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Cash Flow and Performance Measurement 

INTRODUCTION 

The managements of many companies, in today's economic environment, are focusing on the 
. creation of shareholder value as their fundamental goal, rather than just sales and earnings 

growth. In this regard, they have identified and developed financial performance measures to 
evaluate their business units and managers for the purpose of increasing shareholder value. 

This research study documents the financial performance measures used by a representative 
group of companies and describes how the measures were selected, how they are used to measure 
business-unit performance, and how they are used to evaluate and compensate management. The 
study also focuses on how capital budgeting,1 performance measurement, and valuation meth­
ods are coordinated. 

For this study, 12 companies were interviewed on site and used as a basis for case studies. 
The companies were selected to represent a range of industries and revenue levels and to illus­
trate the use of a variety of well-known financial performance measures. Questions were de­
signed to explore what performance measures are used, why they were selected, and how they 
have been implemented. Several persons from each company were interviewed. Interviews were 
conducted one-on-one and in groups; follow-up interviews were conducted with each company 
by telephone. 

Based on the case studies, a mail survey was developed to compare the interview findings 
across a large number of companies. This mail survey was sent to members of Financial Execu­
tives Institute from 450 companies representing a broad range of industries in the United States 
and Canada. One hundred and fifty-three responses (34 percent) were received. 

Interviews with executives at 12 case-study companies revealed that, while the executives of 
these companies used different financial performance measures, all were concerned with creating 
shareholder" value by generating earnings and cash flow greater than the cost of the capital en­
trusted to them. The case-study interviews identified a series of steps that companies can follow 
to implement performance measures to increase shareholder value. 

This Executive Report is a brief summary of the research findings described in more detail in 
the full-length study, which also includes the complete results of the mail survey. 

I Terms explained in the glossary are boldfaced on first reference throughout the text. 
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PERFORMANCE MEASURES USED 

Case-Study Company 
Preferences 

The case-study companies use both 
earnings-based and cash-flow-based 
performance measures to evaluate the 
performance of business units and manag­
ers. The principal performance measures 
used by the case-study companies are 
listed in Table 1. 
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D Of the twelve companies, five use 
primarily earnings-based measures, 
two use primarily cash-flow-based 
measures, and five use a combination 
of earnings-based and cash-flow-based 
measures. 

[J Five companies use economic value 
added, an earnings-based measure, as 
one of their principal performance 
measures, and one other company is 
considering it. 

r::J Two of the companies that use prima­
rily earnings-based measures believe 
that their earnings and cash flow track 
closely over time. 

Cl Of the companies that use cash-flow­
based measures, one uses an internal 
discounted cash flow (DCF) valuation 
model and one uses the proprietary 
cash flow return on investment 
(CFROI) model. 

[J The companies that use earnings-based 
performance measures generally 
believe that those measures are more 
effective for shorter periods, such as 
one year, and that cash-flow measures 
are more effective for longer periods. 

Mail Survey Results 

The complete mail survey results can be 
found in the full-length study. Consistent 
with the case-study companies, most compa­
nies responding to the survey mentioned 
several financial performa~ce measures that 
are used for at least part of management 
compensation. Given a list of nine perfor­
mance measures, companies were asked to 
check all that they use and add others if 
applicable. 

D Of the 153 companies that responded, 
the majority (66.0 percent) reported 
that they use more than two financial 
performance measures, 34 (22.2 
percent) use two measures, and 18 
(11.8 percent) use one performance 
measure. 

[J A total of 40 companies (26.1 percent) 
noted that they use economic value 
added either alone or in combination 
with other performance measures. 

o A total of 32 companies (20.9 percent) 
use CFROI, either alone or in combina­
tion with other performance Ineasures. 

Analysis of the survey results also shows that 
traditional financial performance measures 
continue to be widely used. Operating 
earnings was the measure most frequently 
cited (111 companies or 72.5 percent), 
although only five companies mentioned 
using this measure exclusively. 
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Table 1 Principal Performance Measures Used by Case-Study Companies 

Case-Study Company 

American Optical Corporation 

AT&T Corp. 

The Boeing Company 

The Clorox Company 

E.1. du Pont de Nemours and Co. 

Federal Signal Corporation 

FMC Corporation 

Meredith Corporation 

National Semiconductor Corporation 

PepsiCo, Inc. 

Pioneer Hi-Bred International, Inc. 

Simon Property Group, Inc. 

