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-
Introduction 

The managements of many companies, in today's economic environ
n1ent, are focusing on the creation of shareholder value as their funda
n1ental 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 increas
ing shareholder value. 

This research project documents the financial performance mea
sures used by a representative group of companies and describes how 
the Ineasures were selected, how they are used to measure business
unit performance, and how they are used to evaluate and compensate 
n1anagement. The project also focuses on how capital budgeting,l per
fonnance measurement, and valuation .methods are coordinated. 

For this project, 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 illustrate the use of a 
variety of well-known financial performance measures. Questions were 
designed to explore what performance measures are used, why they 
were selected, and how they have been implemented. Several persons 
froin 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. The ques
tions, mostly multiple choice, were designed to obtain definitive an
swers suitable for tabulation. Some questions required a brief written 
response: for example, respondents were asked to specify the discount 
rate used for capital budgeting and any performance measures used 
that were not already listed in the survey. 

This mail survey was sent to members of Financial Executives Insti
tute (FE!) 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. Twenty-two of the companies responding 
were interviewed by telephone. These interviews helped the researcher 

1 Terms explained in the glossaty are boldfaced on first reference throughout the text. 
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2 Cash Flow and Performance Measurement 

interpret the survey results and further explore topics covered with the 
case-study companies. 

How leo Use This Book 

Chapter 1 provides the report's principal findings. Chapter 2 describes 
performance measures used by the case-study companies and the mail 
survey respondents. Chapter 3 explains how case-study companies have 
selected and implemented their performance measures. Chapter 4 de
tails how the companies have defined investors' objectives and devel
oped their own valuation methods. Chapter 5 describes how companies 
have coordinated valuation and performance measurement with their 
capital budgeting procedures. Chapters 6 through 17 contain the case 
studies. 

Appendix A includes the questions asked and results of the mail 
survey. Appendix B lists the industries of the mail survey respondents. 
Appendix C contains the protocol used for interviews with the case
study companies. 

The glossary explains a number of technical terms used in the study, 
and the bibliography lists a few well-known reference books on finan
cial performance measures, capital budgeting, and corporate valuation. 

For the convenience of ,the reader, the brief glossary that follows 
defines abbreviations and acronyms for technical terms used in this book. 

ATOI 
CAGR 
CAPM 
CFROI 
CVM 
DCF 
EBIT 
EBITDA 

EPS 
FAD 

Glossary of Abbreviations andAcronyms 

after-tax operating income 
cumulative annual revenue growth rate 
ca pital asset pricing model 
cash flow return on investment 
Clorox Value Measure 
discounted cash flow 
earnings before interest and taxes 
earnings before interest, income taxes, depreciation, and 
amortization 
earnings per share 
funds available for distribution 



FFO 
FIFO 
GAAP 
IRR 
LIFO 
NOPAT 
NPV 

. NSVM 
REIT 
R&D 
ROA 
ROE 
ROI 
RONA 
SBU 
SCFROI 
SVA 

TSR 
WACC 

funds from operations 
first-in, first-out inventory accounting 
generally accepted accounting principles 
internal rate of return 
last-in, first-out inventory accounting 
net operating profit after taxes 
net present value 
National Semiconductor Value Model 
real estate investment trust 
research and development 
return on assets 
return on equity, return on common equity 
return on investment 
return on net assets 
strategic business unit 

Summary 3 

sustainable cash flow return on investment 
Shareholder Value Analysis (as used by Boeing) 
shareholder value added (as used by DuPont) 
total shareholder return 
weighted average cost of capital 





1 
Summary 

Interviews with executives at 12 case-study companies revealed that 
while the executives of these companies used different financial perfor
mance measures, all were concerned with creating shareholder value 
by generating earnings and cash flow greater than the cost of the capital 
entrusted to them. 

Performance Measures Used 

The results of the case-study interviews and the responses to the survey 
are the basis of the principal findings of this study. The case-study inter
views identified a series of steps that companies can follow to imple
nlent perfonnance Ineasures to increase shareholder value. 

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 tnanagers. 

o Of the twelve companies, five use primarily earnings-based mea
sures, two use primarily cash-flow-based measures, and five use 
a combination of earnings-based and cash-flow-based measures. 

o Five cotnpanies use economic value added, an earnings-based 
measure, as one of their principal performance measures, and 
one is considering it. 

o Two of the companies that use primarily earnings-based mea
sures believe that their earnings and cash flow track closely 
over time. 

5 



6 Cash Flow and Performance Measurement 

D 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. 

D 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. 

D The companies that use earnings-based performance measures 
continue to use DCF analysis for capital budgeting and corpo
rate valuation. 

Mail Survey Results 

The complete mail survey results can be found in Appendix A. Consis
tent with the case-study companies, most companies responding to the 
survey mentioned several financial performance measures that are used 
for at least part of management compensation. Given a list of nine per
formance 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 per
cent) reported that they use more than two financial perfor
mance measures, 34 (22.2 percent) use two measures, and 18 
01.8 percent) use one performance measure. 

D A total of 40 companies (26.1 percent) noted that they use eco
nomic value added, either alone or in conlbination with other 
performance measures. 

D A total of 32 companies (20.9 percent) use CFROI either alone 
or in combination with other performance measures. 

It is interesting to note that 70 companies (45.8 percent) responding 
to the survey believe that free cash flow has a stronger effect on their 
share price, compared with 72 companies (47.1 percent) who believe 
that their share price is influenced more by net income. 

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 (Ill companies or 72.5 percent), 
although only five companies mentioned using this measure exclusively. 



Implementing Financial 
Performance Measures 

Summary 7 

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 com
panies should consider when selecting and implementing measures to 
increase shareholder value. 

1. Establish the process. 
D Obtain commitment and agreement among top management 

and the board of directors on the principal ways the com
pany is valued by investors and how the company's strategic 
plan is coordinated with its plan to create shareholder value. 

D 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 managers can use to esti
mate the effect of various strategies, scenarios, and assump
tions on shareholder value. 

2. Promote understanding. 
D Assist managers and employees throughout the company in 

understanding the basics of corporate finance and how their 
jobs and their performance measures relate to the creation 
of shareholder value. 

D Ensure that performance measures are understood at each 
level and give clear signals for management decision mak
ing. 

D Make shareholders aware of investments that may restrict 
earnings in the short term but create value over the longer 
term. 

3. Motivate managers. 
D Align management incentives with the goals of the business. 

Help managers to understand performance measures in the 
context of broader business goals. 
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D Give managers incentives for both growth and returns above 
the cost of capital. 

o Tie performance measures to compensation. 

o Base bonuses on more than one year's performance and 
develop deferred bonus plans to encourage a long-term per
spective. 

D Eliminate upper limits on bonuses, or at least make the thresh
old high enough to encourage managers to act like entre
preneurs. 

D Design compensation and savings incentive programs to en
courage employees to own company stock and understand 
factors that drive its price. 

4. Monitor the process. 
D Use perfonnance measures consistently over time, but also 

revise measures selectively as conditions and objectives 
change. 

D Periodically compare an internal corporate valuation with 
the company's actual market value, and analyze the reasons 
for any difference. 

5. Avoid common pitfalls. 
D Ensure that performance measures do not confuse operat

ing performance with financing decisions. The decision to 
invest in a project should be made first; how to finance the 
project should be a separate decision. 

o Recognize that no single measure suits all purposes. 

D Evaluate the trade-off between accuracy and complexity. 

o Use a balanced scorecard of multiple performance measures. 

D Guard against investment decisions that produce short-term 
results at the expense of creating long-term value. 
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Overview of Case-Study Companies 

Results of the conlpany interviews are presented beginning with Chap
ter 6. Following are highlights of the findings at each of the companies 
interviewed. 

American Optical Corporation 

Anlerican Optical is a diversified manufacturer whose products include 
lenses, bonded abrasives, and steel tubing. The company requires a 
Ininimunl of three perfornlance measures for each division: economic 
value added, return on net assets (RONA), and free cash flow. Manage
luent believes that minimum return targets and a standard measure such 
as economic value added for quantifying change offer an objective ap
proach to performance evaluation. Economic value added provides a 
standard nleasure that makes managers' goals clear and consistent and 
prevents managers froin making excuses for poor performance or em
phasizing other nleasures disproportionately. RONA provides a useful 
lueasure of operating performance that excludes financing consider
ations. Free cash flow reminds managers that cash flow underlies the 
value of their businesses. Business-unit managers also recommend other 
ineasures, 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 conlpany's compensation formula includes both economic value 
added for the year and the change in economic value added from the 
previous year. Bonuses have current and deferred portions and no up
per 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 internal rate 
of return ORR), economic value added, and payback. The company 
favors projects with payback periods of two years or less. 

AT&T Corp. 

AT&T believes that top management commitlnent and a link to com
pensation are required for a performance measurement system to be 
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effective. The company uses economic value added in addition to monthly 
and quarterly operating income to measure business managers' perfor
mance. Economic value added was adopted shortly after the company 
was reorganized into strategic business units (SBUs). Measured operat
ing income, adopted in the mid-1980s, was easy to apply across many 
diverse businesses, but it did' not account for cash flow or reflect busi
ness-unit balance sheets. AT&T needed a measure that represents 
shareholders' interests, eliminates accounting biases, can be applied 
throughout the business planning process from lO-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 statelnents prepared according to generally accepted account
ing principles (GAAP). Economic value added has given all managers a 
uniform, simple measure of what the company thinks will enhance share
holder 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 measurement, DCF analysis is still used for project evalua
tion 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 implemented 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 
weighted average cost of capital (WACC). Boeing's. management believes 
that its cash-flow-based valuation and performance measurement pro
gram is better aligned with the creation of shareholder value and better 
understood by its managers than the accounting-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 
compensation is based on both increased shareholder value and mea-
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sures that include quality as determined by customer, employee, and 
comn1unity satisfaction. For executives in product groups, incentive com
pensation is based on company, group, and individual performance. 
The primary group performance measures are profit contribution, unit 
cost, cycle titne, and market share. 

Boeing gathered evidence on the correlation of various metrics with 
n1arket price per share and found that the correlation of price/earnings 
ratios and earnings per share (EPS) growth rates was poor, the correla
tion of return on equityl (ROE) minus the cost of capital was somewhat 
better, and the correlation of predicted value per share based on ana
lysts' cash-flow forecasts was strong, even though there may be volatil
ity over short 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 accounting for aircraft production and were not 
a reliable measure of its economic performance. To implement SVA, 
Boeing has begun an education program to explain the fundamentals of 
DCF, net present value (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 Measure (CVM), a variant of economic value added, to focus people 
in all functions on what creates shareholder value. The company 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 correlation 
with shareholder value but was harder to explain to and implement 
with operating people. 

Part of compensation for vice preSidents, directors in SBUs, and se
nior n1anagers 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 
expenditures. Clorox utilized a board game to help explain CVM to non-

1 For the purposes of this book, the terms return on common equity and return on 
equity are used interchangeably and are abbreviated as ROE. 
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financial managers and to Inake the learning process easy and enjoyable. 
The company's treasurer believes that investment decisions should be 
based on DeF. Financial managers caution that large investo1ents will 
sometimes hurt economic value added in the short run and that o1anag
ers have to be confident and patient enough to Inake decisions that will 
contribute to economic value added several years hence. 

EJ. du Pont de Nemours and Co. 

DuPont's principal financial metrics for evaluating business unit perfor-
01ance are after-tax operating income CATOI) and components of cash 
flow not related to financing. Recently, the chemical company intro
duced 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 responsi
bility 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 profitabil
ity measure because it takes into account management of the entire 
balance sheet without consideration of external financing. SVA is a use
ful addition because it unites earnings and investment in a single Inon
etary 01easure of perforo1ance. It o1akes managers more aware of the 
corporate resources they are using. How the general managers use per
fonnance measures beyond ATOI and cash flow within their SBUs is left 
to their discretion. DuPont believes that the SVA Ineasure 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 010St important financial objec
tives are a 15 percent average increase in annual EPS over time and a 20 
percent ROE. At the business-unit level, the ROE metric is effectively a 
RONA Inetric. Management considers the achievement of the company's 
financial goals to be rooted in basic operating performance, and it pays 
close attention to operating margins, working capital, and other asset 
utilization Ineasures. It has used these performance measures for de
cades. 
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A large part of division presidents' compensation is based on how 
well they have carried out their strategic plans, how the performance of 
their businesses has improved 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. Recently, the company 
has begun using a nlatrix 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 tar
gets create value, and it will add objectivity to the bonus plan. 

With a DCF valuation model, Federal Signal's managers can com
pare the benefits to be gained from margin improvement, working capi
tal reduction, and growth. In some cases, they have created value by 
reducing nlargins in order to grow. Federal Signal believes that its EPS 
growth and ROE metrics, continued focus on operating margins, work
ing capital, and other asset utilization measures, and the DCF valuation 
l110del have helped its managers align their decisions with the creation 
of shareholder value. 

fMC Corporation 

FMC is a diversified manufacturing company whose products include 
industrial chemicals, machinery and equipnlent, defense systems, and 
precious metals. FMC adopted economic value added with relatively 
few adjustnlents because it is easy for business managers to understand. 
Also, each division develops a balanced scorecard of financial and non
financial 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 time period as a 
basis for incentive compensation. Division l11anagers 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 fronl using the annual budget as a basis for incentive 
compensation. Second, the use of nonfinancial measures in the bal-
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anced scorecard has made business managers think more broadly and 
stra te gicall y. 

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 the company's financial objectives. They have pro
vided an impetus for revenue growth and cost control in all of Meredith's 
businesses. Once current ROE goals are achieved, the company will 
consider 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 rev
enues for magazines. The company is less discretionary than it used to 
be in determining its performance packages. If managers do not achieve 
defined target numbers, they do not receive bonuses. 

Magazine publishing and broadcasting businesses are sometin1es 
valued in different ways. Magazine publishers are valued based on rev
enues and earnings, though some analysts capitalize cash flows. Broad
cast businesses are valued primarily on cash flow. Because Meredith is 
in both businesses, some analysts value those businesses separately and 
compute a break-up value. 

National Semiconductor Corporation 

National Semiconductor recently began to use a model it calls the Na
tional Semiconductor Value Model (NSVM), 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 non depreciating assets. 
Previous accounting-based performance measures and incentive plans 
were focused on the short term and did not correlate closely with the 
creation of shareholder value. RONA was a useful interim measure that 
helped divisions focus on their balance sheets. 



Summary 15 

CFROI has helped divisions justify investments in new plants and 
equipment in an industry where growth is required for survival. It helps 
the company avoid the "old plant-new plant" trap, frequently found 
with RONA, in which returns on depreciated assets appear to be rela
tively high, and new capital investments are difficult to justify 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 re
port, 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 increasing importance man
agement 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 recognizes that some international businesses require net invest
ments with negative cash flows for several years while markets are be
ing 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, comparing 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 continuing focus on return on assets 
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(ROA) at the business-unit level because it was easy to explain through
out the company, and it could be used to promote the kind of behavior 
that would enhance shareholder value. The company is moving toward 
a balanced scorecard of financial and nonfinancial business-unit perfor
mance measures including customer satisfaction, product perforn1ance 
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, 
functional 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 Inanagers). Each year, eligible employees share equally 
in a profit-sharing program regardless of their base pay, where they 
work, or what they do. 

Research and development (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 con1-
pany has started an R&D management process in which it seeks a bal
ance between quantitative analysis and qualitative and strategic 
considerations. It finds that the analysis of probabilities and ranges of 
possible 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 profitabil
ity are based on its ability to maintain high occupancy in its malls, to 
develop an environn1ent 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 itnpact of de
preciation and amortization of assets that are unique to real estate. REIT 
stocks are valued and compared by multiples of FFO. EBITDA is an 
industry standard used to compare REITs' operating performance be
fore the effect of capital structure. FAD is calculated by subtracting op-
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erating capital expenditures from FFO. The company's dividend divided 
by FAD is referred to as the dividend payout ratio. 

Simon has designed a performance measurement system to focus 
on the results shareholders expect. To determine incentive compensa
tion 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 
restricted stock incentive plan for vice presidents 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 
management, leasing, and development functions to work together and 
to focus on the operating and financial performance measures that re
flect growth, profitability, and the creation of shareholder value. 



2 
How Companies Use 

Performance Measures 

An effective measurement system consists of a medley, or "balanced 
scorecard," of financial and nonfinancial performance measures tied to 
earnings, cash flow, and the creation of shareholder value. The case
study companies and mail survey respondents use a full range of tradi
tional financial performance measures and newer measures tied to the 
creation of shareholder value. Traditional financial measures include 
operating earnings, ROE, return on investment (RO!), and ROA. 

While continuing to use these traditional measures, companies also 
have recognized their limitations and developed new measures in re
cent years to provide better indicators of operating performance and 
shareholder value creation. RONA was developed as an improvement 
over ROE. RONA is net operating profit (that is, before financing charges) 
divided by net assets; net assets are defined as total assets minus non
interest-bearing liabilities. Whereas the ROE ratio can be influenced by 
the amount of a company's leverage, RONA is a measure of operating 
performance that is not influenced by the company's financial structure. 
Total shareholder return (TSR) was developed as a measure of both 
price appreciation and dividends. It assumes that all dividends are rein
vested with the company to take earnings on dividends into account. 
Disclosure of TSR is now required by the Securities and Exchange 
Commission. 

