That is the return to scale is constant (CRS), [4, pp268] In the 
situation studied in this thesis, many positive NPV projects have to be turned down due to 
lack of resources furthermore if the company’s sales force already  has a good geographic 
market coverage  it is probable that the same sales force could sell more if there where more 
products and services available to offer. That is with more available to offer salespersons will 
have to turn down fewer requests from customers.  This being said SGA will not grow as fast 
as COGSS with sales a linear growth with sales slower than the COGSS can be assumed 
[Weston & Copeland, 1992], there is a increasing return to scale (IRTS), [Keat & Young, 
2009].  There is the possibility that growth would lead to that costs increase faster than sales 
then there would be diminishing returns to scale (DRTS) [Weston & Copeland, 1992; Keat & 
Young, 2009].   
 
The relations between sales and costs can be found by different means, by management 
judgment or using historical data together with a regression analysis to find a linear 
relationship as the one shown above, for an overview see [& Copeland, 1992]. 
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The balance sheet will also be affected by a change in sales and  below is the balance sheet for 
year 1. 
 
 
Pro  -forma balance  sheet year 1.   
Current assets  Percent of sales Current liabilities  Percent of sales 
Cash 25 25% Accounts payable 35 35% 
Account 
receivables 

50 50% Notes payables 10 n/a 

Inventory 75 75% Total current  45 n/a  
Total current 150 150% Long-term debt 120 n/a  
Plant and equip 200 200% Owners equity   
   Common stock and 

paid in surplus 
100 n/a 

   Retained earnings 85 n/a 
   Total owners eq 185 n/a 
Total assets 350 350% Total liabilities and 

owners equity 
350 n/a 

 
The balance sheet for year two can be constructed by using the expected income statement for 
year two and the percent of sales figures for the balance sheet for year 1.  
 
 
Pro  -forma balance  sheet year 2.  (rounded values) 
Current assets  Change Current liabilities  Change 
Cash 37,5 12,5 Accounts payable 53 50 x 35%=18 
Account 
receivables 

75 25 Notes payables 10 0 

Inventory 112,5 37,5 Total current  63 18  
Total current 225 75 Long-term debt 120 0 
Plant and equip 300 100 Owners equity   
   Common stock and 

paid in surplus 
100 0 

   Retained earnings 143 58 (from income 
statement year 2) 

   Tot owners equity 243 58 
   Total  liabilities 

owners equity 
426 76= (58+18) 

Total assets 525 175 External financing 99 99 = (525-426) 
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needed 
 
So the pro forma balance sheet for year two shows that if sales increase with 50% from e.g. 
$100 to $150 external financing of $99 is needed!   It is the need of increased assets due to the 
projected growth that drives the need of financing. That financing can come from different 
sources that add to the liability and owners equity side of the balance sheet such as: 
 
Increase short term debt ”notes payable” 
Increase long term debt 
Increase retained earnings by lowering dividend 
Increasing common stock by selling equity  
 
External Financing Needed (EFN) 
Growth will increase  the need   for more assets which need to be financed, it is possible to 
find the EFN by making a pro forma balance sheet as above or use the following formula: 
 

99)25,01(1505,050
100
3550

100
350

)1(PrargPrtan

≈−⋅⋅−⋅−⋅=
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Appendix B Interview questions  
The questions were developed to be able to complement and triangulate the findings from the 
treatment of the annual reports in order to increase the validity of the findings. The questions 
have been shared with the supervisor which has also come with valuable help as well as 
approving that these questions could be asked within the framework of a BTH-MBA master 
thesis. The answers from the respondents are put in appendix C.  
 