Pelformance Measure 

Economic value added 
Return on net assets 
Free cash flow 

Economic value added 
Measured operating income 
Earnings-per-share growth 

Profitability and growth as measured by increased 
shareholder value over the long term 

Traditional operating performance measures such as 
quality, cost, delivery, safety, and morale 

Economic value added 

After-tax operating income 
Cash flow 
Shareholder value added (a variant of economic 
value added) 

Return on net assets 

Sales growth 
Earnings-per-share growth 
Return on equity (corporate level) 
Return on net assets (business-unit level) 
Operating margins 
Working capital measures 

Economic value added 
Balanced scorecard of financial and nonfinancial 
performance measures for each division 

Return on common equity 

Cash flow return on investment (proprietary model) 

Volume growth 
Operating profit growth 
Cash growth 
Investment returns above cost of capital 

Earnings-per-share growth 
Return on equity (corporate level) 
Return on net assets (business-unit level) 

Funds from operations 
Earnings before interest, income taxes, depreciation, 
and amortization 

Funds-available for distribution 

3 
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A COMPARISON OF TWO OF THE NEWER 
MEASUREMENT SYSTEMS 

Although performance measures such as 
return on assets (ROA), return on net 
assets (RONA), and return on equity (ROE)! 
are useful for comparing companies with one 
another and for analyzing a given company 
over time, they generally are not considered 
good indicators of a company's stock price. 
Companies have looked for measures that are 
better correlated with the creation of share­
holder value to evaluate their business units 
and managers. Two of the best known value­
based performance metrics used today are 
economic value added and CFROI. The 
following section compares their principal 
features. 

Economic Value Added 

Economic value added, or economic profit, is 
a measure of earnings minus a capital charge. 
Earnings for this metric are a company's 
accrual-based net operating profit after 
taxes with some adjustments. The capital 
charge is based on the total capital invested. 
in the company at book value, net of depre­
ciation. It is generally considered to be equal 
to net assets, or total assets minus non­
interest-bearing current liabiliti~s. Economic 
value added can be considered the dollar 

. value of RONA minus a capital charge. The 
capital charge is generally calculated as the 
weighted average cost of capital (WACC) 
times capital invested. The capital asset 
pricing model is used to calculate the cost 
of equity. 

I For the purposes of this study, the terms return on 
common equity and return all equity are used inter­
changeably and are abbreviated as ROE. 
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A number of adjustments can be made to 
both earnings and capital invested to produce 
the most accurate possible measure of 
economic profit. Operating leases and 
investments in intangibles such as research 
and development (R&D) may be capitalized. 
Amortized goodwill, deferred taxes, items 
previously written off (slJch as restructured 
or discontinued operations), and other 
reserves may be added back to capital. Not 
writing off assets for restructured or d~scon­
tinued operations is consistent with the 
philosophy of earning a return on every 
dollar invested. Managers are encouraged to 
make decisions that will improve earnings in 
the future and to not shy away from dispos­
ing of assets because of the effect that a 
write-off will have on their current earnings. 

Cash Flow Return on 
Investment 

The CFROI metric is a proprietary model 
based on the premise that future cash flows 
can be projected based on a company's 
current performance, as measured by the 
internal rate of return (IRR). This includes 
adjustments for continuing new investment 
to renew and expand the capital base and for 
the gradual fading of above-average returns 
to market norms over time. According to the 
CFROI school of thought, few companies 
are able to earn returns substantially above 
market norms for sustained periods, and the 
market does not support a company stock 
price that anticipates excess returns. 

CFROI is an IRR calculation that equates 
the current gross investment in the business 
with future cash flows and a residual value 
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of nondepreciating assets. It is based on an 
assumption that most corporate projects are 
like annuities, earning relatively even returns 
until the end of their lives. The CFROI of a 
company is equivalent to the IRR of all its 
individual projects, irrespective of the growth 
rate of the business~ 

CFROI can be calculated using either an 
IRR method or an algebraic method. The 
IRR calculation is based on (a) an initial 
investment, the gross investment in the 
business, (b) gross cash flows over the useful 
life of the company's assets, and (c) a future 
value at the end of the period comprising 

working capital and nondepreciating assets. 
The shorter algebraic method calculates 
CFROI as operating income divided by net 
assets. In the calculation of operating 
income, rental expense is added back to 
operating income and book depreciation is 
replaced with economic depreciation~ In 
the calculation of net assets, accumulated 
depreciation is added back, an inflation 
adjustment is made, and operating rental 
expenses are capitalized. 

Table 2 compares the principal features 
of the economic-value-added and CFROI 
metrics. 

Table 2 Comparison of Economic Value Added and Cash Flow Return on 
Investment Metrics 

Economic Valued Added 

Measurement: earnings minus capital charge. 

Capital Charge: based on historical capital invested, 
net of depreciation. 

Corporate Valuation: requires estimation of future 
economic value added or future cash flows. 

Discount Rate: weighted average cost of capital, using 
capital asset pricing model for equity cost 
component. 

Evaluation of Managers: based on economic value 
added and year-to-year increase in economic value added .. 
Ultimate objective is to maximize market value added, 
which is the difference between market value and 
the total amount invested by shareholders. 

Ability to Be Understood: easy, because it is based on 
accrued earnings measured by the accounting model, 
but can be complex depending on the number of 
adjustments made to earnings and capital invested. 

Cash Flow Return Oil Investment 

Measurement: IRR that considers the whole 
company to be a project. 