18 
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A Comparison of Two of the Newer 
Measurement Systems 

Although performance measures such as ROA, RONA, and ROE are 
useful for comparing companies with one another and for analyzing a 
given company over time, they generally are not considered good indi
cators of a company's stock price. Companies have looked for measures 
that are better correlated with the creation of shareholder value to evaluate 
their business units and managers. Two of the best known value-based 
performance metrics used today are economic value added and CFRO!. 
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 (NOPAT) with some adjustments. 
The capital charge is based on the total capital invested in the company 
at book value, net of depreciation. It is generally considered to be equal 
to net assets, or total assets minus non-interest-bearing current liabili
ties. Economic value added can be considered the dollar value of RONA 
minus a capital charge. The capital charge is generally calculated as the 
WACC tilnes capital invested. The capital asset pricing model (CAPM) is 
used to calculate the cost of equity. A number of adjustments can be 
made to both earnings and capital invested to produce the most accu
rate possible measure of economic profit. Operating leases and invest
ments in intangibles such as R&D may be capitalized. Amortized goodwill, 
deferred taxes, items previously written off (such as restnlctured or dis
continued operations), and other reserves may be added back to capi
tal. Not writing off assets for restructured or discontinued operations is 
consistent with the philosophy of earning a return on every dollar in
vested. Managers are encouraged to make decisions that will improve 
earnings in the future and not to shy away from disposing of assets 
because of the effect that a write-off will have on their current earnings. 
The reversal of write-offs and other adjustments are explained in more 
detail in Chapter 3. 

Economic value added, representing earnings above the company's 
cost of capital, is consistent with NPV calculated with the cost of capital 
as a discount rate. A company that conSistently makes investments with 
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a positive NPV will keep generating economic value added. NPV can be 
calculated using either DCF or discounted economic value added; the 
answers will be similar. 

The case-study companies that use economic value added believe 
that such an accrual-based performance measurement system is well 
adapted to the evaluation of performance for a given year, whereas 
cash-flow-based evaluation is more effective for a longer period. Man
agers are evaluated based on economic value added and year-to-year 
improvement in economic value added. The objective of an economic
value-added measurement system is to maximize market value added, 
which is the difference between the company's market value and total 
capital invested. 

Economic value added is easily understood because it is based on 
reported earnings according to the accrual accounting model. To the 
extent a company makes adjustments to earnings and capital invested to 
create a more accurate measure of economic profit, this metric may 
become more complicated. An important behavioral change that results 
from measuring economic value added is increased attention to the 
balance sheet and the cost of capital. Managers have a financial incen
tive to minimize working capital and to forego proposals for new plant 
and equipment that may have a greater impact on capital invested than 
on incremental earnings and economic value added. The capital charge 
for economic value added is based on book capital, net of depreciation. 
If not used properly, this metric may act as a disincentive for new in
vestment at current prices, even when projected cash flows reflect a 
positive NPV over the life of a project. 

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 per
formance, as measured by 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 invest
ment in the business with future cash flows and a residual value of 
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nondepreciating assets. It is based on an assumption that most corpo
rate projects are like annuities, earning relatively even returns until the 
end of their lives. Those projects are like an investment in an automo
bile, which delivers relatively consistent performance until repair bills 
start mounting up toward the end of its useful life. The CFROI of a 
company is equivalent to the IRR of all its individual projects, irrespec
tive 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 comprised of 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, accumu
lated depreciation is added back, an inflation adjustment is made, and 
operating rental expenses are capitalized. 

CFROI is a real measure, net of inflation, that should be compared 
with a real cost of capital. Gross investment is calculated in constant 
dollars, avoiding the "old plant-new plant" trap in which older, more 
depreciated assets show higher returns than newer and usually more 
productive assets purchased at current prices. Constant dollars are con
sidered a less subjective measure for asset values than replacement costs 
and consistent with the investor's desire for a return in constant units of 
purchasing power. 

The company's current CFROI is considered to be its normal level of 
performance. For corporate valuation, future cash flows are calculated 
starting with the current CFROI and adjusting year by year for increased 
gross investment and a fading of the company's returns to national cor
porate averages over time. (The model assumes that above- or below
average returns will gravitate toward national averages over time, and 
that the market will not pay for sustained above-average returns.) The 
resulting cash flows are discounted at a market-derived rate that is cal
culated based on the CFROls, sustainable asset growth rates, and cur
rent market prices of the entire list of Standard & Poor's 500 Index 
companies. Managers are judged based on the current CFROI, the cur
rent corporate spot value using the CFROI model, and TSR. TSR is driven 
by three factors: (1) CFROI, the ability to maintain or increase profitability 
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from an existing asset base; (2) growth, the ability to invest cash at 
returns above the cost of capital; and (3) discipline to harvest cash and 
pay dividends to shareholders when appropriate. Corporate users of the 
CFROI metric believe that it provides managers with the most accurate 
possible projections of performance resulting from their investment de
cisions and valuations that have the most accurate possible correlations 
with market prices. Table 2-1 compares the principal features of the 
economic value added and CFROI metrics. 

TABLE 2-1 Comparison of Economic Value Added and Cash Flow 
Return on Investment Metrics 

Economic Value 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 mea
sured by the accounting model, but can 
be complex depending on the number 
of adjustments made to earnings and 
capital invested. 

Cash Flow Return on Investment 

Measurement: internal rate of return 
(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 Standard and Poor's 
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 non depreciating 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. 
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Utilization of Performance Measures 

Case-Study Companies 

The 12 case-study companies demonstrate a full range of widely used 
financial and operating performance measures. Five of them, American 
Optical, AT&T, Clorox, DuPont, and FMC, use some variation of eco
nomic value added. A sixth company, Meredith, is considering the adop
tion of an economic-value-added measure after completion of a 
company-wide, five-year program designed to achieve an ROE target. 
National Semiconductor uses a variant of the proprietary CFROI model. 
The Simon Property Group, an REIT, uses EBITDA and FFO. FFO is a 
measure unique to the real estate business. 

The remaining case-study companies use a variety of cash-flow
based and earnings-based performance measures. Boeing replaced its 
accounting-based performance measures with a cash-flow-based mea
sure that it believes is better correlated to the creation of shareholder 
value and also easier for its managers and employees to understand. 
The company's old financial metrics were profitability based on an ROE 
target and growth in annual sales. Its new metric is profitability and 
growth as measured by increased shareholder value over the long term. 
Boeing uses a valuation program based on a 20-year cash-flow projec
tion in conjunction with traditional operating performance measures 
because it has very long product life cycles. The company routinely 
compares its internally calculated value with the actual market value of 
its stock. Each manager's objectives for a given year are part of an 
overall company plan to increase shareholder value. 

PepsiCo emphasizes volume growth, operating profit growth, cash 
growth, and investment returns above the company's WACC as part of 
a balanced approach that includes a full range of financial perfor
mance measures. Federal Signal uses ROE, EPS growth, operating 
margins, and working capital measures as well as a DCF model to 
value the company, each of its business units, and potential acquisi
tions. Meredith uses ROE as its principal metric. Pioneer Hi-Bred uses 
ROE and growth in EPS at the corporate level and sets ROA targets at 
the business-unit level. 

Table 2-2 lists the principal performance measures used by case
study companies. 
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TABLE 2-2 Principal Performance Measures Used by Case-Study Companies 

Case-Study Company 

American Optical 

AT&T 

Boeing 

Clorox 

DuPont 

Federal Signal 

FMC 

Meredith 

Performance 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 share 
holder 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 

National Semiconductor Cash flow return on investment (proprietary model) 

PepsiCo 

Pioneer Hi-Bred 

Simon 

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, depreciation, income taxes, and 

amortization 
Funds available for distribution 
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Mail Survey Respondents 

Traditional financial performance measures continue to be widely used. 
Operating earnings was the measure most frequently cited in responses 
to the mail survey, followed by ROE, RONA, and TSR. A substantial 
number of companies continue to use ROA and ROI. 

Twenty-six percent of those responding to the mail survey are now 
using economic value added as a metric and 21 percent are using CFROI. 
CFROI has different meanings. Two mail survey respondents use a pro
prietary CFROI model that is described in the National Semiconductor 
case study. Five mail survey respondents use the term in different ways: 

o A chemical company associates CFROI with NPV analysis in capi
tal budgeting. 

o A mineral con1pany defines CFROI as operating cash flow after 
working capital changes measured against the investment; the 
investment is defined basically as total assets minus current li
abilities. 

o An oil and gas company defines CFROI as the DCF rate of return 
from its capital investments. 

o A computer manufacturer compares cash flow from operations 
to the level of assets employed for each business unit, evaluat
ing every item on the statement of cash flows, or "sources and 
uses of funds" under "cash flows from operating activities" and 
"cash flows from investing activities." 

o A high-technology company calculates pretax CFROI for each 
division. Free cash flow, defined as pretax income plus depre
ciation minus capital expenditures, is divided by the investment 
in each division, which is calculated as total assets minus current 
liabilities. No debt is included in current liabilities because divi
sions do not have debt. 

Table 2-3 shows the distribution of financial perforn1ance measures 
used among the survey respondents. Other financial performance mea
sures Inentioned by respondents are listed in Appendix A. 
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TABLE 2-3 Financial Performance Measures Used by Survey Respondents 

Financial Performance Measures 

Earnings-Based Measures 

Operating earnings 
Return on common equity 
Return on net assets 
Return on investment 
Economic value added 
Return on assets 

Cash-Flaw-Based Measures 

Total shareholder return 
Cash flow return on investment 

Other Measures 

Market value added 

Percentage of 
Total Respondents 

72.5 
34.6 
32.7 
26.8 
26.1 
21.6 

29.4 
20.9 

8.5 

Several mail survey respondents described the performance mea
sures they use in telephone interviews. An oil company measures incre
mental value from one year to the next by calculating a perpetuity each 
year based on normalized cash flows. A large consumer goods com
pany uses the operating income return on capital employed to measure 
its business units. It sets targets based on comparable measures of peer 
companies that make that information available. 

A large software company with more than 50 development and sales 
subsidiaries compensates the managing director and the finance direc
tor of each subsidiary based on operating earnings (90 percent) and 
days sales outstanding (10 percent). Days sales outstanding is an impor
tant measure in this business because the way receivables are managed 
is essentially the way cash flow is managed. When salespeople are hav
ing trouble reaching their targets, they sometilnes offer unusually gener
ous tern1s-in some cases as long as 365 days. The con1pany does not 
want to penalize them but believes they should not get their full bo
nuses for sales n1ade at the expense of such generous credit terms. 

A large Canadian bank's financial objective is to maximize long-term 
shareholder value by achieving consistently superior earnings growth 
and return on comlnon shareholders' equity while maintaining an ap-
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propriate dividend yield. The bank's goal is to achieve consistently supe
rior performance relative to its peer groups across the primary measures 
of financial performance and condition, thereby achieving top-tier return 
on COlnmon shareholders' investment over the long term. To assess its 
financial performance and condition, the bank constantly monitors 10 
key financial measures that balance profitability and prudential concerns: 

1. Shareholder value, measured by ROI and increase in stock price; 

2. Profitability, measured by ROE; 

3. Earnings growth, measured by fully diluted EPS growth; 

4. Revenue growth; 

5. Productivity, measured by an overhead, or expense-to-revenue 
ratio; 

6. Asset quality, measured by provision for credit losses as a per
centage of average loans and acceptances; 

7. Asset quality, measured by gross nonperforming loans as a per
centage of equity and the allowance for credit losses; 

8. Capital adequacy, measured by the Tier 1 regulatory ratio; 

9. Liquidity, measured by the ratio of cash and securities to total 
assets; and 

10. Credit rating, measured by the agency rating on the bank's pub
lic debt. 

Other Measurement-Related Issues 

Continued Use of Traditional Measures 

Newer performance measures such as economic value added and CFROI 
usually supplement, rather than replace, more traditional accounting
based performance measures. AT&T and DuPont continue to measure 
their managers' performance based on conventional measures of earn
ings such as after-tax operating income (ATOI). DuPont continues to 
look at cash flow and its various components such as cash from opera
tions at the business-unit level, net cash flow after capital expenditures, 
permanent investment turnover (sales divided by permanent investment), 
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working capital turnover, variable margins, and fixed cost productivity 
(sales divided by controllable fixed costs). 

Replacement of Unsuitable Metrics 

Two case-study companies have found certain metrics unsuitable to 
their needs. Boeing finds that, because of the long-term nature of its 
development and production programs, together with its accounting 
conventions, accounting-based measures such as ROE are not good in
dicators of shareholder value creation. Economic value added would be 
difficult for Boeing to apply because of the long order and production 
cycle of the aerospace industry, the difficulty of making required ac
counting adjustments, and the difficulty of applying the cost of capital to 
an adjusted investment amount in this industry. National Semiconductor 
found that RONA did not give the signals that were required to continue 
reinvesting in its fast-growing industry. 

More Attention to the Balance Sheet 

An important objective of most value-based measures is to draw manag
ers' attention to the balance sheet and efficient use of assets. Therefore, 
working-capital-turnover ratios (indicating the number of days accounts 
payable, accounts receivable, and inventory) still are considered impor
tant. 

Separation of Investment Decisions from 
Financing Decisions 

RONA, economic value added, and CFROI are measures of operating 
performance. As such, they are intended to be free from the influence of 
financing decisions. They should encourage managers to concentrate 
on achieving the highest returns from investments in their businesses 
without consideration of the methods of financing or financial struc
tures of their business entities. RONA, as used by DuPont, is a measure 
of return on net assets; it is not influenced by the ratio between debt 
and equity. EconOlUic value added, as used by American Optical, mea
sures performance before interest cost and without consideration of 
capital structure. One of the reasons AT&T placed economic value added 
on its list of metrics is that existing measures such as ROE and EPS were 
potentially influenced by financing considerations. CFROI, used by 
National Semiconductor, is an internal-rate-of-return lueasure of current 
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performance, also not influenced by the company's methods of financ
ing. In a simplified measure of CFROI, rental expense is added back to 
operating income, and capitalized operating rental expenses are added 
to net assets. A similar adjustment is made by some users of the economic
value-added metric. When this is done, leasing is recognized as a fi
nancing decision that should not be of concern to operating managers. 
Without proper guidance, managers can view leasing as a way of im
proving returns without putting additional assets on the books. 

Use of Both Operating and Nonfinancial 
Performance Measures 

Case-study companies and mail survey respondents use a variety of 
operating performance and nonfinancial performance measures along 
with their financial metrics. These measures often are considered to be 
the value drivers that underlie financial performance and the creation of 
shareholder value. For example, Federal Signal has used measures such 
as operating margins and inventory turns for decades. Strategic objec
tives cascade into a valuation model and operating parameters to guide 
people in sales, manufacturing, and other functions throughout the com
pany. Managers have revenue-growth, operating-margin, and working
capital-management objectives. Each component of inventory is managed 
carefully. "Finished goods" is an issue relating to service to the cus
tomer. "Work in progress" relates to the manufacturing cycle. "Raw ma
terials" has to do with purchasing at the best prices, making sure suppliers 
stick to delivery schedules, and perhaps partnering with suppliers. 

To improve cash flow, Boeing reminds its line managers to continue 
fOCUSing on operating objectives with which they are already familiar: 
quality, cost, delivery, safety, and morale. Although line managers are 
gradually learning how their activities contribute to shareholder value, 
their prin1ary job is still to focus on reducing defects and unit costs and 
improving cycle time, productivity, employee satisfaction, customer sat
isfaction, and market share. The company conducts frequent surveys to 
measure custon1er and employee satisfaction. These nonfinancial goals 
are consistent with the new value-based metrics because achieving them 
helps the company generate returns above its cost of capital. 
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Adaptation of Measures to Each Business 

A number of case-study companies such as American Optical, Federal 
Signal, FMC, and Meredith are in several different businesses. In these 
companies, corporate management works with line business managers 
to develop appropriate operating measures for each business unit. FMC's 
businesses are measured with a balanced scorecard of financial and 
nonfinancial measures. Measures that drive each of the company's 25 
businesses are developed in a bottom-up process. For example, the 
scorecards for agricultural chemicals and food machinery are very dif
ferent. The balanced scorecard has focused senior managen1ent's atten
tion on a number of nonfinancial measures that previously had little 
visibility. Those measures include market share; patents; new ideas imple
mented; new products moving from the development to the commer
cial stage; sales of new products; cycle times; customer complaints; late 
deliveries; amount of time to answer customer inquiries; and other n1ea
sures of quality, innovativeness, and custolner satisfaction. 



3 
How Companies Select and 

Implement Performance Measures 

In deciding which performance measures to use, companies are con
cerned with how accurately these measures correlate with shareholder 
value and how difficult they are to implement with line managers. Com
panies have to evaluate the trade-off between accuracy and complexity. 

In selecting new financial performance metrics, AT&T had four prin
cipal concerns: (1) representing shareholders' interests in price appre
ciation and dividends, (2) eliminating accounting biases, (3) incorporating 
all components of the planning process from long-term strategic plan
ning to quarterly plan actual reviews, and (4) creating incentives for the 
right econolnic behavior. The company found that TSR was correlated 
best with long-term cash flows and to a lesser extent with economic 
value added. AT&T believes that economic value added offers the best 
compromise between accuracy and ease of implementation. 

National Semiconductor chose the proprietary CFROI model with 
the belief that it predicts shareholder value more accurately than any 
other model and that it gives managers the signals they need to grow 
the business as well as increase returns. The semiconductor business is 
capital intensive and fast growing. It requires a company like National 
Selniconductor to continue investing or fall behind. The CFROI model 
helps the company justify investing in new plant and equipment, partly 
through adjusting all assets to current values. The RONA measure it 
used previously showed relatively high returns on depreciated assets 
and tended to discourage investment in new plant and equipment, which 
at current prices would reflect low returns. Like a number of other com
panies in the survey, National Semiconductor is aware that value is 
created by total dollars generated above the cost of capital, not by per-

31 



32 Cash Flow and Performance Measurement 

centage returns alone. In adopting CFROI, National Semiconductor was 
aware that it would be complicated to explain to line managers. Manag
ers of the cOlnpany's eight divisions and their four- or five-person man
agement teams use the model for strategic planning and investtnent 
choices, but managers below that level focus mainly on more traditional 
operating performance measures. 

Clorox chose the economic-value-added metric even though it ap
peared that the CFROI model had a higher correlation with TSR. AT&T 
and FMC believe that earnings-based measures are easier for line busi
ness managers to understand than cash-flow-based measures. They be
lieve that the economic-value-added measure is sufficient to motivate 
the right kind of behavior, for example, increased attention to working
capital management and fixed-asset investment. 