1a. How is the target leverage ratio decided?  
1b. Is it the same in all brands in the tooling divisions?  
2a. What is the view on asset increases? What about investment in new production 
machinery?  
2b. How is it decided and what is the strategy behind? 
3a. How about dividend among the brands within the division, what is the practice?  
3b. Who decides this and on what premises? 
4. How are the growth goals for the different brands within tooling decided? Is there a 
transparent strategy for this?   
5. What limits the growth for the Coromant brand, why is that? 
6. How is ROCE decided?  
7. What can Sandvik Coromant decide when it comes to these numbers?  
8.  Why are the goals of growth and ROCE different between different divisions in the 
Sandvik group? 
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Appendix C Interviews 
 
Interview 15 of June 2011-06-15 (45 minutes),  

Respondent: Sr. manager at the finance department 
 
1. How is the target leverage ratio decided? Is it the same in all brands in the tooling 
divisions?  
This decision is made at corporate level not at Coromant level.  Coromant does not have its 
own balance sheet. Coromant is in the book as, capital employed= total assets – non interest 
bearing debts, it is like a covenant loan. 
2a. What is the view on asset increases? What about investment in new production 
machinery? See below 
2b. How is this decided and what is the strategy behind? 
Investments over 4 million SEK is a tooling decision, over 20 million it is a Sandvik AB 
decision and over 50 million it is the board of Sandvik. Payback time is used as a base for 
decision, cash flow is discounted at 10%.  Also the cash flow after the pay back is made is 
important.  
3.  How about dividend among the brands within the division, what is the practice? Who 
decides this and on what premises? 
All the cash flow goes into Sandvik AB. There has always been a focus on margin when it 
comes to Coromant. Within tooling there are brands with higher growth but less ROCE. The 
dividend of Sandvik is a board decision. It is decided on various premises, such as stability, 
expectations etcetera. 
4. How are the growth goals for the different brands within tooling decided? Is there a 
transparent strategy for this? For what time-periods are these decided? 
The growth goal is much due to history and historical development.  Coromant has been 
driven a lot on aiming for high margins.   The strategy for a brand can be suggested by its 
management. Coromant is suggesting that there should be more of a growth strategy and that 
some margin could be sacrificed.  Just having high margin leads to giving the money away to 
Sandvik AB. There is a plan to increase growth, the plan “2015”, using 2011 as a baseline. 
5. What limits the growth for the Coromant brand, why is that?   
The focus on margin has hampered growth.  It is much of a historical reason. 
6. How is ROCE decided?  
Cash flow and EBIT are weighted against profit margin. Also macro economic factors and 
business cycles are taken into account.  Possible market opportunities are taken into account. 
7. What can Sandvik Coromant decide when it comes to these numbers?  
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Coromant can suggest numbers to Tooling which brings them further to the CEO of Sandvik 
AB and its board. As long as the results are good there is a lot of freedom.  SECO is used as 
one of our most important bench marks.  
8. Why are the goals of growth and ROCE different between different divisions in the 
Sandvik group? 

This is due to historical reasons.  
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Interview 2011-07-08 (45 minutes) 

Respondent: Sr. manager marketing and business development 
 
1. How is the target leverage ratio decided? Is it the same in all brands in the tooling 
divisions?  
n/a 
2a. What is the view on asset increases? What about investment in new production 
machinery? See below 
2b. How is it decide and what is the strategy behind? 

• I  believe this is included in the projects. The projects should carry the production 
equipment. MAP (Multi Axial Pressing) took a long time, technical or economical 
issues. The products probably drive big investments.  

• When equipment is old or when there are bottlenecks then decisions are made entirely 
by the production. They of course check with if the product will continue to be 
produced or phased out. 

• The production units are measured on PC, product cost.  
3. How about dividend among the brands within the division, what is the practice? Who 
decides this and on what premises? 
The benefit goes to tooling and then back for investments I believe. There is a requirement 
from the Sandvik AB that Tooling should deliver a certain profit. Sandvik Coromant is just a 
unit owned by Tooling. Tooling can do what they want.  
 
4. How are the growth goals for the different brands within Tooling decided? Is there a 
transparent strategy for this? For what time-periods are these decided? 
Each brand do this planning regarding growth. The balance is struck by the Tooling CEO. The 
goals are within the “LOTS” exercise, i.e. projections and plans for the following year. As 
long as Sandvik Coromant delivers this is not an issue. There is not any outspoken overall 
strategy. 
 