Initial Investment for IRR Calculation: based 
on gross investment in current dollars. 

Corporate Valuation: future cash flows are 
estimated based on today's CFROI, an assumed 
growth in gross investment, and an assumed fade 
of above-average returns to market norms over time. 

Discount Rate: derived from CFROI and market 
prices of S&P 500 companies. 

Evaluation of Managers: based on CFROI, 
corporate spot valuation using CFROI model, 
and total shareholder return, which is the IRR 
that equates today's spot value with cash flows 
generated in future years and the residual value 
of nondepreciating assets at the end of the period. 

Ability to Be Understood: complex in the 
beginning until IRR logic is understood. 
Requires aggregate market data for calculation 
of fade rate and discount rate. 

5 
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HOW CAPITAL BUDGETING DECISIONS ARE RELATED TO 
PERFORMANCE MANAGEMENT 

Performance metrics such as economic value 
added and CFROI are compatible with 
commonly used capital budgeting calcula­
tions such as net present value (NPV), IRR, 
and payback. Calculating the payback for a 
proposed project is still popular in conjunc­
tion with NPV analysis because of its sim­
plicity. Although it is possible to use dis- ' 
counted economic value added rather than 
DCF for both capital budgeting and perfor­
mance measurement, the case-study compa­
nies that use economic value added for 
performance measurement continue to use 
DCF analysis for capital budgeting. 

Coordination between capital budgeting 
methods for investment decision making and 
after-the-fact measures of financial perfor­
mance is informal in the majority of case­
study companie.s. The principal reason is that 
capital budgeting decisions are made for 

individual projects and financial performance 
measures are generally applied to business 
units comprising many interrelated projects. 

The WACC is the discount rate for capital 
budgeting most frequently cited by the case­
study companies and mail survey respon­
dents. About half of the survey respondents 
use uniform discount rates throughout the 
business and about half use different discount 
rates for different business activities or 
investment opportunities. Also, 40 percent of 
the respondents indicate that their capital 
budgeting analyses include decision 'trees, 
multiple possible outcomes, or some other 
form of probability analysis. 

Companies that responded to the mail 
survey generally do not capitalize R&D and 
training expenses. However, these intangible 
expenses are still important in capital budget­
ing analysis. 

IMPLEMENTING FINANCIAL PERFORMANCE MEASURES 

Although the case-study companies have 
adopted a variety of financial performance 
measures appropriate to their individual 
business needs, their collective experience 
provides a number of basic steps that compa-
. nies should consider when selecting and 
implementing measures to increase share­
holder value. 

1. Establish the process. 
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[] Obtain commitment and agreement 
among top management and the board 
of directors on the principal ways the 

company is valued by investors and 
how the company's strategic plan is 
coordinated with its plan to create 
shareholder value. 

Cl Involve managers at all levels in the 
design of their own performance 
measures, including ones that relate 
directly and indirectly to the creation 
of shareholder value. 

D Develop a valuation model that manag­
ers can use to estimate the effect of 
various strategies, scenarios, and 
assumptions on shareholder· value. 
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2. Promote understanding. 0 Design compensation and savings 

[J Assist managers and employees 
incentive programs to encourage 
employees to own company stock and 

throughout the company in under-
understand factors that drive its price. 

standing the basics of corporate fi-
nance and how their jobs and their 4. Monitor the process. 
performance measures relate to the 
creation of shareholder value. D Use performance measures cons is-

Ensure that performance measures 
tently over time, but also revise mea-

[] 
sures selectively as conditions and 

are understood at each level and give 
objectives change. 

clear signals for management decision 
making. [J Periodically compare an internal 

Make shareholders aware of invest-
corporate valuation with the 

El company's actual market value, 
ments that may restrict earnings in the and analyze the reasons for any 
short term but create value over the difference. 
longer term. 

5. Avoid common pitfalls. 
3. Motivate managers. 

CJ Ensure that performance measures do 
E'J Align management incentives with the not confuse operating performance 

goals of the business. Help managers with financing decisions. The decision 
to understand performance measures in to invest in a project should be made 
the context of broader business goals. first; how to finance the project should 

CJ Give managers incentives for both be a separate decision. 

growth and returns above the cost of [] Recognize that no single measure suits 
capital. all purposes. 

D Tie performance measures to EJ Evaluate the trade-off between accu-
compensation. racy and complexity. 

D Base bonuses on more than one year's C Use a balanced scorecard of multiple 

performance and develop deferred performance measures. 

bonus plans to encourage a long-term [J Guard against investment decisions 
perspective. that produce short-term results at the 

[J Eliminate upper limits on bonuses, expense of creating long-term value. 

or at least make the threshold high 
enough to encourage managers to act 
like entrepreneurs. 