Boeing, in contrast with AT&T and FMC, believes that its managers 
and employees can understand cash flow more easily than earnings. In 
the aircraft industry, quarterly earnings are not a good predictor of share 
value. Boeing had ROE and sales growth targets until recently. Those 
targets were difficult for managers to understand because they were 
based on accounting earnings, which are determined in large part by 
the program method of accounting for aircraft production. Boeing's 
managers are more comfortable with a model that ties traditional oper
ating performance measures to longer term cash-flow projections that 
determine shareholder value. 

Meredith and Pioneer Hi-Bred use a relatively simple measure, ROE, 
because they believe it is easy for people throughout the company to 
understand, and it drives the right kind of economic behavior. In 1992, 
Meredith set a five-year target for improvement in ROE and kept people 
focused on that goal until it was achieved. The company is now consid
ering adopting economic value added. Pioneer Hi-Bred's principal fi
nancial performance measures are ROE and growth in EPS. The ROE 
concept has been a good tool for helping employees understand how 
the company makes financial decisions and sets financial goals. Manag
ers are evaluated using two factors: the business unit's level of contribu
tion compared to its target and the level of assets that are used. Pioneer 
uses ROA as a proxy for ROI at the business-unit level. In effect, it 
calculates RONA for its business units. Pioneer Hi-Bred does not cur
rently feel a need for more complex financial measures to give n1anag
ers the message to grow the top line as well as the bottom line. Meredith, 
Federal Signal, and PepsiCo are generally more concerned with a busi-
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ness unit's inlprovement over tinle using consistent measures than they 
are with the particular measures used. 

Decision Making 

Effect on Management 

Financial performance Ineasures ranging from ROE to CFROI have made 
line nlanagers more cognizant of the balance sheet and asset utilization. 
At Clorox, for example, an economic-value-added metric has ilnproved 
managelnent of inventory, accounts receivable, and capital expendi
tures. 

Clorox agrees with the philosophy incorporated in the economic
value-added nletric that total capital invested should capture all amounts 
invested in a business from its inception. This includes money lost on 
disposed assets and failed business ventures, which management be
lieves should be part of the total investment amount on which managers 
are responsible for earning a return, not just written off and forgotten. 

Two case-study companies that have considered using economic 
value added, Federal Signal and PepsiCo, believe that this metric can 
discourage investnlent for growth if not used properly. This might occur 
if nlanagers find elilninating assets in order to reduce capital charges to 
be easier than increasing earnings. 

Delegation of Decision-Making and Spending Authority 

The majority of case-study companies have adopted value-based per
fornlance nletrics in conjunction with delegating increased decision
making authority and responsibility for' generating cash flow and earnings 
to business units. The use of value-based performance metrics has tended 
to push all but the very largest capital budgeting decisions to the busi
ness-unit level. Business-unit nlanagers often have authority for capital 
spending that fits within business plans and finaricial performance tar
gets negotiated with corporate management. For example, at FMC, a 
capital expenditure as high as $2 million is presented to top manage
Inent for approval because a' decision of that magnitude often calls for 
an overall review of the business unit's performance and plans. 

One of the most important changes at AT&T since the 1984 divesti
ture has been Chairnlan Robert Allen's initiative to reorganize the com-
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pany into SBUs capable of competing in the market as if they were 
independent entities. Increased delegation of authority to business units 
and the development of economic-value-added business-unit perfor
mance measures resulted from that initiative l

. 

The Role of the Finance Function in 
Performance Measurement 

In several of the case-study companies, induding American Optical, 
Clorox, Federal Signal, FMC, and Pioneer Hi-Bred, performance mea
sures are developed jointly by line management and the finance func
tion and approved by senior management. For example, at American 
Optical, performance measures and targets are recommended at the 
division level and are negotiated and approved at the corporate level. 
By participating actively in the development of their operating and fi
nancial performance measures, business-unit managers buy into the 
company's performance appraisal and compensation process. 

At FMC, the control function has an important role in working with 
business-unit managers to develop financial performance measures, 
making sure they are understood and that they represent the results of 
each operation fairly and accurately. The controller's role at FMC goes 
far beyond financial measurement. Business-unit controllers are helping 
line managers make strategic decisions and understand the financial 
results of those decisions. They participate in the entire planning pro
cess, helping with pricing and sourcing decisions and other trade-offs to 
improve performance. 

At DuPont, the finance function takes the lead in developing finan
cial performance measures used throughout the corporation and in help
ing managers develop additional measures appropriate to their businesses. 
Each SBU has a financial manager who is in effect the CFO and part of 
the business leadership team. Financial managers from all the SBUs also 
work together as the company's finance leadership group, which has 
been involved in implementing DuPont's SVA measurement system and 
a project to create more accurate business-unit balance sheets. 

IAT&T was interviewed shortly before its recent break-up was announced in September 
1995. 
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At Pioneer Hi-Bred, the finance group plays an important role in the 
development of a balanced scorecard of financial and nonfinancial mea
sures. It develops ideas, does analyses, makes recommendations, and 
works in partnership with business managers to determine whether cer
tain measures can be effective in the management of a business. Fi
nance helps business managers set their own benchmarks. 

Effect of Measurement Systems on Financial 
Structure/Strategy 

No company in the survey has changed its long-term financial strategy 
and structure based on the adoption of value-based performance mea
sures. Boeing, Meredith, and Pioneer Hi-Bred believe that low leverage 
gives them the financial fortitude to weather economic cycles and base 
their planning on long-term creation of shareholder value. PepsiCo finds 
that a reasonable amount of leverage lowers its WACC and helps it 
grow, but the company would not borrow at a level that would jeopar
dize its investment-grade credit rating. Maintaining consistent financial 
structures helps these companies use consistent financial performance 
measures from year to year. 

Internal Financial Reporting Systems 

No performance measurement system can be effective if it is not sup
ported by an accurate, timely information system. AT&T enhanced its 
internal information systems just as its new economic-value-added mea
sures were being implemented. DuPont has a financial database that 
people from all SBUs can use for analysis and planning. Simon provides 
a comprehensive monthly report of operating results and performance 
measures to each of its shopping mall managers. 

Explaining Performance Measures 

For most companies, explaining the logic of value-based performance 
measures to nonfinancial people is a challenge. Clorox has used a board 
game based upon an imaginary company to make the process more 
understandable and enjoyable. Because the proprietary CFROI model is 
complex, National Semiconductor has explained it only to a limited 
number of senior managers. 
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Evaluation and Compensation of Management 

Respondents to the luail survey report than an average of 41 percent of 
employees have compensation tied in some way to financial perfor
mance lueasures. The responses range fron1 1 to 100 percent. The n1e
dian is 15 percent. For a quarter of the respondents, less than 5 percent 
of employees have compensation partly tied to financial perforn1ance 
measures, and for 22 percent of the respondents, 100 percent of the staff 
has compensation tied in some way to financial performance. It would 
appear that con1panies that answered 5 percent or less are referring 
prin1arily to incentive compensation progran1s for senior executives, and 
companies that answered 100 percent are referring primarily to profit
sharing progran1s that apply to all en1ployees. 

All of the case-study companies relate perforn1ance evaluation and 
compensation plans for senior management to the creation of share
holder value. At Clorox and Federal Signal, business-unit managers' 
bonuses are based mainly on business-unit performance, but partly on 
corporate perfonuance as well. At American Optical, corporate n1anage
ment works with the manageluent of each business to set targets and 
design bonus formulas based on a scenario of possible outcon1es. Per
formance measures and targets are recommended at the division level 
and negotiated and approved· at the corporate level. Five percent of a 
manager's base salary is awarded for successful completion of defined 
personal objectives. 

At American Optical and Federal Signal, business-unit managers de
sign performance n1etrics for managers reporting to them. For direct 
reports, compensation is partly based on value creation at the division 
level. For other managers, performance n1easures are more related to 
individual responsibilities. 

Atuerican Optical and FMC have three-year plans based on eco
nomic value added for business-unit manager compensation. These plans 
are meant to encourage luanagers to set long-term performance targets. 
American Optical has two components in its cOlupensation formula for 
division managers: economic value added for the year and the change 
in economic value added from the previous year. A manager's bonus 
each year has both a current and a deferred portion. At FMC, luanagers 
estimate economic value added for their businesses for the next three 
years, and the compensation system is based on those estimates. Pio-
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neer Hi-Bred is considering a longer-term incentive plan driven by the 
increase in share value over a five- to ten-year period. 

Manageluent discretion plays a strong role in compensation at FMC 
and Federal Signal. At FMC, management evaluates each division's three
year plan for its degree of stretch. Plans with more ambitious earnings 
targets are assigned higher multipliers for potential bonuses. At Federal 
Signal, compensation for division presidents is in three components: 
salary, cash bonus, and a combination of stock awards and options. The 
CEO makes the decisions. Among his criteria are how well division 
presidents have carried out their strategic plans, how the performance 
of their businesses has improved over the hist several years, how diffi
cult their business plans have been to achieve, and how well they have 
attended to key value drivers such as sales growth. 

Managen1ent discretion plays less of a role at Meredith and the Simon 
Property Group. Both companies remark that bonuses today are based 
more on hard nUlubers and less on discretion and the achievement of 
nonfinancial objectives than they used to be. 

Several case-study companies have developed matrixes for bonus 
awards. In 1995, Federal Signal began to ·use a matrix for certain operat
ing groups that defines a bonus level for each combination of sales 
growth and operating margin. Based on plans submitted, FMC's man
agen1ent develops a chart for each division indicating the level of earn
ings that qualifies for a bonus multiplier of zero, one, two, and three. 
The slope of the line is intended to encourage stretch targets. National 
Semiconductor has a perforn1ance award plan for executives based on 
ROE and a cumulative annual revenue growth rate (CAGR) that is used 
as a proxy for asset growth. A matrix compares ROE on the x-axis and 
CAGR on the y-axis. TSR equivalency lines, called "ISO-TSR" lines, are 
drawn on the matrix representing levels of TSR and corresponding lev
els of executive bonuses. Simon uses a matrix to determine incentive 
c0111pensation for vice presidents of management, leasing, and develop
n1ent in each region. The matrix determines the percentage of each 
person's bonus that is determined by measures such as FFO, percentage 
occupancy, n1iniluum rent, and specialty leasing income. 

The case-study con1panies also have stock option and profit sharing 
progran1s. Each year, all Pioneer Hi-Bred employees share directly in 
the success of the company through a profit-sharing program. PepsiCo 
has a stock option program for all employees and an additional incen
tive-based stock option plan for senior- and middle-level managers. At 
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Boeing, executives on incentive compensation and selected non-execu-: 
tive level managers also receive stock options. Fifty-two managers of 
Simon, including all vice presidents and above, participate in a restricted 
stock incentive plan that is based on FFO performance over a five-year 
period with vesting occurring over nine years. 

A large utility interviewed by telephone has an incentive plan cover
ing all employees in which the total amount of bonuses is based on the 
company's ROE, and departmental and individual bonus levels are based 
on defined performance goals. The company has defined hundreds of 
performance measures tailored to individual jobs. A person's incentive 
measure may be based on a job-related measure such as customer satis
faction, but the amount of the person's bonus is also affected by the 
company's ROE. 

A computer manufacturer has variable compensation for 80 percent 
of its employees now and a goal of 100 percent in the near future. Two 
hundred people in senior management have compensation based on a 
combination of corporate and individual performance. Managers in busi
ness units have compensation tied to a combination of business unit 
and personal performance. The level of corporate performance defines 
the size of the total bonus pot; individual performance defines a person's 
share of the pot. 

For an oil company, a group of executives and managers comprising 
20 percent of the staff receives performance bonuses based on corporate 
and individual performance. Bonuses range from 5 to 20 percent of a 
person's base salary, depending on seniority and influence. When the 
company was performing poorly in the early 1990s, bonuses were zero. 

At a bank holding company, 85 percent of the workforce has some 
performance-related compensation. Employees throughout the company 
have the ability to earn between 5 and 15 percent of their base salaries 
in bonuses depending on their business units' performance in relation 
to plan. For managers, potential bonus compensation ranges from 15 to 
75 percent of salary; more senior managers have higher percentages. 
The bank also has a restricted stock plan. An individual is awarded a 
certain number of shares but receives portions of the total award if and 
when the bank's stock reaches defined levels. 
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Conflict Between Short- and Long-term Measures 

Some projects that reflect high NPVs or IRR based on DCF analysis may 
reduce a business unit's economic value added in earlier years because 
of higher capital charges for less depreciated assets acquired at current 
costs. In companies such as AT&T, DuPont, and FMC, business units 
tend to be large enough that projects in their early stages with low 
economic value added are balanced with other projects at more ad
vanced stages with higher economic value added. Clorox continues us
ing NPV analysis rather than the company's economic-profit-based CVM 
as a decision-making tool. Management is aware that even the most 
successful acquisitions and other large investments can depress the CVM 
for the first year or two. Sometimes managers have to be confident and 
patient enough to make decisions in one year that will benefit their 
CVM several years later-assuming they remain in their current assign
ments long enough to realize the rewards. American Optical provides 
managers with an incentive for performance improvement over the long 
run with bonuses that have both current and deferred portions. This 
also helps the actual level of bonus paid during down cycles. AT&T's 
managers are aware that there can be a conflict between the economic
value-added measure and monthly operating income, which ties di
rectly into reported quarterly EPS and still is considered to be the most 
important performance measure for its managers. 

Calculation of Amount of Capital 
Invested in Businesses 

Capital invested in a business can be calculated based on either side of 
the balance sheet, historical capital invested (assets) or book stockholder 
equity plus debt, and about a quarter of the respondents to the mail 
survey do it each way. AT&T has equivalent definitions of capital on 
both sides of the balance sheet for economic-value-added purposes: 
(1) total assets (except cash) less non-interest-bearing liabilities and 
(2) equity, deferred taxes, and all long- and short-term debt, less cash. A 
dozen respondents to the mail survey indicated that they calculate capi
tal invested in a business as net assets, or total assets minus non-interest
bearing current liabilities. One respondent uses the approximate current 
value of assets employed less operating liabilities. 
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A large regional bank holding company measures the performance 
of its subsidiary banks based on historical capital invested. The com
pany expects that it will face more complicated capital allocation issues 
and start calculating risk-adjusted capital as traditional borrowing and 
lending become a slnaller part of its business and trust and underwriting 
activities become more important. It will become less concerned with 
allocating historical capital invested and more concerned with how lnuch 
risk each business entails and how much return it expects in relation to 
the amount of capital it is allocating. The holding company's senior vice 
president and treasurer says this is no different fro In pricing a loan. 

Another bank holding company itnputes capital to its businesses 
based on risk levels and industry norms. It is studying the use of im
puted capital for an economic-value-added measurement system. A se
nior vice president believes that economic value added can be used for 
performance measurement in a bank holding company just as it can in 
any other business. The WACC at the holding company level is calcu
lated just as it is with a nonfinancial company. Capital includes equity 
and subordinated debt, but not short-term debt. Based on comparison 
with similar companies, the holding company imputes a beta and a 
level of capital to each business that may be different from its book 
capital. For example, the trust business may be compared with banks 
specializing in trust, the credit card business with financial institutions 
specializing in credit cards. 

For analysis purposes, the bank is also considering capitaliZing start
up losses for new business, such as medical payments and origination 
costs for home equity, credit card, and other types of loans. For ex
ample, the bank may capitalize $5 million that it spends for a targeted 
mailing of one million pieces that is expected to produce 50,000 new 
credit card accounts. Over 18 to 24 months, the number of charge-offs, 
the revolving credit balances, and the overall return on the $5 Inillion 
capital expenditure can be compared to the results of similar solicita
tions and used as a basis for measuring the performance of managers 
responsible for growing the business. 

For a large food company, future-focused DCF is the primary mea
sure; hence, invested capital is only a point of reference. The company 
evaluates returns on invested capital, (fixed assets and operating work
ing capital) compared to its cost of capital when it is considering whether 
to manufacture products in its own plants or outsource the production 
to another company. 
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An oil company calculates intrinsic values of business units for inter
nal performance measurenlent based on the NPV of future cash flows. It 
detenllines "reasonable" capital structures for its business units based 
on those intrinsic values. 

A bank holding conlpany assigns capital based on various forms of 
risk, including credit, interest rate, operational, business, and disruption 
risk. An insurance company calculates required capital based on the 
riskiness of each product line. 

Adjustments to Earnings and Capital Invested 

Forty percent of the respondents to the mail s:urvey make sonle adjust
nlents to equity, and one quarter of the respondents make correspond
ing adjustments to NO PAT for performance measurement purposes. 
Among the Illost frequent adjustments are the capitalization of operat
ing leases, adding LIFO (last-in, first-out) reserves to equity, adding de
ferred tax reserves to equity, and adding back cumulative goodwill 
aillortization. The percentage of the group that makes various adjust
ments is summarized in Table 3-1. (Other adjustments to total capital 
invested mentioned by respondents are included in Appendix A.) 

TABLE 3-1 Adjustments to Capital Invested 

Percentage of Companies Percentage of 
that Make Adjustments Total Respondents 

Capitalized operating leases 47.6 19.6 

LIFO reserves 25.4 10.5 

Deferred taxes 25.4 10.5 

Cumulative goodwill amortization 23.8 9.8 

Addition of unrecorded goodwill 20.6 8.5 

Accrued postretirement benefit cost 20.6 8.5 

Current value of property, plant, 15.9 6.5 
and equipment 

Bad debt reserves 12.7 5.2 

Warranty reserves/liability 6.3 2.6 
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Two-thirds of the companies that make adjustments to capital in
vested report they make corresponding adjustments to their earnings 
metrics. 

The purpose of these adjustments is to gross up the accounting 
book value of equity and earnings to produce a more accurate eco
nomic book value and return. For example, some companies believe 
they can provide a truer measure of operating performance by capitaliz
ing their operating leases. In so doing, they are recognizing lease-or
~uy as purely a financing decision. 