5. What limits the growth for the Coromant brand, why is that? 
Sandvik Coromant has a gross profit goal through Tooling. Tooling should grow with 
maintained relative profit. Sandvik Coromant is the biggest part of Tooling and this goal 
limits Sandvik Coromant’s growth. AS cost can not be too big. Sandvik Coromant is not 
allowed to make big investments since it will impact the relative gross profit. See figure 
below for different growth strategies.  
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6. How is ROCE decided?  
It is decided by the Tooling divisions’ management.  
7. What can Sandvik Coromant decide when it comes to these numbers?  
I do not think they can decide anything. 
8. Why are the goals of growth and ROCE different between different divisions in the 
Sandvik group?  
Yes it is different for different divisions.  Tooling should grow with maintained profitability. 
SMC should growth with increased profitability. SMT ?  I do not remember.  
 
 

 Business development philosophy goal 
process, aiming at a future level. 

Sales development 
philosophy, percental 
increase goals by early 
basis. 

1 year 

x% 
increase 

*

Goal up here after   
specified number of years 

Gap to be filled 
with products 
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Interview 10 of August (by phone) 

Respondent: Manager business development 
 
1a. How is the target leverage ratio decided?  
This depends on the business. In traditional heavy industry with steady cash flow it can be 
D/E=1  
In more volatile businesses this high leverage is not possible. It depends on the risk in the 
business model.  
 
1b. Is it the same in all brands in the tooling divisions? 
You never see this in the balance sheet, it is not divided in this way. However the business 
segment SMT has most of the assets in the balance sheet. 
 
2a. What is the view on asset increases? What about investment in new production 
machinery?  
We seldom look at the balance sheet. We have a profit goal. We have a high ROCE and hence 
EBIT, if we would have smaller numbers we would have looked more at the assets.  
 
2b. How is it decided and what is the strategy behind? 
There is roughly 20 billion crowns on the balance sheet and we have roughly 4 billions in 
revenues.   It is not possible to calculate on everything. If it masks business sense e.g. for 
marketing and sales purposes a machine for display and for customer events it can be bought 
despite that  it will be hard to calculate in detail how much revenue it will bring in.  
 
3a. How about dividend among the brands within the division, what is the practice?  
The profits from the business segments are paid into Sandvik AB. There are transfer prices 
and the profits are paid to the internal Sandvik bank, they are not paid directly to the 
divisions, we never see the money.  
 
3b. Who decides this and on what premises? 
This is the responsibility of the board, they review what the management of each segments 
proposes. Usually when the management of some part of Sandvik wants to make an 
investment the board asks: 

• Why do this investment? 
• What is in this, profit/ market share? 
• What happens if we do not make this investment? 

 
4a. How are the growth goals for the different brands within tooling decided? Is there a 
transparent strategy for this?   
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This is negotiated between the CEO of tooling and the CEO of Sandvik AB. There is always 
an ambition to grow faster. The tooling CEO communicates the goals to each brand.  
 
4b. For what time period is this decided? 
Each year 
 
5. What limits the growth for the Coromant brand, why is that? 
We lack the spirit of thinking in a freer way. To have a high creativity is needed. We are now 
very much doing upgrades and incremental improvements. We want to have planned 
processes so we might be over structured. We are doing updates not revolutionary new 
products. If we want to grow we need really new products.   When you develop new business 
20% of what you are doing your manager shouldn’t know about, since then you wouldn’t be 
allowed to do it. Quote from a former CEO of Sandvik Coromant. 
 
6. How is ROCE decided?  
It is a process where management and the board discusses what ROCE should be the goal.  
All business segments make prognoses and the total is summed up. Trade offs are made 
between profitability and investments. Big one time investments like new plants will have an 
impact on this number but the company can normally take these impacts well.  
 
7. What can Sandvik Coromant decide when it comes to these numbers?  
They have to be approved on higher levels. 
 
8. Why are the goals of growth and ROCE different between different divisions in the 
Sandvik group? 
 
The business models are very different so the ROCE’s are different. 
 
SMT is very depending on the prices of alloying elements and has a lot of inventory as well as 
machinery. Their ROCE is limited by this 
 
SMC is buying a lot of component from suppliers and SMC is often paid at least in part in 
advance but is paying the suppliers later, this makes their capital employed lower and the 
ROCE higher.  
 