7 
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OVERVIEW OF CASE-STUDY COMPANIES 

American Optical Corporation 

American Optical is a diversified manufac­
turer whose products include lenses, bonded 
abrasives, and steel tubing. The company 
requires a minimum of three performance 
measures for each division: economic value 
added, RONA, and free cash flow. Manage­
.ment believes that minimum return targets 
and a standard measure, such as economic· 
value added, for quantifying change offer an 
objective approach to performance evalua­
tion. Economic value added provides a 
standard measure that makes managers' goals 
clear and consistent and prevents managers 
from making excuses for poor performance 
or emphasizing other measures dispropor­
tionately. RONA provides a useful measure 
of operating performance that excludes 
financing considerations. Free cash flow 
reminds managers that cash flow underlies 
the value of their businesses. Business-unit 
managers also recommend other measures, 
which are negotiated and approved at the 
corporate level. Operating performance 
measures such as revenue per employee are 
used as benchmarks for improving the 
productivity of manufacturing operations. 

The company's compensation formula 
includes both economic value added for the 

. year and the change in economic value added 
from the previous year. Bonuses have cur­
rent and deferred portions and no upper 
limits; they encourage managers to make 
investment commitments that will produce 
rewards in future years even if near-term 
results are penalized. 

Capital investment requests include the 
calculation of IRR, economic value added, 
and payback. The company favors projects 
with payback periods of two years or less. 
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AT&T Corp. 

AT &T believes that top m~nagement com­
mitment and a link to compensation are 
required for a performance measurement 
system to be effective. The company uses 
economic value added in addition to monthly 
and quarterly operating income to measure 
business managers' performance. Economic 
value added was adopte~ shortly after the 
company was reorganized into strategic 
business units (SBUs). Measured operating 
income, adopted in the mid-1980s, was easy 
to apply across many diverse businesses, but 
it did not account for cash flow or reflect 
business-unit balance sheets. AT &T needed 
a measure that represents shareholders' 
interests, eliminates accounting biases, can 
be applied throughout the business planning 
process from 10-year business plans to plan/ 
actual reviews during the budget year, and 
gives management appropriate incentives for 
action. To implement economic value added, 
AT&T aligned a balance sheet with each 
SBU, developed a chart of accounts, and 
redesigned its internal management reporting 
system to convert statements prepared 
according to generally accepted accounting 
principles. Economic value added has given 
all managers a uniform, simple measure of 
what the company thinks will enhance 
shareholder value. Because a business unit's 
economic value added is not affected by the 
method of financing, the measure has helped 
separate business and financing decisions. 

While economic value added is used for 
planning, budgeting, and performance mea­
surement, DCF analysis is still used for 
project evaluation and decision making. 
AT&T uses a uniform cost of capital across 
all nonfinancial business units for capital 



budgeting and makes adjustments for 
projects of higher-than-normal risk. 

The Boeing Company 

Boeing, the aerospace company, recently 
imple~ented its Shareholder Value Analysis 
(SVA) plan, in which it calculates its own 
share value based on projected cash flows in 
a long-term plan discounted at its WACC. 
Boeing's management believes that its cash­
flow-based valuation and performance 
measurement program is better aligned with 
the creation of shareholder value and better 
understood by its managers than the account­
ing-based method it used in the past. 

Incentive compensation is based on how 
well executives have met their parts of the 
plan and how the actual market value of the 
company's stock compares with its expected 
value. For top executives, incentive compen­
sation is based on both increased shareholder 
value and measures that include quality as 
determined by customer, employee, and 
community satisfaction. For executives in 
product groups, incentive compensation is 
based on company, group, and individual 
performance. The primary group perfor­
mance measures are profit contribution, unit 
cost, cycle time, and market share. 

Boeing gathered evidence on the correla­
tion of various metrics with market price per 

. share and found that the correlation of price/ 
earnings ratios and earnings per share (EPS) 
growth rates was poor, the correlation of 
ROE minus the cost of capital was somewhat 
better, and the correlation of predicted value 
per share based on analysts' cash-flow 
forecasts was strong, even though there may 
be volatility over ~hort periods. The ROE 
target the company had used in the past was 
based on accounting earnings, which were 
determined largely by the program method of 
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accounting for aircraft production and were 
not a reliable measure of its economic perfor­
mance. To implement SVA, Boeing has 
begun an education program to explain the 
fundamentals of DCF, NPV, and corporate 
valuation. Boeing believes that its value is 
best understood by institutional investors 
with a long-term perspective who base their 
analysis primarily on their estimates of future 
cash flows discounted at the company's 
WACC. 

The Clorox Company 

Clorox, a diversified consumer products 
company, developed its Clorox Value Mea­
sure (CVM), a variant of economic value 
added, to focus people in all functions on 
what creates shareholder value. The com­
pany wanted an operating measure that 
would correlate with shareholder return and 
relate NPV analysis of new investments with 
the evaluation of ongoing operations. In 
management's view, economic value added 
and CFROI were the best choices; CFROI 
appeared to have a higher cOlTelation with 
shareholder value but was harder to explain 
to and implement with operating people. 