To save taxes, companies often use LIFO inventory accounting when 
prices are rising. With LIFO rather than FIFO (first-in, first-out) account
ing, the cost of goods sold reflects the highest, most recent prices. There
fore, LIFO accounting results in a higher cost of goods sold and lower 
earnings for tax purposes than FIFO does. As a company continues to 
use LIFO, its inventory account becomes increasingly understated, and 
the difference between LIFO and FIFO accounting is accumulated in a 
LIFO reserve. Some companies believe that adjusting the inventory ac
count back from LIFO to FIFO and adding the LIFO reserve back to the 
equity account can provide a better measure of replacement cost and 
capital, and adding the increase in the LIFO reserve back to earnings 
can reflect a company's unrealized gain from holding inventory that 
appreciates in value. 

Some companies add deferred tax reserves back to equity and add 
back the increase in deferred tax reserves for a given year to NOPAT 
because they believe that deferred taxes will not be paid as long as the 
company continues to replenish the assets to which those deferrals are 
related (assets where depreciation is more accelerated for tax purposes 
than for book purposes). Making this adjustment to account for taxes 
not actually paid in cash is said to produce a truer cash-on-cash mea
sure of business performance. 

When one company buys another, it frequently pays more than book 
value. In this case, as much of the premium over book value as possible 
is allocated to specific assets, and the remainder is classified as good
will. An acquiror's willingness to pay a given price for a company is 
often based on a DCF analysis just as any other capital investment deci
sion is. Therefore, the accounting requirement to amortize goodwill and 
reflect that amortization in earnings is sometimes considered unrealistic 
and may discourage acquisitions that make economic sense. As a result, 
many users of economic value added and similar metrics adjust both 
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their balance sheets and income statements to eliminate the effects of 
goodwill amortization. Similarly, they make adjustments for the "unre
corded goodwill" that arises when companies merge using pooling-of
interest accounting. With a pooling of interests, balance sheets are 
combined and adjustments are made in the equity accounts. As a result, 
the effective acquiror often acquires assets with unrealistically low book 
values. Adjusting for unrecorded goodwill brings those assets closer to 
current value and creates a more accurate measure of capital employed 
in the business and economic profit. 

The case-study companies that use economic value added generally 
prefer to keep adjustments to capital invested as simple as possible and 
consistent with GAAP reporting. For FMC, capital employed for a busi
ness is primarily working capital, excluding bank and term debt, net 
property, plant and equipment, other operating investments, and good
will. FMC's vice president and treasurer believes that if one of FMC's 
business units buys a company, it has to earn a return on the purchase 
price, and goodwill should be included in capital invested for perfor
mance measurement purposes. With the philosophy of accounting for 
every dollar invested, Clorox starts with its published balance sheet and 
adds back accumulated goodwill amortization, write-downs related to 
businesses it has restructured or sold, and adjusts investments in affili
ates and minority interests to reflect actual investment levels. The CFO 
of a high-technology company that uses economic value added believes 
that the most effective tool is one that everyone can understand. He 
says, "If there are a whole lot of adjustments that only the accountants 
can understand, then the system is ineffective as a management tool." 

The CFO of a business forms and equipment company says, 

We exclude non-interest-bearing current liabilities and equity in minOrity 
interests from our measure of capital invested. We used to make some 
adjustments such as capitaliZing operating leases and adjusting property, 
plant, and equipment for current value. However, we stopped making those 
adjustments because the administrative cost was not worth the benefit, and 
we had difficulty with current-cost subjectivity. 

Capitalized Research and Development Expenses 

For a growing number of companies in today's knowledge- and tech
nology-based economy, the intangible value of R&D is a more important 
asset than "hard" assets that are capitalized and found on the balance 
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sheet. Under Financial Accounting Standards Board (FASB) Statement 2, 
almost all R&D expenses must be recognized when incurred. The only 
exception is development expenses for software products that will be 
sold. FASB Statement 86 permits those expenses to be capitalized after 
the company has ascertained that development of the product is techni
cally feasible. 

Few companies responding to the mail survey capitalize intangibles 
such as R&D and training for internal purposes when accounting rules 
do not allow them to capitalize those expenses on their financial state
ments. Only 2.6 percent capitalize R&D, only 1.9 percent capitalize train
ing, and only 2.6 percent capitalize other intangible expenses that cannot 
be capitalized for accounting purposes. 

R&D is the foundation for Pioneer Hi-Bred's current products and its 
future. The company does not capitalize R&D expenses, but treats thetn 
as though they were a capital asset in the strategic planning process. 
Moreover, the company believes that capitaliZing R&D expenses would 
not change economic behavior, and it would require subjective deci
sions on amortizing those expenses and allocating thetn to business 
units. Pioneer Hi-Bred balances the amount it spends on R&D each year 
with its return-on-equity and EPS growth goals. Because of its long-term 
nature, R&D cannot be increased one year and decrease<;i back the next. 
If additional funds were allocated, there would be a limit on how tnuch 
could be absorbed. If R&D spending were cut back, son1e ongoing 
programs probably would be damaged. 

A large pharmaceutical company that recently adopted econon1ic 
value added is a notable exception. The company treasurer explains, 
"We have long developn1ent times for end products, and the payoff for 
those products is the engine that drives the business." Along with a 
number of economic-value-added advocates, he believes that writing 
off the $1 billion that the company spends on R&D each year is an 
accounting distortion because it suggests that the con1pany "consun1es" 
or realizes the benefit of those expenses in a 12-month period. As part 
of its economic-value-added measurement system, the cotnpany capi
talizes $1 billion per year in R&D expenses and amortizes that an10unt 
over about eight years. Performance under the econotnic-value-added 
system is reviewed quarterly in conjunction with the cotnpany's plan/ 
actual review cycle. The treasurer notes that the accuracy of economic
value-added measurements has its limits. The company is trying to find 
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the right balance between "adtninistrivia" and using metrics that will tell 
it whether it is doing the right things to create shareholder wealth. 

The treasurer of a large software company does not think his indus
try has addressed the issue of capitalizing R&D expenses very well. He 
observes that a decision to develop a product is typically made by one 
or n10re people fairly high in an organization. Based on such a decision, 
a cOlnpany often hires developers and incurs other expenses· without 
figuring out the total capital investment the new product will require. 
This treasurer thinks the problem with not capitalizing these develop
n1ent expenses is that people can too easily just forget about them. 
Often no one analyzes after the fact whether the product was a good 
idea or the con1pany made any money on it. He thinks that companies 
could realize important marketing benefits by internally capitaliZing ev
elY development dollar spent and analyzing the results of those expen
ditures. 

According to this treasurer, a huge variation exists within the soft
ware industry in capitaliZing R&D expenses, both internally and exter
nally. His con1pany is at the lower end of the spectrum, having capitalized 
$100 n1illion in R&D and letting that amount remain constant for the 
past several years. In a few cases, R&D expenses have been capitalized 
in offshore subsidiaries where R&D and sales take place in the same 
subsidiary so that the unit will not be penalized in con1parison with 
pure sales subsidiaries that have no such expenses. That is becoming 
less of a probleln now because the R&D and sales functions in this 
company are now mostly located in separate subsidiaries. 

The treasurer thinks it is ironic that bankers subtract the relatively 
sn1all an10unt of capitalized R&D in their calculation of his company's 
tangible net worth when R&D is the single most important activity rep
resented on the company's balance sheet. The company currently has a 
tnarket capitalization of $20 billion and tangible net assets of just over 
$1 billion. The treasurer comments, 

Somehow $19 billion is missing. It is mostly tied-up, capitalized R&D and 
intellectual property rights. I have never won the argument with the rating 
agencies or the banks, but I fundamentally believe that they are wrong. It is 
the most valuable and the most tangible thing on the balance sheet. Some
thing is tangible if people will pay for it. 

The controller of a research-driven biopharmaceutical company ex
plains that his company does not capitalize R&D because often the 
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probability that a product will materialize is 1 in 10 or even 1 in 30. 
These expenses are very different from the kinds of development ex
penses related to the sale of software products that can be capitalized 
under FASB Statement 86, where there is a high degree of certainty that 
the asset can be used, and the company can estimate a useful life over 
which the expense can be amortized. The company has never consid
ered capitalizing R&D expenses for the purpose of internal performance 
metrics. It has, however, capitalized R&D, sales and marketing, and even 
the value of brand names when using an intangible property overseas 
and determining the transfer price for tax purposes. 

A dialysis machinery maker considers the amount of R&D expenses 
in the planning process each year. Only a small amount of its research is 
generic; most is product-focused. The company tries to layer its projects 
so that they will be in different stages of development at any point in 
time. If the project is successful, the company restates and capitalizes 
some prior expenses under the rules of project accounting. In doing 
this, it would prefer to err on the conservative side. The company has 
considered capitalizing R&D expenses internally, but believes there is 
too much potential for disagreement among different profit centers on 
how those expenses should be amortized and allocated. 



4 
How Shareholder Value 

Is Created 

In designing a value-based performance measurement system, a com
pany must understand the objectives of the various types of investors 
who hold its stock and the methods those investors use to value its 
stock. 

Investors' Objectives 

Companies interviewed generally divide the population of investors 
between momentum investors, looking for short-term price movements, 
and long-term investors. Many observe that "sell-side" securities ana
lysts still base their valuation mainly on EPS and price/earnings ratios. 
But many also believe that long-term investors who act as lead steers 
really try to estimate future cash flows and discount them at an appro
priate rate such as a company's WACC. 

AT&T and PepsiCo believe that quarterly earnings have a strong 
effect on the prices of their shares and have to be managed along with 
other measures such as economic value added or long-term cash flow. 
PepsiCo believes that a disappointing quarter could cause investors and 
analysts to question its long-term projections. Boeing, on the other hand, 
is in an industry where quarterly earnings are not a good indicator of 
shareholder value. 

Boeing's vice president of Investor Relations believes that long-term 
investors, which include many of the largest pension funds and insur
ance companies, represent more capital than the momentum investors, 
even though the latter sometimes get more press. Boeing has made a 
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conscious effort to make the dynamics of its business understandable to 
long-tern1 investors, which it considers lllOSt appropriate for its stock. 

FMC's vice president and treasurer also believes that the brightest 
investors are mostly concerned with the basic long-term cash-flow eco
nomics, but notes that this is hard for anyone to prove. She thinks that 
most valuation models are difficult to correlate with share prices. The 
controller of a biotechnology con1pany finds stock prices in his industry 
to be volatile even though most institutional investors who hold the 
company's stock focus on the long term. In the biotechnology industry, 
there is little choice but tofocus on long-term prospects because current 
earnings are relatively small in comparison. Analysts who cover this 
industry are supposedly long-term oriented, but they behave like mo
mentum investors, frequently changing their underlying assun1ptions 
based on good news or bad news. 

Valuation Methods 

The central concept of value-based measures for the companies sur
veyed is achieving returns consistently above the cost of capital. Wide
spread agreement exists among the cOlllpanies interviewed, as well as 
in the sources cited in the bibliography, that company valuations are 
based on expected future cash flows discounted at the cOlllpany's WACC. 
However, methods for estimating future cash flows vary considerably. 

The chief financial officer of a large food company tries to provide 
information to analysts and investors that will help them do their own 
DCF valuations. He says, 

Over time, the lead steers, the long-term investors who really make the 
market, focus on the right thing-the business and cash flows. They assign 
probabilities to them. They decide whether or not they are comfortable 
with a company's management and whether they believe management's 
projections. They do discounted cash flow valuations, and that is what sets 
the market. Whether or not EPS meet expectations has more to do with 
short-term trading. 

Boeing, Federal Signal, and PepsiCo have internal models they use 
for calculating their own values and comparing them to current n1arket 
values of their stocks. Boeing's model is based on a 20-year forecast. 
Federal Signal projects cash flows annually going out five years, and 
then calculates a 3 or 4 percent growing perpetuity. The director of 
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Corporate Developn1ent uses the n10del for the company as a whole, 
for divisions, and for potential acquisitions. He compares his internal 
corporate valuation with the current market price and a valuation done 
with a consensus of analysts' estimates. 

Meredith is in two industries valued in different ways. Magazine 
publishers are valued based on revenues and earnings as well as cash 
flow. Broadcast businesses are measured prin1arily on cash flow. Conse
quently, son1e analysts value those businesses separately and compute 
a break-up value. 

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, cOlnparing that value with PepsiCo's current market value. The 
strategic planning staff calculates valuations based on known strategies. 
Strategies include required investment and projected cash flow from 
new products, expansion plans, and capital required to sustain current 
operations. If a substantial difference exists between the internal valua
tion and the n1arket's valuation, the staff tries to understand the reason. 
The n1arket n1ay not have enough information, it may not fully under
stand the company strategy, or it tnay simply be valuing the company 
strategy differently. 

In projecting future cash flows, PepsiCo uses the duration of the 
con1pany's long-term planning horizon, the point at which returns are 
not expected to exceed the cost of capital. The duration is currently 12 
years. Planning is most detailed for the first three years. Although the 
12-year forecast is far more detailed than a trend line, projected returns 
tend to n10ve toward the cost of capital during that period. PepsiCo 
calculates durations used by comparable companies by doing a DCF 
valuation f9r each company based on (1) its growth rates and operating 
ratios, as forecasted by investment information service; (2) its WACC; 
and (3) its current n1arket value, and then solving for duration as the 
unknown. 

For REITs, DCF is not the preferred analytical method for either 
corporate valuation or investn1ent decision making. Simon compares 
itself to its peers based on multiples of stock price to FFO. FFO is de
fined as net incon1e from operating activities before the impact of de
preciation and an1ortization of assets that are defined as unique to real 
estate. It is not the same as cash flow. Rental income, for the purpose of 
calculating FFO, is based 'on the average rate paid by a tenant for the 
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entire lease, whereas in cash terms a tenant usually pays a base amount 
that steps up during the lease and sometimes enjoys a rent-free period 
at the beginning of the lease. 

Correlation of Performance Measures to Shareholder Value 

The methods used by investors and analysts to value a company, along 
with the key value drivers, are the foundation for establishing value
based performance measures. While it was rethinking its financial per
formance metrics, Boeing looked at correlation charts showing how 
well several different measures explained the share prices of publicly 
traded companies. It found a very low correlation between price/earn
ings ratios and EPS growth rates and only a slightly better correlation 
between the ratio of equity price to book value and ROE minus the cost 
of capital (calculated by the CAPM). There was a strong correlation 
between market price per share and predicted value per share based on 
analysts' published cash-flow forecasts. Boeing gathered evidence of 
the correlation of stock prices and long-term free cash flow prices from 
several sources. From this research, it was concluded that stock prices 
for Boeing and most other companies do indeed track cash-flow projec
tions over longer periods, although there may be substantial volatility 
over shorter periods. 

The proprietary CFROI model is believed by many to have a very 
accurate correlation with shareholder value, but as mentioned above, it 
also is considered to be complex to explain throughout the company 
and to use as a performance measurement tool. FMC found the CFROI 
model a helpful valuation and planning tool in the early 1980s as it was 
rationalizing its businesses and becoming a more focused conglomer
ate. Later, FMC found economic value added to be a better performance 
measurement tool because it was easier to explain to managers and 
more consistent with the earnings and book value of capital invested as 
published in the company's financial statements. At National Semicon
ductor, the CFROI model helps managers forecast the effects of their 
investment decisions on the value and TSR of their business units. It 
also encourages managers to make capital investments to grow with the 
industry and to improve their efficiency. It avoids the "old plant-new 
plant" trap in which RONA measures rise as equipment depreciates, 
creating a disincentive for new investment. 
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FMC's vice president and treasurer believes that the correlation of 
any model with the behavior of stock prices is difficult to prove empiri
cally. Over the years, she has tried to predict FMC's share prices with 
several models but has not seen convincing results. She observes that 
people's conclusions about correlations are sometimes driven by their 
assumptions. 

How Financial Risk Management Relates to Valuation 

Some managers who believe that the values of their companies are 
determined by future free cash flow are concerned with the effect of 
foreign currency fluctuations on future cash flows. Accordingly, they 
may hedge foreign-currency-denominated cash flows two or even three 
years in the future. How far out they go is often determined by the cost 
of longer-dated options. However, no company interviewed for this study 
hedges long-term, future, foreign-currency-denominated cash flows with 
the stated objective of protecting shareholder value. 



5 
How Capital Budgeting Decisions 

Are Related to Performance 
Management 

Perfonuance n1etrics such as CFROI and economic value added are 
compatible with con11110nly used capital budgeting calculations such as 
NPV, IRR, and payback. There should be a logical connection between 
a cOlupany's capital budgeting methodology, the way it decides to in
vest in various projects, and the subsequent evaluation of business-unit 
perfor111ance. 

Although it is possible to use discounted econon1ic value added 
rather than DCFs for both capital budgeting and performance 111easure
n1ent, the case-study c0111panies that use econoluic value added for 
perforn1ance measuren1ent continue to use DCF analysis for capital bud
geting. Because of its simplicity, calculating the payback for a proposed 
project is still popular in conjunction with NPV analysis. 

All of the case-study con1panies except Sin10n use DCF analysis in 
son1e way for capital budgeting. Federal Signal requires different 111ini
mUlu IRRs for high-risk and low-risk projects. 

All of the case-study con1panies that use economic value added as a 
perforn1ance lueasure use NPV analysis for long-tenu investn1ent deci
sion luaking. None of these c0111panies has a proble111 reconciling the 
two. Generally, the con1panies that use econon1ic value added believe 
that such an accrual-based system is well adapted to the evaluation of 
perfonuance for any given year, and that cash-flow-based evaluation is 
more effective over a longer term. 