Tooling (Coromant) has a high profit margin on its products, fairly high capital employed.  
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Interview 15 of September 

Respondent: Sr. manager of finance in a private equity firm 
 
1a. How is the target leverage ratio decided? 
Debt is part of the strategy since the company was acquired by leveraged buyout by Nordic 
Capital. Was 4 times = net debt/ EBITDA , now 1,5 times = net debt/ EBITDA, if the 
company would go public (be sold by Nordic Capital)  it would be adjusted to 2,5 times = net 
debt/ EBITDA.  There is no focus on equity, the focus is on cash flow.  There are covenants 
on the loans, i.e. to avoid renegotiation of the loans the company needs to fulfill certain 
performance goals. 
 
1b. Is it the same in all brands in the tooling divisions?  
n/a 
 
2a. What is the view on asset increases?  
Capital expenditures are always scrutinized; there is a focus on investments. Focus on 
EBITDA and EBITA, not so much on ROCE. More focus on cash flow than working capital. 
 
2b What about investment in new production machinery?  How is it decide and what is 
the strategy behind? 
All capital expenditures pass the CFO even small ones.   Regarding bigger investments, the 
CEO can handle capital expenditures up to 5 million SEK, over that it is a board decision. 
 
3. How about dividend among the brands within the division, what is the practice? Who 
decides this and on what premises? 
This company has not different divisions but the question regarding dividends is still valuable. 
1. Amortize loans, since the company was bought with loaned money this is a part of the 
strategy. 
2. Amortize loans to share holders, a lot of this is to the private equity firm that bought this 
company. 
Due to the investors rules this private equity company can only invest the money once. I.e. it 
is not allowed to use money paid out from an owned company for other investments, hence 
payback of loans is what the excess money (money left after plowback) can be used for.  
 
4. How are the growth goals decided? Is there a transparent strategy for this? What is 
the time frame? 

• First focus is growth of earnings. 
• Second top line growth of 10-15% 

A lot of communication to the owners, monthly. 
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The private equity firm that owns this company and has long-term goals; there is a lot of 
bench marking especially with Getinge. 
 
5. What limits the growth for the company, why is that? 

• The speed at which we find new markets. 
• How fast we can develop new products 
• The market situation. Not good now, we sell to a lot of state financed medical 

providers and there is a lot of cuts now. The US veteran service is good they have no 
limits. 

 
6. How is ROCE decided?  
We do not track ROCE, this since the owners look at a more detailed level, tracking 
investments, earnings and cash flow. I actually like the concept of ROCE but in this case the 
owners are involved at a detailed level. ROCE is for when the investors is further away from 
the actual running of the company. 
 
7. What can Sandvik Coromant decide when it comes to these numbers?  
n/a 
 
8.  Why are the goals of growth and ROCE different between different divisions in the 
Sandvik group? 

n/a 
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Appendix D Recent developments within the Sandvik Group   
Substantial changes at Sandvik AB have been made after the formulation, development, 
interviewing and writing of the bulk of this thesis.  
 
“In order to create maximum leverage within each core business and to optimize the 
organization for growth and profitability also for new and smaller adjacent businesses the 
operation will be organized in the following five Business Areas.” [Sandvik, 2011] 
 
The biggest changes are that the three divisions have been divided into five divisions. The 
Tooling divisions  has been split into pieces where the most profitable brands  including now 
fully owned SECO is put into a divisions called Machining Solutions. 
 
The Sandvik Mining and Construction (SMC) division has been split into two separate 
divisions Mining and Construction respectively.   
 
Sandvik Materials Technology (SMT) has been put under pressure to increase its profitability 
considerable within a few years. 
 
Most impact on this study has the splitting and rearrangements of the Tooling division into, 
Sandvik Machining Solution (SMS) a division consisting of Sandvik Coromant, recently 
acquired SECO and Walter all brands with a similar offer of tungsten carbide tipped cutting 
tool.  
 
The remaining brands within Tooling such as high speed steel tool brands have together with 
other brands not fitting well into their respective division been put into the Venture division.  
 
These changes aim at increase the transparency for external investors as well as making each 
division more clear cut to manage. 
 
 