Part of compensation for vice presidents, 
directors in SBUs, and senior managers is 
tied to CVM. The measure has helped 
managers identify trade-offs among growth, 
operating margin, and utilization of assets 
and improve the management of inventory, 
accounts receivable, and capital expendi­
tures. Clorox used a board game to help 
explain CVM to nonfinancial managers and 
to make the learning process easy and enjoy­
able. The company's treasurer believes that 
investment decisions should be based on 
DCF. Financial managers caution that large 
investments will sometimes hurt economic 
value added in the short run and that 

9 
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mana aers have to be confident and patient o 

enou ah to make decisions that will contribute o 

to economic value added several years hence. 

E.I. du Pont de Nemours and Co. 

DuPont's principal financial metrics for 
evaluating business unit pelformance are 
after-tax operating income (ATOI) and 
components of cash flow not related to 
financing. Recently, the chemical company 
introduced two new financial performance 
measures, RONA and shareholder value 
added (SVA), a variant of economic value 
added. This change was partly motivated by 
a reorganization that delegated increased 
responsibility to SBUs and called for ways to 
measure the financial performance of those 
units as if they were independent businesses. 

DuPont considers RONA an improvement 
over ROE as a profitability measure because 
it takes into account management of the 
entire balance sheet without consideration of 
external financing. SVA is a useful addition 
because it unites earnings and investment in a 
single monetary measure of performance. It 
makes managers more aware of the corporate 
resources they are using. How the general 
managers use performance measures beyond 
ATOI and cash flow within their SBUs is left 
to their discretion. DuPont believes that the 
SVA measure will be most helpful when it 
can be used to measure the progress of its 

. businesses over time. 

Federal Signal Corporation 

Federal Signal is a diversified manufacturer 
whose products include fire engines, rescue 
vehicles, street-sweeping vehicles, industrial 
tools, and corporate signage. Federal Signal's 
two most important financial objectives are a 
15 percent average increase in annual EPS 
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over time and a 20 percent ROE. At the 
business-unit level, the ROE metric is effec­
tively a RONA metric. Management consid­
ers the achievement of the company's finan­
cial goals to be rooted in basic operating 
performance, and it pays close attention to 
operating margins, working capital, and 
other asset utilization measures. It has used 
these performance measure~ for decades. 

A large part of division presidents' com­
pensation is based on how well they have 
carried out their strategic plans, how the 
performance of their businesses has im­
proved over the past several years, how 
difficult their plans have been to achieve, and 
how well they have attended to key value­
based measures such as sales growth. Re­
cently, the company has begun using a matrix 
for certain operating groups that defines a 
bonus level for each combination of sales 
growth and operating margin. The matrix 
will help managers see how various growth 
and return targets create value, and it will 
add objectivity to the bonus plan. 

With a DCF valuation model, Federal 
Signal's managers can compare the benefits 
to be gained from margin improvement, 
working capital reduction, and growth. In 
some cases, they have created value by 
reducing margins in order to grow. Federal 
Signal believes that its EPS growth and ROE 
metrics, continued focus on operating mar­
gins, working capital, and other asset utiliza­
tion measures, and the DCF valuation model 
have helped its managers align their deci­
sions with the creation of shareholder value. 

FMC Corporation 

FMC is a diversified manufacturing company 
whose products include industrial chemicals, 
machinery and equipment, defense systems, 
and precious metals. FMC adopted economic 



value added with relatively few adjustments 
because it is easy for business managers to 
understand. Also, each division develops a 
balanced scorecard of financial and nonfi­
nancial measures that are approved at the 
corporate level. In the early 1980s, when the 
company was more diversified, it used the 
CFROI model as part of an analytic process 
to rationalize its portfolio of businesses, but 
the model was difficult to implement in the 
business units. It was based on a complex 
IRR model rather than the traditional profit­
and-loss model with which managers were 
familiar. FMC uses managers' estimates of 
economic value added over a three-year 
period as a basis for incentive compensation. 
Division managers can increase their bonuses 
by defining and achieving "stretch" targets. 

FMC's controller believes that the new 
measurement systems have changed FMC's 
culture in two important ways. First, they 
have moved the company away from using 
the annual budget as a basis for incentive 
compensation. Second, the use of nonfinan­
cial measures in the balanced scorecard has 
made business managers think more broadly 
and strategically. 

Meredith Corporation 

Meredith is a magazine publishing and 
broadcasting company. In 1993, following a 

. restructuring and downsizing, Meredith's 
management concluded that a 15 percent 
ROE was necessary to make it one of the top 
five companies in the media industry, and 
they developed a five-year plan to achieve 
that goal. The ROE metric and the 
company's plans for achieving it, business by 
business, have been good vehicles for teach­
ing people about tIle company's financial 
objectives. They have provided an impetus 
for revenue growth and cost control in all of 
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Meredith's businesses. Once current ROE 
goals are achieved, the company will con­
sider a new, more complex measure such as 
economic value added. 