While econoluic value added is used for planning, budgeting, and 
performance measureluent at AT&T, traditional DCF analysis is still used 
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for project evaluation and decision making. There has been some dis
cussion that discounted economic value added is equal to DCF, and that 
therefore discounted economic value added could be used for decision 
making as well. However, several conditions, including required ac
counting adjustments and the timing of cash flows, luust be met to 
ensure equality. Because of these conditions, AT&T believes that a model 
based on discounted economic value added would not be as flexible 
and would require more inputs than a model based on DCF. 

American Optical is in the business of buying low-technology manu
facturing cOlupanies and improving their operations. It does NPV and 
IRR calculations but places more emphasis on the estimated payback. 
The company likes to see projects with a two-year estill1ated payback 
but recognizes that actual project timing often slips behind schedule. A 
four-year payback roughly equates with the company's 25 percent cost 
of capital. 

Most investment decisions for Simon are evaluated on a cash-on
cash basis. The only time the company uses NPV is in determining an 
up-front paYluent for a tenant who is breaking a lease. 

An oil and gas con1pany interviewed by telephone forecasts cash 
flows for a producing property for as many years as it can with a reason
able degree of assurance and then calculates a perpetuity and discounts 
it to the present. For example, it may be able to forecast cash flows for 
5 years for a producing field with a 20-year estimated life. The WACC is 
used to discount cash flows for the first five years. It then calculates a 
perpetuity using a higher discount rate to reflect the depletion of re
serves in the field. 

Virtually all companies interviewed agree that capital budgeting de
cisions cannot be based on projected financial returns alone. Boeing 
encourages a balance between quantitative analysis and subjective judg
n1ent. Many con1panies are faced with ll10re proposals than they can 
approve because of either capital or management constraints. A forest 
products con1pany has an informal method of discussing "what-if" sce
narios as it prioritizes projects that exceed its ll1inimum return criteria or 
have lower returns but are necessary to maintain quality or protect as
sets. The COll1pany decides on a level of spending that is sufficient to 
n1aintain growth but is not so large as to strain financial or management 
capacity. Then it considers proposed projects in relation to each other. 
Manageluent asks questions such as, What happens if we approve project 
A but not project B? What if we approve project A now and project B 
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next time? Which projects could be spread out in time to give the com
pany more flexibility? 

Procedure for Submitting Proposals 

For Boeing, FMC, and DuPont, capital budgeting proposals that fall within 
approved business plans for the year are approved at the division or 
business-unit level; only very large proposals are approved at the cor
porate level. DuPont's guidelines for a capital budgeting proposal re
quire a description of the project and its rationale, alternatives to the 
project, economics and key uncertainties, and the effect of the project 
on a business unit's future financial performance. Quantitative analysis 
in a proposal includes a range of NPV outcomes, a range of profitability 
index outcomes and the NPV sensitivity to uncertainties for key vari
ables such as product selling prices, market share, raw material prices, 
project cost, and market growth. 

Financial and N onfmancial Considerations 

Nonfinancial considerations are well integrated into the capital budget
ing process in all the case-study companies. For large decisions, DuPont 
frequently employs a method called decision and risk analysis to con
sider alternative strategies, analyze uncertainties, make decisions, and 
rigorously develop implementation plans. A multifunctional product team 
consults subject-matter experts and develops influence diagrams show
ing how key marketing, manufacturing, and technical uncertainties re
late to each other and how they influence the projected NPV of the 
project. 

Cost of Capital and Hurdle Rates 

When asked how they determine their discount rates for capital budget
ing, often known as hurdle rates, 35 percent of the mail survey respon
dents replied that they use the WACC or a hurdle rate related to the 
WACC. Another 6 percent mentioned the CAPM. In subsequent inter
views, three of the companies that mentioned CAPM confirmed that 
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they use this method for calculating the cost of equity and then calculate 
a WACC. 

A number of companies interviewed recalculate their WACC annu
ally. DuPont, on the other hand, believes that frequent fine-tuning is not 
a high priority for the finance function. 

PepsiCo calculates a cost of capital for each business unit based on 
industry-derived betas. AT&T recalculates its WACC every year. The trea
sury staff develops a cost of equity based on a comparison with similar 
companies selected by a statistical procedure known as cluster analysis. 
This screening process chooses a group of companies similar to AT&T 
based on four variables: debt rating, interest coverage, asset turnover, 
and variability in operating income. AT&T then uses the average beta 
for this group of comparable companies to estimate its own cost-of
equity capital. 

All of the companies interviewed, except Simon, use discount rates 
related to the WACC for capital budgeting analysis. Simon uses NPV 
analysis only when negotiating the up-front payment and other terms 
under which a tenant may break a lease. Some companies use the ac
tual WACC and some have hurdle rates above the WACC. 

Clorox, FMC, and National Semiconductor use real rather than nominal 
costs of capital. Clorox uses an 8 percent cost of capital assuming no 
inflation. Revenues and costs are projected using constant dollars. The 
company finds it easier to focus on volume increases, cost reductions, 
and operating margins when inflationary cost and price increases are 
not factored in. The CFROI methodology used by National Semiconduc
tor incorporates a similar philosophy. CFROI is a real measure, net of 
inflation, that is compared to a real cost of capital. Constant dollar ac
counting is considered better than current or replacement cost account
ing for asset values because it avoids the subjective element of determining 
replacement costs and focuses on the measurement of investments and 
returns in the same units of purchasing power. 

A high-technology company uses a hurdle rate equal to its 20 per
cent target ROE for evaluating investments and acquisitions. The target 
return is based on its performance over the past several years and what 
it believes the market expects. The company believes that investments 
that do not meet this hurdle rate would dilute its performance. The 
hurdle rate for an engineering and construction company is an ROE 
target based on benchmarking with other publicly traded companies in 
similar businesses. 
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A large software company calculates a modified CAPM rate based on 
relative costs of borrowing in each country when it is acquiring distribu
tors overseas. Because R&D is expensed, most of the cOlupany's capital 
budgeting is for leasehold improven1ents and office equipment. The com
pany uses the cost of borrowing as a discount rate when it is deciding 
whether to pay up front for carpeting and other leasehold improven1ents 
or to have the landlord build those expenses into the lease. 

Other methods n1ail survey respondents use for calculating the dis
count rate used in capital budgeting are listed in Appendix A. An10ng 
these methods are the following: 

o country- or region-specific. cost of capital 

o long-term borrowing rate 

o target ROE (bank) 

o risk adjusted for equivalent stage of project (biotechnology 
company) 

o benchn1ark ROI for corporation against competing companies 

o ROI with beta for oil companies. 

About half of the n1ail survey respondents use uniform discount 
rates throughout the business and about half use different discount rates 
for different business activities or investment opportunities. Two case
study cOlupanies, PepsiCo and AT&T, use higher discount rates for higher
risk projects. For example, PepsiCo uses 14 percent for most projects in 
the United States and Western Europe, but plans to use 18 percent for a 
prospective project in China. Federal Signal requires different n1inimum 
internal rates of return for approval of high- and low-risk projects. At 
FMC, people have talked about using different costs of capital for differ
ent businesses, but they have not found a way to gauge associated risks 
and determine effective costs for each business that would average out 
for the corporation as a whole. FMC's controller thinks that even if 
different rates were used for different businesses, the rates all would be 
within 1 or 2 percent of each other. The company prefers consistency 
and simplicity. 

An oil company uses its overall WACC for all projects except for fi
nancing, for example, credit cards or receivables loans to distributors, 
where it uses a lower rate. A regional airline uses different discount rates 
for different asset lives. For some short-lived assets such as mainfran1e 
computers, where there is almost no residual value and the tax benefits 
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cannot be used, the airline finds such a compelling case for leasing that it 
does not consider an NPV, lease-or-buy analysis necessary. 

A biotechnology company uses higher hurdle rates for R&D projects 
at earlier stages when there is greater uncertainty, and lower hurdle 
rates at later stages. A high-technology manufacturer divides projects 
into risk profiles and assigns discount rates accordingly: 0 percent for 
safety and infrastructure projects, 15 percent for maintenance and cost 
reduction projects related to existing product lines, 20 percent for projects 
related to expansion of existing product lines, and 30 percent for new 
ventures and strategic investn1ents. 

A telephone company develops its discount rates based on a combi
nation of business risk and financial risk. Business risk is based on 
earnings uncertainty and timing, size, complexity, strategic fit, and con
forn1ance to standards. Financial risk is based on capital structure, inter
est coverage, and expected cost. 

Intangibles in Capital Budgeting Analysis 

Although companies that responded to the mail survey generally do 
not capitalize research, development, and training expenses except 
for the few that are short term and product specific, these intangible 
expenses still are considered important in capital budgeting analysis. 
Thirty-seven percent of the survey respondents said their capital bud
geting analysis includes investment for intangibles such as training, 
research, and development. 

A large part of Pioneer Hi-Bred's value is based on intellectual prop
erty. The con1pany's ability to develop new products and remain com
petitive is based on continued R&D. Budgeting for R&D is an integral 
part of Pioneer Hi-Bred's business planning. Yet the company does not 
capitalize R&D expenses for internal analysis, and NPV analysis plays 
only a sn1all role in its research spending decisions. In deciding on 
research priorities, the company considers a whole portfolio of oppor
tunities and uses n1atrices to compare expected rewards with factors 
such as the al110unt of investment required, the company's technologi
cal con1petitive position, the probability of technical success, and the 
estit11ated time required to bring a product to the market. 

A mining company interviewed by telephone includes training ex
penses for installing a new computer system or for developing a new 
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mine in its NPV capital budgeting analysis for those projects even though 
those expenses are not capitalized for accounting purposes. A forest 
products company capitalizes software development and training ex
penses related to the installation of new paper machines for perfor
mance measurement purposes and amortizes those expenses over a 
three- to five-year period. 

Asset or Real Options 

Twenty-one percent of the Inail survey respondents indicated that they 
use asset options, also known as real options. Asset options are some
times confused with financial options. Asset, or real, options include 
options to expand, contract, or defer projects and investments in future 
opportunities that mayor may not materialize. For example, an invest
ment in R&D or in a feasibility study might lead to another decision a 
year from now to either abandon the project or to make an additional 
investment. Decision trees may be used in this type of capital budgeting 
analysis. Other examples include the following: 

o A company may buy an option to open, close, or defer develop
ment of an open-pit coal mine. 

D An owner of a lease on an undeveloped oil reserve may buy the 
right to acquire a developed reserve so that it will have the 
option to wait and invest in oil production until prices rise. 

D A company may invest to build excess production capacity, in 
effect buying the option to invest further to actually increase 
production if market conditions are favorable. 

o A company may invest more in a production process to design it 
in such a way that it has the ability to contract output in the 
future. 

D A company may invest in a production process that can produce 
either of two products, thereby holding a switching option. 

D A pharmaceutical company may invest in a project that has aban
donment options at several different stages, for example, after 
initial R&D, after preclinical testing, after a first laboratory test, 
and after a second laboratory test. 
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Each of these examples, when analyzed with a decision tree and 
expected values, may have a higher NPV with the option taken into ac
count than without it. (Decision trees are discussed in the next section.) 

A Canadian oil company bids for leases that give it the right to 
explore land owned by provincial governments. On the leases it wins, it 
is obligated to spend a certain amount of money over a certain period of 
time. The amounts the company bids for leases and spends on explora
tion and development are all subject to NPV capital budgeting method
ology. The controller of the oil company notes that some competitors 
take out financial derivatives and sell their production forward, locking 
in their prices for up to 10 years and retaining only operating risk. 

Decision Trees and Probability AnalYSis 

Forty percent of the respondents to the mail survey indicate that their 
capital budgeting analysis includes decision trees, multiple possible out
comes, or some other form of probability analysis. Boeing, DuPont, and 
Pioneer Hi-Bred generally find that calculating a range of possible out
comes is a more effective way to account for project risks than the 
adjustment of discount rates, using higher discount rates for higher risk. 
At DuPont, key uncertainties for a project are identified and a range of 
possible outcomes is quantified for each uncertainty over the range of 
10 to 90 percent probability. For example, a business may believe that 
there is a 10 percent chance of selling 10 million units or more, a 50 
percent chance of selling eight million units or more, or a 90 percent 
chance of selling seven million units or more. An analysis of NPV sensi
tivity to uncertainties is done based on 10, 50, and 90 percent probabili
ties for variables such as project cost, raw material prices, product selling 
prices, market share, and market growth. The effect that each variable 
could have on the project is quantified assuming all other variables are 
held at the 50 percent probability level. 

A high-technology company interviewed by telephone projects cash 
flows related to a piece of capital equipment and then does a what-if 
analysis. Sales may be 20 percent less than expected next year; profit may 
be less than expected. Realistic scenarios are quantified in NPV terms: 

A utility uses an informal system of probability analysis in the pro
curement of generating capacity. The company's objective is to run 
its various nuclear and coal plants at lowest cost and to minimize the 
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likelihood of being unable to service load requirements at a particular 
time. Nuclear plants have high fixed costs and low operating costs, and 
coal plants have low fixed costs but high operating costs. The con1pany 
does a probability analysis of likely outcomes, tries to minimize the 
costs, but pays a little extra for the assurance of having sufficient gener
ating capacity for estimated peak power requirements. 

An oil company uses probability distributions to calculate expected 
values of cash flows in its DCF analysis, for example, assigning a 70 
percent probability to one outcome and a 30 percent probability to an 
alternative outcome and adding the two for an expected value. It uses 
decision trees for some large projects such as refineries or offshore plat
forms that have several stages and for projects where not all decisions 
are made up front. Additional investment, go/no-go, and other deci
sions may be made at the second, third, or foulth stage of a project for 
various reasons, including n1arket conditions and how well the previous 
stages have worked out. 

A defense contractor quantifies the probability of "go" as whether or 
not a project will be funded, and the probability of "win" as whether or 
not the company will win the project if it is funded. For the planning 
process, the company multiplies the dollar value of the contracts by the 
composite probability of go/win, and for the largest contracts, it tries to 
predict whether it will win them or not. The cOlnpany believes this is 
the best method to detern1ine a "most likely" value in its intensely con1-
petitive and volatile market environment. 

The CFO of a food con1pany prefers to assign probabilities to esti
mated future cash flows than to raise the discount rate for increased 
risk. He believes that assigning probabilities requires a person to ad
dress business issues more specifically, and that raising the discount 
rate an10unts to "making a broad generalization." When his cOlnpany 
prepares a proposal for an overseas plant, it assigns probabilities to 
each year's cash flows based on an analysis of the competitive, eco
nOlnic, and political clitnate. It may think there is a 30 percent probabil
ity that problems in a given year will cause cash flows to be reduced by 
a certain amount, perhaps 40 percent, and a 5 percent probability that 
the project will be a total failure. It considers factors such as relnittance 
risk, the risk that taxation will change, the partner's business reputation, 
the partner's experience in the food business, and possible disputes 
with the partner over dividend policy. 
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A pharn1aceutical company uses Monte Carlo simulations and prob
ability-adjusted outcomes in n1aking go/no-go and priority decisions as 
it periodically reviews its portfolio of molecular compounds in the R&D 
pipeline. At each stage of a project, scientists estimate the probability of 
success of that project as it surmounts various technical hurdles. Market
ing and manufacturing people assign probabilities to various other parts 
of the value-chain analysis. 



6 
American Optical Corporation 

American Optical Corporation and its affiliated companies comprise a 
$200 million enterprise owned by a former McKinsey consultant and 
investment banker whose specialty is recognizing and buying underval
ued low-technology businesses, improving their operating and financial 
performance, and selling at the right opportunity. The corporation's cur
rent businesses include ophthalmic lenses, specialty lens systems, bonded 
abrasives, and steel tubing. 

The owner's distinct competence is in buying capital assets at bar
gain prices and improving the operating efficiency of the business. The 
company uses a variety of measures to track overall efficiency improve
ment, including macro measures such as revenues per employee and 
more specific measures such as contribution per minute for each mill 
(in the case of the tubing business). 

Criteria for Buying Businesses 

American Optical generally looks for underperforming businesses, fre
quently those that no longer fit the strategy of large corporations. The 
core of the lens business was purchased under such circumstances, 
after having suffered severe losses under previous ownership. 
American Optical may expand an existing line of business by buying 
companies, operating units, or capital assets from other companies in 
the same industry. For example, it expanded its lens business by acquir
ing leading optical companies in the United Kingdom and Brazil. Some
times American Optical can even add value to businesses in 
contracting markets. For instance, the amount of grinding in manufac
turing operations has declined in recent years because of manufacturing 
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process improvements. American Optical has bought a number of mar
ginal grinding wheel companies, improved their efficiency, consolidated 
their operations, and removed excess capacity. As a result, it has grown 
tenfold in the past 20 years and become one of the leading companies 
in sales and profitability in the domestic abrasives industry. 

Improving Business Performance 

American Optical seeks to develop measures that quantify changes in 
operating performance and provide continuous feedback. For example, 
its tubing company measures mill efficiency by daily tracking sales dollars 
per minute and contribution per minute for each shift. Other important 
measures include sales dollars per hundred feet produced, overhead per 
hundred feet produced, and net capital asset cost per million feet produced. 

Financial Performance Measures 

Performance measures and targets are recommended at the division 
level and negotiated and approved at the corporate level. John van 
Dyke, CFO, requires a minimum of three measures for each division: 
economic value added, RONA, and free cash flow. Business-unit man
agers participate actively in the development of their operating and 
financial performance measures and thus buy into the company's per
formance appraisal and compensation process. 

American Optical has defined a hurdle rate of 25 percent pretax 
RONA for its divisions. This rate represents the company's WACC. In 
calculating that average, the company assumes that the cost of equity is 
about 35 percent. Division managers have no role in the formulation of 
capital structure for their businesses, so their performance is measured 
before interest cost and without consideration of capital structure. 

Net assets are essentially total assets less non-interest-bearing liabili
ties. Assets for the purpose of this calculation are essentially the same as 
reported in the company's financial statements. Accounting policies are 
adopted in a way that minimizes the difference between cash earnings 
and accounting earnings. The company prefers to avoid adjustments to 
keep the measurement system as simple and understandable as pos
sible. RONA excludes financing considerations, so external debt is not 
deducted from net assets, and earnings are before interest charges. Eco-
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nomic value added is the pretax dollar return in excess of the 
25 percent hurdle rate. 