Meredith has both long-term incentive 
plans tied to ROE and annual incentive plans 
tied to earnings and cash flow. Each group 
also uses additional measures important to its 
business, such as advertising revenues for 
magazines. The company is less discretion­
ary than it used to be in determining its 
performance packages. If managers do not 
achieve defined targ~t numbers, they do not 
receive bonuses. 

Magazine publishing and broadcasting 
businesses are sometimes valued in different 
ways. Magazine publishers are valued based 
on revenues and earnings, though some 
analysts capitalize ·cash flows. Broadcast 
businesses are valued primarily on cash flow. 
Because Meredith is in both businesses, 
some analysts value those businesses sepa­
rately and compute a break-up value. 

National Semiconductor 
Corporation 
National Semiconductor recently began to 
use a model it calls the National Semicon­
ductor Value Model, based on CFROI, to 
better align its strategic planning with the 
creation of shareholder value .. CFROI is an 
IRR measure that equates the current dollar 
gross investment with future cash flows and 
the eventual release of nondepreciating 
assets. Previous accounting-based perfor­
mance measures and incentive plans were 
focused on the short term and did not corre­
late closely with the creation of shareholder 
value. RONA was a useful interim measure· 
that helped divisions focus on their balance 
sheets. 
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CFROI has helped divisions justify invest­
ments in new plants and equipment in an 
industry where growth is required for sur­
vival. It helps the company avoid the "old 
plant-new plant" trap, frequently found with 
RONA, in which returns on depreciated 
assets appear to be relatively high, and new 
capital investments are difficult to jU,stify 
because they reflect lower returns in the first 
few years. The CFROI model is used by the 
top few people in each division for strategic 
planning and investment decision making. 
Other managers are measured by more 
traditional metrics. 

PepsiCo, Inc. 

PepsiCo, the beverage, snack food, and 
restaurant company, uses a full range of 
traditional financial performance measures. 
In its annual report, PepsiCo describes four 
metrics: volume growth, operating profit 
growth, cash growth, and investment returns 
above the company's WACC. PepsiCo 
believes that the measures it uses are as 
effective as any of the well-known, value­
based measures. Management believes that 
improved performance over time using 
consistent measures is more important than 
the actual measures used. Despite the in­
creasing importance management is placing 
on cash flow, PepsiCo still believes it is 
important to meet its objectives and deliver 

'consistent growth in quarterly EPS. If 
quarterly EPS growth starts to lag behind its 
historic rates, analysts can be expected to 
reduce their long-term growth estimates 
accordingly. 

PepsiCo has a hurdle rate for investments 
that is above its WACC and higher hurdle 
rates for developing countries. While the 
company tries to manage so that cash flow 
and earnings grow at about the same rate, it 
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recognizes that some international businesses 
require net investments with negative cash 
flows for several years while markets are 
being developed. PepsiCo projects cash 
flows based on current strategies for each of 
its businesses. It values each business and 
then values the enterprise as a whole, com­
paring that value with the company's current 
market value. 

Pioneer Hi-Bred 
International, Inc. 

Pioneer Hi-Bred is a breeder and producer of 
corn and other hybrid and varietal seed 
products. Its principal metrics for business 
performance and management incentives are 
ROE and growth in EPS. Management 
adopted ROE in conjunction with a continu­
ing focus on ROA at the business-unit level 
because it was easy to explain throughout the 
company, and it could b~ used to promote the 
kind of behavior that would enhance share­
holder value. The company is moving 
toward a balanced scorecard of financial and 
nonfinancial business-unit performance 
measures including customer satisfaction, 
product performance advantage, market 
share, and pricing in relation to value. 

Long-term, value-based incentive plans are 
an important part of management's reward 
for performance. An award of restricted 
stock is based on earnings growth over a 
three-year period. Within divisions, func­
tional measures that managers can influence 
are used (e.g., return on sales and growth in 
sales for sales managers; fixed and variable 
cost growth for plant managers). Each year, 
eligible employees share equally in a profit­
sharing program regardless of their base pay, 
where they work, or what they do. 

R&D is an important intangible asset, and 
managing R&D expenditures is a key part of 



Pioneer Hi-Bred's strategic planning, but it 
does not capitalize R&D expenses. The 
company has started an R&D management 
process in which it seeks a balance between 
quantitative analysis and qualitative and 
strategic considerations. It finds that the 
analysis of probabilities and ranges of pos­
sible outcomes is useful, but NPV analysis 
has limitations because of the uncertainty 
and time horizons of its research projects. 

Simon Property Group, Inc.' 

Simon is a real estate investment trust 
(REIT). Its growth and profitability are based 
on its ability to maintain high occupancy in 
its malls, to develop an environment capable 
of producing high sales performance, to get 
the highest possible rent on new leases, and 
to control costs. The principal financial 
measures for Simon and other REITs are 
funds from operations (FFO), earnings 
before interest, income taxes, depreciation, 
and amortization (EBITDA), and funds 
available for distribution (FAD). FFO, a 
measure unique to the real estate industry, is 
calculated as net income from operating 
activities before considering the impact of 
depreciation and amortization of assets that 
are unique to real estate. REIT stocks are 

Cash Flow and Performance Measurement 

valued and compared by mUltiples of FFO. 
EBITDA is an industry standard used to 
compare REITs' operating performance 
before the effect of capital structure. FAD is 
calculated by subtracting operating capital 
expenditures from FFO. The company's 
dividend divided by FAD is referred to as the 
dividend payout ratio. 

Simon has designed a performance mea­
surement system to focus on the results 
shareholders expect. To determine incentive 
compensation for the vice presidents of 
management, leasing, and development in 
each region, it has developed a matrix that 
defines the percentage of a person's cash 
bonus that is determined by measures such 
as FFO, percentage occupancy, minimum 
rent, and specialty leasing income. A re­
stricted stock incentive plan for vice presi­
dents and above is based on FFO over a five­
year period and vests over nine years. Simon 
believes that its performance measurement 
system encourages managers in the manage­
ment, leasing, and development functions to 
work together and to focus on the operating 
and financial performance measures that 
reflect growth, profitability, and the creation 
of shareholder value. 

I Subsequent to interviews for this case study, Simon merged with the DeBartolo Realty Corporation to become 
Simon DeBartolo Group, Inc. 
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GLOSSARY 

Bela See Capital Asset Pricing Model. 

Break-up Value A value of a company 
based on summing up the value of its 
component parts. An investor may believe 
that one or more subsidiaries of a company 
would be valued differently if it were 
independent. 

Capital Asset Pricing Model (CAPM) A 
model for calculating the cost of equity 
capital. Formula: 

Cost of equity = Cunoent risk-free rate + 
(beta x market risk premium for common 
stocks) 

The risk-free rate, as its name implies, is 
the return available from an investment 
that carries no risk. In practice, Treasury 
bill rates are used as a proxy for the risk­
free rate. Some companies consider a 
longer-term Treasury bond rate to be a 
more appropriate risk-free rate to compare 
with the cost of equity. 

Beta is a measure of the risk of a particular 
stock compared to the stock market as a 
whole. It is the covariance of the stock 
with the market. It is derived by running a 
regression analysis between the returns on 
a specific stock and those of a broad index 
of stocks such as the S&P 500. A stock 
with a beta of more than one has greater 
volatility than the underlying market, and 
vice versa. The CAPM states that the 
expected risk premium for a given stock is 
proportional to its beta. The accuracy of 
betas for particular company stocks has 
been questioned in recent years. 

The market risk premium is the incremen­
tal rate of return required by investors to 
hold a well-diversified portfolio of stocks 
rather than risk-free securities. The 
historical difference between the stock 
market return and the risk-free rate, used 
in the formula above, can be found in the 
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frequently used yearbook Stocks, Bonds, 
Bills and Inflation, by Ibbotson Associates 
of Chicago. According to the 1995 year­
book, the arithmetic-mean difference 
between the return for large-company 
stocks and U.S. Treasury bills between 
1926 and 1994 was 8.5 percent. For the 
same period, the difference between the 
large-company stock return and the long­
term government bond return was 7 
percent. There is an additional risk 
premium for small companies. 

By necessity, this method of valuation is 
judgmental. The company's management, 
securities analysts, and lenders will 
inevitably have a variety of different 
conclusions based on different assump­
tions about future earnings. 

Capital Budgeting A process of ranking 
projects and deciding which ones to invest 
in. Companies often use quantitative 
methods such as NPV, IRR, and payback 
to evaluate and rank prospective projects 
but consider many nonquantitative factors 
as well. 

Capital Invested For performance measure­
ment purposes, the total capital invested in 
the company or one of its business units is 
often considered to be book capital or 
actual cash invested, with some adjust­
ment for divestitures. Some companies 
define capital invested as net assets, which 
is total assets minus nonfinancialliabili­
ties. 

Cash-Flow-Based Performance Measures 
Performance measures based on free cash 
flow or other cash-flow-based figures. 

Cash Flow Return on Investment 
(CFROI) Cash flow generated as a per­
centage of cash invested in the "business. 
Cash flow generated is often considered to 
be free cash flow (see glossary definition). 



Cash invested in the business is often 
considered to be total assets minus current 
liabilities. A more specific, proprietary 
model compares the cumulative cash 
invested in a business with the cash it is 
currently producing, recognizing that 
there is a finite life over which depreciat­
ing assets will produce cash and a residual 
value to nondepreciating assets such as 
working capital and land. When that 
model is used for valuation, assumptions 
are made about a growth in invested 
capital funded by free cash flow and a 
fade of above-average cash flow returns 
to market averages over time. 