Although n1inimun1 performance standards expressed in tern1S of 
economic value added are COlUluon among all businesses, actual return 
targets may differ substantially. Corporate management works with the 
managen1ent of each business to set targets and design bonus forn1ulas 
based on possible outcomes. The 25 percent hurdle rate sets a n1inituun1 
standard of performance. If the division is not currently performing at that 
level, or even if it is losing money, the hurdle rate provides a corporate 
standard to aim for. In the case of an underperforn1ing business, a n1an
ager is compensated for the change in the return on invested capital from 
year to year until the hurdle rate is achieved. The company believes in 
high rewards for bringing about change in underperfonuing businesses. 

Van Dyke believes that the minimum return target and a standard 
measure such as econoluic value added for quantifying change offer an 
objective approach to performance evaluation. The approach makes 
managers' goals clear and consistent. It prevents managers from making 
excuses for poor performance or emphasizing other measures dispro
portionately. Bonuses are based on economic value added and the change 
in econon1ic value added from year to year. This forn1ula separates 
bonus compensation from budgets and eliminates budget negotiations 
between the business and corporate management. The budget becomes 
the tool a manager uses within the business to achieve an econoluic
value-added goal. Results becolue the objective, and how aggressive 
the budget is in relation to that objective depends more on the manager's 
style than on negotiations with corporate management. Van Dyke says, 
"It's up to the generalluanager to come up with projects and figure out 
how to increase the return. The budget then becomes the tool, and the 
bonus formula is the way he gets· rewarded. The trick is to luake these 
elements as parallel as possible." 

Before deciding to use the economic-value-added lueasure, the COIU
pany n1easured its ophthalmic division on iuanagen1ent pretax profit, 
which provided for a capital charge of 12 percent. But 12 percent was 
not high enough to make managers pay real attention to the balance 
sheet. For exan1ple, the reward for increasing profits by $100 was eight 
times as high as the reward for reducing inventory by $100. Even with 
the 25 percent hurdle rate, where the ratio is four to one, n1anagers 
sometimes pay too little attention to the balance sheet. 



American Optical Corporation 65 

Incentive Compensation 

American Optical has two components in its compensation formula for 
division managers: (1) economic value added for the year and (2) the 
change in economic value added from the previous year. The actual 
formula and the two components are weighted based on what corpo
rate management thinks the objectives for the business should be. Van 
Dyke says, "You have to get in and understand the dynamics of the 
business and con1e up with a compensation formula that is specific to a 
business to reward its senior managers." 

A manager's bonus has both a current and a deferred portion. This 
formula provides an incentive for sustained performance improvement 
and can help the level of actual bonus paid during down cycles. Van 
Dyke points out that the lack of any cap on bonuses lifts people's hori
zons. It opens their minds to the potential of their businesses. And as 
mentioned earlier, it eliminates negotiation over each year's budget. 
Also, five percent of the manager's base salary is awarded for successful 
completion of personal objectives. At the beginning of the year, the 
president of the company and the manager of an operating unit agree 
on a maximum of five personal objectives. Those objectives might in
clude things that do not have immediate financial impact-for example, 
deciding on hardware and software and installing a new information 
system. General managers establish bonus programs for their direct re
ports, which mirror the concepts of their own compensation plans. 

Table 6-1 shows an example of a projected bonus plan for a subsid
iary in a cyclical business. A likely future scenario has been projected 
with sharp increases in performance targeted to take place in fiscal 
years 1995 and 1996, followed by a significant economic downturn in 
fiscal 1997 and two years of recovery to surpass the prerecession peak. 
For fiscal year 1995, the economic value added for the subsidiary is 
$3.6 million, representing an improvement of $1.1 million. Assume a 
typical general manager's salary is $100,000, with a target bonus of 
$25,000. The manager's bonus bank is established at the beginning of 
the initial year at twice the target bonus, or $50,000. The formula for the 
manager's bonus is 1 percent of economic value added, the earnings for 
the division after deducting a 25 percent capital charge on net assets, 
plus 3.5 percent of the change in economic value added from the prior 
year. Thus, the formula is strongly weighted toward improved earnings. 
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One percent of $3.6 million economic value added is $36,000, and 
3.5 percent of the improvement in economic value added is $39,000. 
Those two bonus components plus the beginning bonus bank balance 
of $50,000 bring the total balance to $125,000. One-third of the bank 
balance-$41,000-is paid in the current year, leaving a balance of 
$84,000. Additionally, $5,000 may be paid each year based on the ac
complishment of personal objectives. This example shows a significant 
increase in the annual bonus award, but the actual bonus paid is only a 
small fraction of the improved financial performance brought about by 
significant productivity improvements. 

The subsidiary is in a cyclical business. A recession is predicted for 
1997, which causes the subsidiary's economic value added to decline by 
$1.5 million for the year. The component of the bonus related to the 
level of economic value added at the end of 1997 is $46,000, and the 
component related to the change in economic value added is ($53,000), 
resulting in a net subtraction of $7,000 from the bonus bank. Because 
the balance in the bonus bank declines, the manager's one-third payout 
also declines. However, the manager's bonus is not affected as drasti
cally as it would have been if it were based entirely on 1997 results. 
After 1997, the division's growth resumes, and the manager's bonus 
picks up as well. Thus, the bank extends the horizon of the manager 
beyond one year and makes him accountable for the future perfor
mance of the business. 

TABLE 6-1 Sample Bonus Calculation (in thousands) 

Fiscal Year 1995 1996 1997 1998 1999 

Economic value added $3,600 $6,100 $4,600 $5,600 $6,600 

Beginning bank balance 50 84 156 100 128 

Bonus components: 

Economic value added 36 61 46 56 66 

Change in economic value added 32 88 lin .n .n 
Total 125 233 149 191 229 

One-third payout 41 77 49 63 76 

Ending bank balance 84 156 100 128 153 
Personal objectives bonus 6 6 6 6 6 

Bonus Formula: 1% of economic value added + 3.5% of change in economic value added 
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In the first year a manager is measured under this system, the com
pany makes a loan to create a balance in the bonus bank. The bank 
vests in equal annual increments over a seven-year period. There are a 
number of special provisions for payout. When an employee retires, 
becomes disabled, or dies, the entire vested amount is paid out. When 
an employee leaves the company or is terminated without cause, two
thirds of the vested amount is paid out. When an employee is termi
nated with cause, there is no payout. 

Other Operating Measures 

American Optical uses other operating measures not directly related to 
the bonus plan as benchmarks for improving the performance of its 
manufacturing operations. One productivity guideline that has been 
particularly effective is revenues per employee. In 1986, revenues per 
enlployee in one division were $62,000. The CEO told the division man
ager that world-class manufacturing companies were then operating with 
revenues per employee in excess of $100,000. Consequently, the divi
sion manager was told to raise the productivity of his division to $100,000. 
The division manager initially disagreed with the CEO, but managers in 
other conlpanies and sonle business school professors he talked to did 
not think such a target was out of line. So he asked the CEO to allow 
him three months to develop a plan. The resulting plan included re
quired capital investment that would bring productivity revenues up to 
$100,000 per employee. When the business was sold four years later, 
revenues per employee had reached $106,000. 

Approval of Capital Investments 

Anlerican Optical has a standard capital investment request procedure 
for all divisions. The procedure is in the form of a computer disk that 
fonnats the financial analysis and draws attention to the information 
that must be entered. The program requires both working-capital items 
and fixed-investtnent items to be included in the overall investment 
decision. Internal rate of return, economic value added, and payback 
are automatically calculated by the program. Of the three calculations, 
priority is given to the payback with emphasis on paybacks of two years 
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or less. This two-year target recognizes that investment requests tend to 
have very optimistic economic benefit forecasts and implementation 
timetables. Estimated two-year paybacks often become three- or four
year paybacks in reality. A four-year payback is roughly equal to the 
company's 25 percent cost of capital. 

Identifying a con1prehensive list of capital investments is an integral 
part of each division's budget process. Projects are ranked in terms of 
both payback and strategic importance. A capital expenditure figure is 
budgeted based on likely approvals and the anticipated timing of the 
expenditures. Often, projects are added or substituted during the year, 
and many of them do not get beyond the rigorous review process at the 
division level. Significant capital investment requests are signed off on 
by the division financial directors and general managers, sent to Al Skott, 
Vice President and Corporate Controller, and then finally approved by 
the CFO and the president. 

People Interviewed 

Allen I Skott, Vice President and Corporate Controller 
John W. van Dyke, Senior Vice President and Chief Financial Officer 
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AT&T Corp. 

AT&T uses the econon1ic-value-added metric for its 20 strategic business 
units (SBUs) and most of its sub-units. Other sub-units that share assets 
or liabilities and do not have complete sets of financial statements use a 
modified version. The company adopted the new metric as part of an 
effort to make people think more competitively. Compensation for 110,000 
AT&T management employees in the United States is tied to economic 
value added. 

The company has two parallel measures it considers equally impor
tant, though perhaps more difficult to measure: (1) people value added, 
relating to associates and employees and (2) customer value added. For 
the finance function, customer value added is primarily a measure of 
how well business units within AT&T are being served. 

Developing an Entrepreneurial Culture 

One of the most important changes in AT&T since the 1984 divestiture has 
been Chairman Robert Allen's initiative to reorganize the company into 
SBUs. 1 After the breakup, AT&T was still largely regulated and had a regu
latory mentality. People were insulated and not close to the markets. They 
were accustOlned to thinking in terms of functions within the company 
rather than cOlnpetition with the outside world. For example, in the old 
AT&T, a central department had done all the marketing for the 22 Bell 
companies. After the breakup, AT&T's businesses faced increased local 

IThe company was interviewed shortly before its September 1995 announcement of 
plans to break into three businesses. 
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competition, and MCI and Sprint challenged its long-distance franchise. To 
respond, managers had to be able to take more direct responsibility for 
customers, products, and markets. The balky line-of-business organization 
was not up to the task. AT&T needed smaller, leaner business units that 
could compete in the market as if they were independent entities. 

Limitations of Existing Performance Measures 

In the mid-1980s, the company adopted a financial measure for busi
ness units called "measured operating income." It was just an operating 
profit measure-revenues minus costs and expenses (plus other income). 
The measure offered one advantage: it was easy to apply across many 
diverse businesses. But it did not account for cash flow or atten1pt in 
any way to reflect balance sheets for business units. 

In 1990, the finance function made a case that cash flow was impor
tant, and net operating cash flow became a new monthly measure for 
each business unit, reported to senior management and the board of 
directors. But managers were not held accountable for cash flow in their 
performance evaluations as they were for measured operating income. 
And despite its importance, cash flow had inherent weaknesses as a 
performance measure. The timing of cash flows is not always predict
able; for example, they are affected by the amount of payables and 
receivables on the balance sheet at the end of the period. Annual cash 
flow is also affected by financing decisions. A manager can avoid the 
necessary cash outflow for a capital expenditure for a piece of equip
ment by deciding to lease the equipment. 

When the finance function saw the thrust of Allen's redirection, it 
decided that the company's existing measures were inadequate. They 
did not capture the true profitability and financial performance of the 
business units. A team in the controller function led by Serge Wind, 
Assistant Controller-Financial Studies, began developing a new set of 
measures consistent with the company's new direction. 

Criteria for New Performance Measures 

The finance function had four principal concerns as it started to design 
new performance measures: 
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1. Representing Shareholders' Interests. Performance measures 
should represent shareholders' interests. Shareholders' financial 
interest in dividends and price appreciation best correlated over 
the long tenn, first with cash flows and second with economic 
value added. Studies showed that measures such as earnings 
per share, return on equity, and growth in net income correlated 
poorly with shareholder value. 

2. Eliminating Accounting Biases. Existing measures such as ROE 
and EPS had built-in biases related to the accounting model. The 
amount of equity was affected by write-downs. The number of 
shares outstanding was affected by whether the company had 
recently issued more debt or more equity. These measures were 
potentially distorted by financing considerations. Because they 
were based on the income statement, they did not reflect impor
tant information found on the balance sheet and the cash-flow 
staten1ent, such as business or financial (leverage) risk or re
sources being used. 

3. Transcending Components of the Planning Process. A new mea
surement system would have to transcend all the components of 
the planning process. AT&T was designing a new comprehen
sive planning process beginning with long-term strategic con
siderations and moving to 5- and lO-year business plans, to 
resource allocation considerations, to budgeting for the follow
ing year, and finally to a plan-actual review of the budget year. 
The company wanted to be able to refer to the same metrics 
throughout the process. It would not be useful to talk about 
return on equity for the long term and then talk about earnings 
per share for the budget year. 

4. Creating Incentives for Economic Behavior. The con1pany wanted 
measures related to long- and short-term business performance 
that could be used to evaluate and compensate its management 
staff. The measurelnent system would have to be consistent from 
one year to the next and give management appropriate incen
tives for action. 
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Decision to Adopt Economic Value Added 

If people were to be empowered to run competitive business units with 
delineated products and services, they would have to be responsible for 
all the resources those units needed. They would have to be account
able for the assets used. Managers would have to learn about balance 
sheets and cash flows. In some way, the new measurement system would 
have to take into account the creation of shareholder value based on the 
principles of net present value. This way of thinking was new. Wind 
recalls, "We didn't have to worry about financing before divestiture. 
Every five weeks or so, we just rolled out a huge bond issue. We were 
highly rated and there was no problem. At the time of divestiture, we 
had so much cash lying around we didn't know what to do with it." 

So even though AT&T wanted managers to be aware of cash flow 
and to learn how to manage it, the company was still more comfortable 
with an earnings-based performance measure. Wind says, "People reso
nate more comfortably with earnings from the income statement." Eco
nomic value added is an earnings measure, but it also takes into account 
assets utilized and the cost of capital. 

Cost of Capital and Hurdle Rates 

AT&T uses a uniform cost of capital for its economic-value-added mea
surement except for its financial services units such as the Universal Card 
and AT&T Capital Corporation, which have higher debt ratios and there
fore lower costs of capital. The weighted average cost of capital for the 
corporation is computed each year. The cost of equity is developed based 
on a comparison with similar companies that are selected by a statistical 
procedure known as cluster analysis. This screening process chooses a 
group of companies similar to AT&T based on four variables: debt rating, 
interest coverage, asset turnover, and variability in operating income. 
AT&T then uses the average beta for this group of comparable companies 
to estimate its own cost-of-equity capital. 

A uniform cost of capital across all nonfinancial business units had 
the advantage of simplicity as the company was implementing a new 
measurement system. The CFO wanted business-unit managers to worry 
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about their returns rather than differences of percentage points in their 
costs of capital. However, Greg Wilensky, Treasury Manager, says that 
now that the basic system is up and running, the finance function may 
reexamine the use of different costs of capital for business units based 
on inherent risk and comparison with other companies in similar 
businesses. 

Wind points out that the company is competing not only to sell its 
products and services but also to attract investment capital. As business 
nlanagers invest in various projects and attempt to create shareholder 
value, they have to think about investors who have many alternative 
ways to invest their capital. The economic-value-added measure helps 
managers explain to investors how well the unit is performing. 

Treasury is responsible for advising business units on appropriate 
discount rates for capital budgeting analysis and decision making. Those 
rates are normally higher than the cost of capital used for economic
value-added performance measurement for some business units, and 
they are adjusted upward for higher-risk projects. The company's 
12 percent WACC for 1995 is used for projects with normal business risk 
in the United States, as well as for global projects whose revenue is not 
dependent on a single economy. The cost of capital is routinely ad
justed to compensate for projects with higher-than-normal business risk. 
The additional premium could be anywhere from 50 to 500 basis points 
depending on the nature of the project. In addition to project-specific 
risk, the company adds a country risk premium to projects that derive a 
significant portion of their revenue from a single economy. Country risk 
premiunls have a wide range-from 30 basis points for a G7 country to 
more than 1,000 basis points for a country in an emerging market: 

Once a project is accepted and implemented, it is evaluated witli the 
rest of the business at the cost of capital. AT&T considers it neither 
practical nor useful to evaluate the performance of different projects 
within a business unit at different hurdle rates. Presumably, using higher 
hurdle rates for evaluation and approval increases the likelihood that 
projects will indeed earn more than the cost of capital. 
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Creating Balance Sheets for Business Units 

AT&T has 20 strategic business units with distinctly defined products 
and services. Two of the best known examples are business comn1uni
cation services and consumer communication services, which provide 
long-distance service. Each SBU has a large number of sub-units. 

To implement economic value added, a balance sheet was aligned 
with each SBU. Sub-units have economic-value-added measures as well, 
but some share too many assets for separate balance sheets to be prac
tical. SBUs have agreed to adopt some assets and liabilities that might 
otherwise be considered corporate. The company has developed a chart 
of accounts for converting statements prepared according to GAAP to 
the economic-value-added measurement system. 

The Economic-Value-Added Methodology Committee, headed by 
Wind, has defined how every account and subaccount on the balance 
sheet and income statement should be treated for calculation of eco
nomic value added. For the balance sheet alone, this calculation has 
required making decisions on more than 500 accounts. Some items have 
turned out to be more complicated than they seemed in the beginning. 
For example, interest income and expense appeared to be associated 
with financing, and therefore not part of the economic-value-added com
putation. Then the methodology committee came across a case of interest 
income from sales-type leases and interest income earned on advance pay
ments for contracts, and decided that it had to add a new account called 
non-capital-related interest income to the economic-value-added measure
ment system. The account includes interest income deemed to be from 
operations and therefore not considered pure financing income. 