Cost of Capital See Weighted Average Cost 
of Capital. 

Discount Rate The rate used to discount 
future cash flows back to a present value. 
In corporate valuatiqn, the WACC is 
normally used. Some companies adjust 
discount rates for different businesses or 
projects based on estimated risk for 
valuation or investment analysis purposes. 
For example, sometimes the discount rate 
used for a subsidiary is a representative 
weighted average cost of capital for 
independent companies in the subsidiary's 
business. 

Discounted Cash Flow (DCF) The present 
value of future cash flows. Discounted 
cash flow analysis is used in corporate 
valuation and in capital budgeting. 

Earnings-Based Performance Measures 
Performance measures based on net 
income or other accrual-based figures. 

Earnings Before Interest, Income Taxes, 
Depreciation, and Amortization 
(EBITDA) A frequently used measure 
of a company's cash flow and ability to 
service debt. . 

Economic Profit See Economic Value 
Added. 

Cash Flow and Performance Measurement 

Economic Value Added Net operating 
profit after taxes (NOPAT) minus a capital 
charge, which is calculated as the WACC 
times the amount of capital invested. Also 
referred to as Economic Profit. See Net 
Operating Profit After Taxes and Eco­
nomic Profit. 

Fre.e Cash Flow The cash flow amount for 
a given year used in discounted cash flow 
valuations of companies. It is cash left 
from operating income before deducting 
noncash charges such as depreciation and 
amortization, but after deducting payment 
of taxes and incremental investment in 
equipment and working capital that are 
required to sustain the business. The 
formula for calculation of free cash flow 
is net income plus depreciation and other 
noncash deductions plus after-tax interest 
minus the estiInated increase in working 
capital minus estimated capital expendi­
tures. 

Funds Available for Distribution (FAD) A 
frequently used financial measure for real 
estate investment trusts. FAD is calculated 
from funds froln operations (see next 
entry). 

Funds From Operations (FFO) A fre­
quently used financial measure for real 
estate investment trusts. FFO is defined 
as net income from operating activities 
before the impact of depreciation and 
amortization of assets that are unique to 
real estate. 

Hurdle Rate A minimum acceptable rate of 
return on a project; the discount rate used 
in NPV analysis for capital budgeting. 
Often, it is a company's WACC. A project 
whose projected return exceeds the hurdle 
rate has a positive NPV. 

Internal Rate of Return (IRR) A discount 
rate that, when applied to a series of 
projected future cash flows, would yield 
an NPV of zero. 
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Market Value Added The change in the 
difference between the market and the 
book value of equity over a given period 
of time. 

Net Operating Profit After Taxes 
(NOPAT) Profits from operations after· 
taxes, but before financing costs and 
before noncash charges except deprecia­
tion. Depreciation is subtracted in the 
calculation of NOPAT because it is a true 
economic expense. 

Net Present Value (NPV) The sum of the 
present values of projected cash outflows 
and cash inflows. A positive NPV indi­
cates a financially attractive proposal 
based on the discount rate used. 

Operating Margin Pretax profit before 
extraordinary items. Revenues minus the 
cost of goods sold Ininus selling, general, 
and administrative expenses. 

Payback A calculation of the point in time 
when nominal future cash inflows cover 
the cost of an investment. This method 
has been used in capital budgeting for a 
long time. Its primary advantage is 
simplicity. 

Present Value The discounted value of a 
future cash flow. 

Real Estate Investment Trust (REIT) A 
company engaged in real estate invest­
ments that is able to deduct dividends paid 
to stockholders, substantially eliminating 
federal double taxation (taxation at both 
the corporate level and the investor level) 
subject to organizational requirements, 
income tests, asset tests, and annual 
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distribution requirements defined in the 
U.S. Internal Revenue Code. 

Return on Assets (ROA) Net income after 
taxes as a percent of total assets. 

Return on Common Equity (ROE) See 
Return on Equity. 

Return on Equity (ROE) Net income after 
taxes as a percent of the book value of 
shareholders' equity. For the purpose of 
this study, return on common equity is 
synonomous with return on equity. 

Return on Investment (ROI) Net income 
after taxes as a percent of net book value. 

( 

Return on Net Assets (RONA) Earnings 
minus financing charges divided by net 
assets. (Net assests are total assets minus 
nonfinancial liabilities.) -

Total Shareholder Return (TSR) Change in 
price of company shares plus dividends 
reinvested. Dividends are assumed to be 
reinvested in the company to take earnings 
on dividends into account. 

Weighted Average Cost of Capital 
(WACC) A weighted average cost of a 
company's debt and equity capital that 
represents its aggregate after-tax cost of 
raising funds. The market values of debt 
and equity are calculated as percentages of 
total capitalization (market value of debt 
and equity). Formula: 

WACC = after-tax cost of debt as a per­
centage of capitalization + cost of equity x 
equity as a percentage of capitalization. 
Capitalization i.s the sum of debt and 
equity. 