Measurement of Economic Value Added 

Economic. value added is computed as after-tax earnings minus the cost 
of capital based on average capital for the period concerned. Philo
sophically, AT&T has tried to measure the aggregate sum of capital 
supplied by investors since the company was founded, and to measure 
return on that capital in a way that approximates a cash-on-cash return 
as closely as possible without requiring excessive accounting adjust
ments. The company has two equivalent definitions of capital for eco
nomic-value-added purposes, one based on the left-hand side of the 
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balance sheet, and the other based on the right-hand side. On the left 
side, capital is essentially total assets (except cash) less non-interest
bearing liabilities. On the right side, capital is equity, deferred taxes, and 
all long- and short-term debt, less cash. 

Relatively few adjustments are made to accounts on the left-hand 
side. Amortization of goodwill and certain other write-downs are re
versed. Property, plant, and equipment are essentially at book value 
with no current value adjustment. 

The Inethodology committee followed six principles in developing 
the metric, defining capital, and making adjustments for the SBUs: 
(1) motivate desired behavior, (2) keep it simple and accurate, (3) pro
vide a fair and level playing field going forward, (4) facilitate a consis
tent methodology across all business units and across the financial services 
business units, (5) track operational and financial performance to en
able clear accountability, and (6) enable the assessment of economic 
value added performance at the AT&T consolidation level by summing 
the economic value added perforn1ance of the various business units, 
divisions, and elin1inations created in consolidation. The overarching 
principle is to motivate behavior that adds to shareholder value. 

AT&T redesigned its entire internal management reporting system 
when economic value added was implemented. The system now trans
lates monthly budget, actual, and variance figures, prepared accoxding 
to GAAP, into monthly economic-value-added reports. Reports for top 
management that delineate drivers responsible for deviation in the eco
nomic-value-added measure, and even viewgraphs for presentations are 
prepared automatically. 

Now that the economic-value-added system is in place and sea
soned for product/service business units, the next challenge is to ex
tend the metric to the company's international operations. Among the 
issues that the company will have to address are transfer pricing among 
U.S. and overseas units, translation of overseas subsidiary financial state
ments into the parent functional currency and then into the economic
value-added system, and treatment of hedging expenses. It is difficult to 
create balance sheets for some business units-sales subsidiaries, for 
example-if a "full-stream" perspective is desired to evaluate perfor
mance. A full-stream perspective for an overseas sales unit would reflect 
the cost of all assets utilized in manufacturing and preparing products 
for sale rather than treating the sales unit as just a retailer that bought 
the product and sold it at a margin. 
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Capital Budgeting 

While economic value added is used for planning, budgeting, and per
formance measurement, traditional discounted cash-flow analysis is still 
used for project evaluation and decision making. There has been some 
discussion that discounted economic value added is equal to DCF, and 
that discounted economic value added could thus be used for decision 
making as well. However, several conditions, including required 
accounting adjustments and the timing of cash flows, must be met to 
ensure equality. Because of these conditions, a model based on dis
counted economic value added would not be as flexible and would 
require more inputs than a model based on DCF. 

Tying Economic Value Added to Compensation 

Wind believes that the chairman's support and the tie to individual com
pensation are the two factors that have most helped economic value 
added succeed as a performance measure at AT&T. About 110,000 of 
AT&T's 300,000 employees are considered management, with compen
sation affected by the economic-value-added measure. The new mea
sures are designed to give people a broad indication of the types of 
economic behavior and financial results that the company thinks will 
build shareholder value. In using these objective measures, manage
ment has implicitly said that it cannot ride herd on every decision in a 
company so large, and that each business unit and, to a lesser degree, 
each individual has to take on the responsibility of building shareholder 
value. 

How the New Metrics Have Changed Behavior 

The new metrics have changed behavior within AT&T in a number of 
positive ways. Economic value added gives everyone a uniform, simple 
measure of what the COlnpany believes 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. The importance of traditional operating measures 
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such as accounts receivable turnover and inventory turnover has been 
underscored because managers can see the effect of those measures on 
economic value added. 

As a caveat, Wind notes that not everyone clearly understands the 
distinction between a single-period measure, such as economic value 
added used for performance measurement, and multiperiod measures, 
such as NPV and IRR used for investment decisions. Some managers are 
still reticent about projects that have positive net present values but will 
depress economic value added in the first year or two. One solution to 
this. problem is for managers to have faith in the positive effect on 
economic value added that the project will have several years in the 
future, but keeping such faith is difficult when managers are transferred 
to new assignlnents every two or three years. Wind also points out that 
even though managers make commitments in terms of economic value 
added, the metric does not mitigate the importance of a business unit's 
monthly and quarterly measured operating income. With a few adjust
nlents related to taxes and interest, those monthly and quarterly busi
ness-unit results add up to the company's earnings per share. AT&T 
believes that quarterly earnings per share have a strong influence on its 
stock price. 

Looking at the company's experience to date, Wind observes that 
the economic-value-added measurement system has been accepted more 
readily than he would have believed possible. Everyone is using it and 
talking about it as a link to managing the company's assets well and 
balancing customers' and shareholders' needs better. It is not just a 
formula or calculation, but a way of looking at things. In February 1995, 
the Economic-Value-Added Methodology Committee had a meeting with 
all the financial vice presidents to discuss a number of refinements in 
the nleasurement system. In those discussions, all participants supported 
continued use of the system. 

People Interviewed 

Paul Riley, Treasury Manager-Corporate Finance (AT&T) 
Greg Wilensky, Treasury Manager-Corporate Finance (AT&T) 
Serge Wind, Assistant Controller-Financial Studies (AT&T Network 

Systems) 
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The Boeing Company 

Boeing recently introduced new financial metrics that will help with 
strategic planning and provide an element for incentive compensation. 
They are based on shareholder value as calculated by estimated long
term cash flows. The company believes that the new metrics will be 
more effective than its previous accounting-based metrics, which did 
not correlate well with the market price of its stock, were difficult to link 
with performance targets for operating groups, and did not directly rec
ognize the cost of capital. 

Boeing's defined mission is to be the number one aerospace com
pany in the world and among the premier industrial concerns in terms 
of quality, profitability, and growth. Until recently, the company's fun
damental goals were (1) quality as measured by customer, employee, 
and community satisfaction; (2) profitability as measured against its abil
ity to achieve and maintain 20 percent average annual return on stock
holders' equity; and (3) growth over the long term as measured against 
a goal to achieve greater than 5 percent average real sales growth. Now, 
Boeing has decided to replace its ROE and sales-growth metrics with a 
new metric-profitability and growth as measured by increased share
holder value over the long term. 

Share Price Analysis 

While it was rethinking its financial performance metrics, Boeing looked 
at correlation charts showing how well several different measures ex
plained the share prices of publicly traded companies. There was a very 
low correlation between price/earnings ratios and EPS growth rates. 
There was a somewhat better correlation between the ratio of equity 
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price to book value and ROE minus the cost of capital (calculated by the 
CAPM). There was a strong correlation between market price per share 
and predicted value per share based on analysts' published cash-flow 
forecasts. 

Boeing gathered evidence of the correlation of stock prices and long
term free cash flow from several sources. This research was the basis for 
its conclusion that stock prices for Boeing and most other companies 
indeed do track cash-flow projections over long periods, though there 
may be substantial volatility over short periods. The research conclusions 
and the revised metric were supported by the efforts of Larry Bishop, Vice 
President-Investor Relations. Bishop embarked on a program to culti
vate the segment of the investor population that has a long-term outlook 
and values companies based on DCF projections. 

Boeing may be better able than many other companies to project 
revenues and expenses over the long term because of its market posi
tion and the long-term nature of its development, order-to-delivery, and 
customer support cycles. In the Current Market Outlook, published an
nually by Boeing's commercial airline group, world air travel demand 
and airplane supply requirements are forecast for the next 20 years. 
Although cash-flow projections over such a long horizon may appear 
speculative, the company makes multibillion dollar investment deci
sions based on its long-term forecasts. It believes that if the forecasts are 
good enough for such large investment decisions, they should be good 
enough for valuation and performance measures. 

Problems with Accounting-Based Metrics 

The ROE target that Boeing used in the past was focused on historical 
performance. It was based on accounting earnings, which are deter
mined in large part by the program method of accounting for aircraft 
production. Boeing has used the program method to account for aircraft 
unit costs since the mid-1960s. Under this method, the unit cost is an 
average cost based on a conservative estimate of how many aircraft will 
be sold. The pattern of earnings is substantially different from the pat
tern of cash flows. When a new model is developed, a large negative 
cash flow for design and tooling occurs over several years. For the 777, 
more than $3 billion was spent on tooling and booked as inventory 
before the first plane was delivered. There is also a learning curve; unit 
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costs generally decrease during the course of a program. On the military 
side of its business, Boeing uses contract accounting that is similar in 
concept and raises the same kinds of cash-versus-accrual issues as pro
gram accounting. 

Economic Value Added Difficult to Apply 

As it was rethinking its financial performance metrics, Boeing consid
ered whether economic value added would be a meaningful measure. 
The company believes in the economic profit concept but decided that 
economic value added was not appropriate because of (1) the difficulty 
of making the required accounting adjustments and (2) the long order 
and production cycles of the industry. 

Applying the cost of capital to an adjusted investment amount would 
not be easy with Boeing's accounting system. The company would have 
to determine which R&D expenses, if any, should be capitalized, and 
how they should be amortized. The number of years over which to 
amortize R&D would be a subjective decision because product life cycles 
are difficult to estimate. The first 747 was delivered in 1969, and deliver
ies are still forecasted for 15 years from now. A major program such as 
the 747 tends to spawn derivatives that benefit from the original devel
opment expense. Gary Beil, Vice President and Controller, says, "To 
implement a metric like economic value added, you would have to do 
some complicated accounting and try to simulate the economics to come 
up with this investment number, when in reality all that matters is cash 
flow. Why not just look at cash flow?" 

Boeing's earnings are determined by total expected program costs 
and delivery and economic cycles. Accounting earnings for a given year 
are not a reliable measure of the company's economic performance. 
Looking back over the past 15 years, Boeing found that economic value 
added does not explain its own market value added as well as it might 
explain the values of companies in some other industries. In some peak 
earnings years such as 1992, Boeing's market value added declined be
cause its stock price reflected a decrease in orders and future earnings 
expectations. Beil admits that economic value added might make sense 
for a company with a product life cycle of 5 years or less, but not for a 
company like Boeing with a 20-year horizon. 
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Shareholder Value Analysis Plan 

Because accounting-based measures such as economic value added did 
not seem appropriate, and because Boeing can reasonably project rev
enues and costs for many years into the future, the company decided to 
calculate its own share value based on projected cash flows and to use 
that value as a basis for planning and performance evaluation. The com
pany has recently implemented its Shareholder Value Analysis (SVA) 
plan to align incentive compensation for its top executives with 
its long-range, cash-flow-based plan to create increased shareholder value. 
It has begun a program to explain to all levels the importance of cash 
flow, cost of capital, and how financial and nonfinancial performance 
measures tie together as indicators of shareholder value. 

Each year, the company prepares its long-range plan and a more 
detailed 2-year plan that is used for most performance commitments. It 
calculates luarket capitalization based on cash flows in the long-range 
plan discounted at its WACC. It periodically updates the discounted 
cash-flow value for major strategic decisions, new program commit
ments, major productivity investment decisions, market forecast changes, 
and performance. Executives are encouraged not to be overly optimistic 
and submit forecasts they cannot meet. 

At the end of the year, the company compares its expected market 
value with the actual market value, taking changes in assumptions into 
account, and analyzes both internal and external factors that caused the 
difference. It assesses management performance based on the reasons it 
believes the company's share value has changed. If the stock price has 
risen only because of external economic factors, then management may 
not be rewarded for it. If management has implemented a program that 
is expected to generate cash flow in the future and the market has not 
yet recognized it, then management may have to wait for its reward 
until the market does recognize it. 

The SVA process is designed to make the strategic planning and 
decision-making processes more rigorous, to reinforce the company's 
current operating performance measures, and to improve the analysis of 
both internal and external factors that affect the company's stock price. 
Boeing is trying to make managers at all levels aware of the importance 
of sound economic decision making. It explains SVA as a disciplined 
framework to help managers n1ake decisions and identify options, not 
as a formula to blindly drive decision making. 
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Integrating Financial and 
Nonfinancial Measures 

Boeing explains to all managers how the company's financial and 
nonfinancial goals are linked to the overall goal of increased shareholder 
value. Management believes that the primary drivers of increased share
holder value are good strategic, tactical, and operating decisions; constant 
improvements in processes that enhance cash flow; and external eco
nomic and political factors. 

Boeing reminds its line managers that to improve cash flow and 
build shareholder value, they must continue focusing on operating ob
jectives they are already familiar with: quality, cost, delivery, safety, and 
morale. While line managers are gradually learning how their activities 
contribute to shareholder value, their primary job is still to focus on 
reducing defects and unit costs and improving process cycle time, pro
ductivity, employee satisfaction, customer satisfaction, and market share. 
The company conducts frequent surveys to measure customer and em
ployee satisfaction. These nonfinancial goals are consistent with the 
new value-based metrics because achieving them helps the company 
generate returns above its cost of capital and, directly or indirectly, af
fects cash flow. 

Boeing also has other internal profit targets. For example, business
unit managers in the commercial airplane group are measured by oper
ating profit contribution, which is not an accounting measure of earnings 
but an approximate gain per airplane unit. It is a measure of how well 
costs are moving down the projected learning curve. 

Financial Education for Line Managers 

Because the SVA plan was just introduced this year, most line managers 
have not yet learned the rationale behind the new financial metrics. The 
company has begun its education program to explain to all managers 
how the things they do are tied to cash flow and shareholder value. In 
training programs, Boeing is explaining the fundamentals of DCF, net 
present value, and corporate valuation. The firm emphaSizes to manag
ers that many of them are shareholders through a stock option plan, a 
401(k) plan, or both, and that increasing shareholder value is consistent 
with customer, employee, and community satisfaction. Some companies 
have chosen economic-value-added measures because they are easy to 
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explain and they relate to reported earnings, but Boeing believes that 
cash-flow measures are easier to explain to its line managers than 
accounting-based measures. 

Incentive Compensation 

Boeing has implemented a new incentive compensation program for its 
senior managers based partly on the creation of shareholder value. For 
the company's top executives, between 30 and 100 percent of incentive 
compensation is based on measures that include quality as determined 
by customer, employee, and community satisfaction, and whether the 
company has met the objectives of the long-range plan used for increas
ing shareholder value. A portion of the compensation is in the form of 
stock that vests in three years. 

The company is using both relative and absolute performance to 
measure its performance against the goal of creating shareholder value. 
On a relative basis, the company compares itself to the S&P 500, the 
S&P Aerospace Index, and 20 premier benchmark companies. On an 
absolute basis, it measures increasing shareholder value based on its 
after-tax cost of capital. 

For executives in the product groups, 30 percent of incentive com
pensation is based on the company performance discussed earlier and 
70 percent is based on group and individual performance. The primary 
group performance measures are traditional operating measures such as 
profit contribution, unit cost, cycle time, and market share. Managers in 
the groups understand how these measures tie into cash flow and the 
creation of shareholder value. 

Executives on incentive compensation also receive stock options, 
which gives them an additional reason to be concerned with how their 
own performance affects cash flow and how cash flow affects the value 
of the company. Both the stock, which vests in three years, and the 
options, which vest over five years, give managers an incentive to make 
decisions based on a long-term perspective. 

In addition, in July 1996, Boeing announced the establishment of a 
$1 billion stock investment trust for an incentive program, called the 
Share Value Program, that allows employees to share in the results of 
their efforts to increase shareholder value over the long term. The trust, 
called the Boeing Share Value Trust, will hold only Boeing common stock. 
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Boeing President and CEO Phil Condit announced the ShareValue Pro
gran1 in a communication to all employees. In it, he said, "The ShareValue 
Program is intended to focus the attention of all Boeing people on what we 
can do--both as individuals and working together-to increase the return 
to people who invest their money in Boeing. If we do that, the people of 
Boeing will share directly in the success they help create." 

Employees of The Boeing Company and its susidiaries are eligible 
to participate in the ShareValue Program if they do not already partici
pate in the executive incentive plan. The progran1's investment is di
vided into two overlapping periods, with $500 million in each period 
(both began July 1, 1996). Period 1 runs two years, through June 1998; 
Period 2 runs for four years, through June 2000. All other investtnent 
periods will be four years in length and overlap an existing period. 

Distributions will be in the form of Boeing stock. Employees could 
receive a distribution of stock following the end of each investtnent 
period, depending on how much the fund investment has grown. Distri
bution will be determined by the total dollar return (the increase or 
decrease in Boeing share price plus the reinvestment of dividends) 
achieved above a minimum level during an investment period. The pro
gram requires a return on investment or threshold rate of 3 percent per 
year, compounded annually on the fund's starting value, before distri
butions will be made. Distributions are possible every two years-in 
1998, 2000, 2002, and so forth. 

"Period 1 is only two years long because we didn't want employees 
to wait four years to have their first opportunity to receive a distribu
tion," Condit noted. "The four-year investment periods reflect our em
phasis on increasing shareholder value over the long term, consistent 
with the company's fundamental goal. At the same time, overlapping 
periods allow for more frequent potential distributions." 

There would be no distribution if the return on the trust investlnent 
averages 3 percent or less per year at the end of an investment period. 
"While there is no guaranteed distribution, there is plenty of opportu
nity for us to do the right things to create value," said Condit. 

The 3 percent per year threshold rate, compounded annually, is 
designed to allow the trust to retain some of its potential gains in order 
to grow the base level of the investment in Boeing stock. "This thresh
old is a mechanism that allows for building compounded growth into 
the stock investment, creating the possibility of greater distributions in 
future years," said Condit. 
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Capital Budgeting 

Most of Boeing's capital spending decisions are made within its major 
operating groups-comn1ercial aircraft and defense and space-as part 
of larger approved programs. In their investment proposals, managers 
are encouraged to provide a balance between quantitative analysis and 
more subjective judgment. The weighted after-tax average cost of capi
tal is used as the discount rate for NPV analysis unless unusual risk 
factors that require a higher discount rate are involved. 

When making strategic decisions such as going ahead with new 
aircraft models or derivatives, managers are encouraged to calculate 
multiple possible outcomes and to look at the total impact of various 
alternatives. For example, they might address what happens to sales of 
the 767 as a result of a derivative program to increase seating on the 
757. The company prefers to take various project risks into account by 
calculating multiple outcomes rather than by adjusting the discount rate. 
Also, a consistent discount rate is easier to explain to managers than a 
discount rate that is adjusted subjectively based on a project's risk. People 
are encouraged to think carefully about both the midpoint and the range 
of expected possible outcomes. An estimate of just plus or minus 
10 percent is not a satisfactory analysis. If the midpoint is too close to 
the n10st optimistic scenario, managers may be too optimistic; if it is too 
close to the bottom, they may be too pessimistic. 

Appealing to Value Investors 

In addition to understanding internal forecasts and how they affect the 
value of the company, Boeing's management believes that it is also im
pOltant to understand the viewpoint of the investment community. Bishop 
believes that the majority of investment dollars in the market are from 
long-term investors such as pension funds and insurance companies, even 
though so-called mon1entum investors are sometimes more visible and 
influence the shorter-term movements of every company's stock. Bishop 
explains that different shareholders have different investment objectives 
and different criteria for valuing the company's stock. Mutual fund man
agers are often momentum investors. They have short horizons because 
of pressure to produce quarterly results. They are interested in cyclical 
patterns and other factors that will move a stock over a short period of 
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time. When their objectives have been met or not met, they sell and move 
on. The higher the portion of momentum investors that hold a company's 
stock, the more volatile the stock price will be. 

Sell-side security analysts often cater to the needs of momentum 
investors because those investors generate the highest volume of 
transactions. In contrast, buy-side analysts and money managers for 
insurance companies and corporate and public pension funds are more 
interested in preservation of capital and returns over the long run. 
Although they are partly judged on quarterly performance, they do not 
bail out just because a company fails to meet earnings expectations for 
a quarter or two. While momentum investors are more interested in 
current EPS and price-earnings ratios, value investors tend to be more 
interested in cash flow over the long term. 

In the past, Boeing believed that it was being defined in the tuarket 
by sell-side analysts. Boeing needed to approach the type of investors 
most appropriate for its stock and define itself. Bishop and his col
leagues began working more actively with long-term investors and making 
sure they understood the company and its business and financial dy
namics, particularly the long-term cash-flow projections that underlay 
its share value. By talking to value investors when the company was in 
the down part of its cycle and its stock price was a long-term bargain, 
Bishop and his colleagues were able to attract a substantial class of 
investors. 

As a result of these efforts, the composition of Boeing's investors has 
changed substantially. Between December 1990 andJune 1995, the num
ber of Boeing's shares held by long-term value investors doubled while 
shares held by individual investors decreased. The shares held by growth 
or momentum investors fluctuated sharply with the company's earnings 
cycles; the shares held by index investors stayed about the same. 

Financial Structure 

Boeing's policy is to maintain a conservative financial structure with low 
leverage. Boyd Givan, Senior Vice President and Chief Financial Officer, 
believes that a maximum debt-to-equity ratio of about 30 percent opti
mizes the company's cost of capital and helps protect its investment
grade credit rating because of the deep cyclical nature of the airplane 
business. He believes that the company's underlying financial strength 
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helps it take a long-term view, spanning across economic cycles. It also 
provides assurance to investors that the company has the ability to carry 
out its long-term strategic plan. Givan says, "I think we have now con
vinced S&P and Moody's that we can operate through a down cycle and 
still maintain our financial strength." 

Forecasting capital needs is particularly challenging for Boeing be
cause of business cycles and the huge cost of developing a new aircraft. 
Boeing could conceivably be increasing its dividend payout and buying 
back stock one year, only to raise long-term capital to fund an acquisi
tion or a development program a few years later. Possible future pro
grams such as very large capacity transports or second-generation 
supersonic planes, still only being discussed in the industry, might be 
too large even for a company like Boeing to undertake without a part
nero Maintaining a conservative capital structure helps the company po
sition itself for those and other future opportunities. It also helps provide 
the financial stability Boeing needs to carry out its long-term plan to 
enhance shareholder value. 

People Interviewed 

Gary W. Beil, Vice President and Controller 
Larry A. Bishop, Vice President-Investor Relations 
Paul S. Gifford, Director-Investor Relations 
Boyd E. Givan, Senior Vice President and Chief Financial Officer 
Jon J. Johnson, Manager-Boeing Commercial Airplane Group 

Accounting 
David 1. Sjogren, Assistant Controller, Corporate Accounting and 

Financial Analysis 
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The Clorox Company 

The Clorox Company traces its beginnings to 1913 when it was estab
lished to produce liquid bleach. The business grew rapidly and was 
acquired by Procter & Gamble (P&G) in 1957. In 1969, a Supreme Court 
order forced P&G to divest Clorox, still a one-product business. While 
the company had a strong franchise and cash generator in the Clorox 
brand, management felt a strong need to diversify. It made some excel
lent acquisitions of grocery store products. It also acquired other prod
uct lines that did not fit the company's core competency in marketing 
consumer goods through grocery stores and, later, through large dis
count distribution channels. The company overinvested in manufactur
ing capacity; its ROA began to slip and its stock performed poorly. 
Clorox lacked a precise definition of where it wanted to go and what 
was needed to get there. 

When Craig Sullivan became CEO in 1992, he set priorities that helped 
the company capitalize on its core strengths and sharpen its focus. He 
also began a comprehensive strategic review with senior management. 
Management determined that it would trim the company's portfolio to 
businesses that it understands and where it could use its competencies 
in R&D, manufacturing, and marketing to build brands and add con
sumer value. Clorox sold its restaurant equipment, bottled water, and 
frozen foods businesses. Its remaining businesses were organized into 
three large groups: household products (laundry and cleaning prod
ucts), Kingsford products (charcoal, insecticides, and cat litter), and food 
products (dressings and sauces). Sullivan encouraged product manag
ers to "fast-track" the product development process, making decisions 
with less data and more judgment-in other words, being less risk
averse. Two company-wide initiatives also were launched: The work 
simplification initiative addresses the need to eliminate work that does 
not add value. The customer interface redesign initiative is designed to 
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enhance the value delivered to consumers by simplifying and improv
ing the systems and processes that interface with trade customers. It 
focuses on product promotion; customer order entry and fulfillment; 
and billing and collection of payments. 

Adoption of Clorox Value Measure 

Management developed its Clorox Value Measure (CVM) , a variant of 
econon1ic value added, to focus people in all functions on what creates 
shareholder value. The measure helps managers identify trade-offs among 
growth, operating margin, and utilization of assets. 

A group of senior financial managers evaluated several overall metrics 
the company might use, including conventional accounting measures 
such as return on assets and return on equity; growth measures such as 
sales and volume growth; and margins. They wanted a measure that 
would correlate with shareholder return, and they wanted an ongoing 
operating measure that related net present value analysis of new invest
ments to the evaluation of ongoing operations: In their view, the two 
best choices were the proprietary CFROI model and economic value 
added. CFROI appeared to have a higher correlation with shareholder 
value but seemed more difficult to explain to most operating people. 
Management believed that a measure based on the econorriic-value
added concept would be easier to explain and implement. Lloyd Chasey, 
Director of Finance and Accounting for the Household Products Divi
sion, says, "I wouldn't feel as good about this if we had a theoretically 
purer n10del that didn't catch on." 

CVM is defined as net operating profit after taxes (NOPAT) less a 
capital charge of 12 percent times average assets employed. Management's 
reasoning for implementing the measure is as follows: 

o It has a higher correlation with TSR than traditional accounting 
measures. 

o It places greater emphasis on balance sheet management along 
with a historical focus on the income statement. 

o It is expected to be representative of performance in the long 
term even while major investments with positive net present 
values, such as acquisitions or heavy new product spending, 
may depress CVM goals in the short term. 



90 Cash Flow and Performance Measurement 

D It is reasonably simple for operating managers to understand 
and act on. 

D Strong CVM growth will lead to long-term EPS or ROE growth, 
or both. 

CVM Calculation 

As mentioned earlier, CVM is calculated as NOPAT less a capital charge 
for assets utilized. The calculation of NOPAT and average assets em
ployed is shown in Table 9-1 below. 

TABLE 9-1 Calculation of NOPAT and Average Assets Employed 

Net Operating Profit After Taxes (NOPAT) 

Earnings Before Income Taxes 

Add back: Restructuring reserves 

(Gain)/Loss on sale of assets 

Intangible amortization 

Interest expense 

Multiply the sum by one minus the corporate statutory tax rate. 

Add back: Tax shield on intangible amortization 

Average Assets Employed 

Current Assets 

Subtract: Current liabilities (excluding commercial paper and current 
portion of long-term debt) 

Net Property, Plant, and Equipment 

Add back: Net intangible assets 

Accumulated amortization 

Other assets 

Restructured assets 

Investment in affiliates 

Minority interest 

Change in cumulative translation adjustment 
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The tax shield on intangible amortization is added back to earnings 
because a recent change in tax law enables the company to realize a tax 
benefit on its deduction for the amortization of goodwill over a I5-year 
period. Construction in progress is deducted from net property, plant, 
and equipment so as not to penalize managers for assets that are not yet 
producing returns. Management realizes that some oppose such a de
duction because they believe that average assets employed should in
clude every dollar invested. Accounting for every dollar invested is the 
philosophy behind adding back accumulated amortization to net intan
gible assets, adding back restructured assets such as write-downs of the 
company's investments related to the detergent and bottled water busi
nesses, and adding back investments in affiliates and minority interests 
not reflected on the balance sheet. 

Some companies that use economic value added capitalize research 
and development expenditures and make a number of other adjust
ments to capital and earnings. SOlne make adjustments that charge eco
nomic rather than book depreciation. Clorox prefers a simpler application 
and does not believe that the CVM would deliver a different message if 
it made all those adjustments. 

Changes in Business Decision Making 

CVM has led to a primary behavioral change-a heightened awareness 
of the balance sheet as well as the income statement. Clorox manage
ment traditionally has focused on market share, volume growth, and 
advertising and promotion budgets. Marketing, manufacturing, and other 
operating people always have understood profit margins, but until CVM 
was implemented, they did not really understand the balance sheet. 
Because Clorox always had strong cash flows, the cost of cash was not 
an issue for managers. CVM has made operating managers focus on 
cash and the balance sheet, which now have a real bearing on their 
compensation. 

Brand lnanagers in the past were not sufficiently aware of the cost 
of excess plant capacity and high inventories and receivables. The new 
metrics encourage them to make fewer proposals for additional plant 
capacity, to offer less extended terms to customers, to design less com
plex promotion programs, and to introduce fewer SKUs. SKU is an in-
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dustry term for stock-keeping units, which are sizes, flavors, or other 
product variations. Increasing the number of SKUs raises production 
expenses and required levels of inventory, makes the overall business 
more complicated and time-consuming to run, and requires more man
agement time. 

With CVM, managers immediately saw that their capital charges would 
be lower if they spent less on plant and equipment. In 1994, Clorox's 
capital spending was $57 million (about 3 percent of sales) con1pared 
with $78 million in 1993 (5 percent of sales), and $156 million in 1992 
(12 percent of sales). In the past, there were no penalties for investing in 
excess plant capacity; it was better to have too much than too little. No 
expense was too much to avoid being out of stock. Now there is more 
emphasis on fully utilizing available capacity and not putting extra money 
into "frills." 

CVM has encouraged brand managers to simplify their promotion 
programs. In the past, complex programs increased production expense 
and working capital requirements in several ways. Plants had to pro
duce extra inventory for shipment to stores during the promotion pe
riod. Sometimes a program called for plants to manufacture and ship 
complex pallets of merchandise-for example, six or eight varieties of 
Hidden Valley Ranch salad dreSSing in specific quantities. Preparing the 
pallets required extra work in the plant, and unsold stocks with expired 
purchase dates often were returned at the company's expense. 

Promotion programs frequently provided discounts, and in many 
cases, custon1ers paid less than invoice an10unts, explaining that the 
invoices did not reflect the discounts. Salespeople often did not follow 
up to resolve the disputed items, and large amounts were written off. 

Keith Tandowsky, Director of Finance and Accounting for the 
Kingsford Products Division, thinks that prior to CVM the company gen
erally had done a good job of making new investment decisions and 
managing its profit margins, but had been less effective at reducing its 
asset base and discontinuing unprofitable operations. Now tuanagers 
are more willing to discontinue products and divest assets. They know 
that their profits will be reduced but that their assets will be reduced to 
a greater degree, thereby improving their CVM. 

Karen Rose, Vice President and Treasurer, likes to think of DCF as a 
decision-making tool and of CVM as more of a mindset. For example, 
CVM training has helped salespeople understand the impact of sales pro
motions and SKU proliferation. They once equated what they spent on 
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the trade with the amount of volume they could expect. Now they under
stand the impact of this spending on inventory and trade credit as well. 

Incentive Compensation 

Part of compensation for vice presidents, directors in SBUs, and senior 
managers is tied to CVM. Approximately eight SBUs-each with a man
agement team of four or five directors-are responsible for groups of 
brands. An SBU does not have an actual head; typically, its ll1anagement 
team consists of a director of marketing, a director of manufacturing, a 
director of finance, a director of sales, and a technical center represen
tative for research and development. Each manager is eligible for a 
bonus that is calculated on a target of about 25 percent of base salary. 
Typically, 50 percent of the bonus is based on the SBU's performance, 
25 percent on corporate performance, and 25 percent on functional 
perfor111ance 111easures and other objectives that an individual and his 
or her boss have agreed to at the beginning of the year. The director of 
finance and accounting might have individual goals such as developing 
a cost-savings program, helping brand managers develop more accurate 
forecasts so a lower safety stock of plant inventory is required, or work
ing with brand luanagers to reduce deductions from customer invoice 
payments. 

Corporate staff members at the director level who are not in SBUs 
have a siluilar incentive program. Fifty percent of their bonuses is based 
on company performance and 50 percent on individual performance. 

An SBU submits to senior management what the company calls a 
"firm forecast" of volume, cash flow, profit targets, and balance sheet 
ite111S. It negotiates what is needed to meet the business unit's objectives 
and the cOlupany's growth and earnings objectives. Sometimes, man
age111ent will ask that the targets be raised. Then SBU managers trans
late those objectives into specific goals for operating margin, asset 
turnover, and volume growth, which are put on a matrix and used as a 
basis for compensation. 

SBU directors provide updated forecasts of profits, cash flow, and 
the balance sheet to the company's management committee about three 
ti111es a year. Every month, they provide reports showing gross margin, 
operating margin, asset turnover, the component of inventory turnover, 
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and days sales outstanding. They discuss the reasons for variances and 
their plans to meet established targets in the coming months. 

Senior managers below the director level have a similar program 
with a maximum 150 percent payout. Senior managers include brand 
managers in the marketing organization, as well as managers of analysis 
and control and managers of cost on the finance side. 

Below the senior manager level, each operation has its own tradi
tional operating performance measures. Manufacturing units have mea
sures such as cost per case, cases per labor hour, and other productivity 
and safety measures. The company has not extended CVM to the plant 
level, though it may do so at some time. Now it tells plant managers that 
if they are doing a good job controlling their capital spending, costs, 
and asset turnover, they are contributing to CVM. SBU managers visit 
the plants periodically to explain the link between what they are doing 
and CVM. 

Implementation Issues 

The CVM measure has been accepted well in the company, at least 
philosophically. A few issues of execution still remain to be worked out. 
For example, some directors do not think that CVM gives business units 
sufficient incentive to invest for the long term. A division may have to 
invest heavily in a given year to rejuvenate a brand or to acquire a 
business at a substantial premium. CVM will go down that year. Targets 
are developed year to year. Some think the program would encourage 
managers to take a longer-term view if it had a banking system for 
bonuses in which a manager gets paid only one-third of a year's bonus 
the year it is earned, and the other two-thirds of the bonus are deferred. 
Under such a system, a manager's bonus for a given year would be the 
result of that year's performance and the previous two years' perfor
mance. For the time being, the company has decided to keep the one
year focus for the cash bonus system and use other long-term incentive 
programs to keep management focused on the years ahead. 

Rose points out that senior management is well aware that some 
acquisitions and other large investments can depress CVM for the first 
year or two. For example, when Pinesol was acquired several years ago 
for $465 million, CVM went down, but it has increased substantially 
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since then. Managers may just have to be confident and patient enough 
to make decisions in one year that will benefit CVM several years hence
assuming they remain in their assignments long enough to realize the 
rewards. 

Rose believes that CVM is a more useful measure of business perfor
mance over time than for a single year. Thus, she discourages managers 
from using CVM as a decision-making tool. "Managers should not be 
reluctant to make investments because of the impact on next year's 
CVM," Rose says. "Rather, they should continue to use net present value 
for investment decisions." 

Another potential problem with CVM, according to Jake Karmendy, 
Director of Finance, Corporate Staff Functions, is that a manager may 
decide to overdeliver in a given year, exacting a penalty in the following 
year. For example, a manager who is on target to meet defined objec
tives for the year may decide to exceed those objectives to earn a 200 
percent bonus. A promotion could be run near the end of the year that 
drives up shipment volume, or advertising could be reduced. Both would 
increase earnings for the year, but at the expense of the next year's 
results. 

While Clorox considers CVM appropriate for most of its businesses, 
there are exceptions. These include its relatively small Brita water filter 
business and some of its international operations where it is still build
ing infrastructure. In these cases, the company has defined simpler ob
jectives related to growth and profits. 

Once CVM was adopted, management had the task of explaining it to 
nonfinancial managers. Tandowsky, working with others in the finance 
and administration function, found a way to do it and to make the process 
fun. He eschewed the usual "lecture course" as being too dry for a cross
section of operating and staff people and looked for something more 
experiential and team-oriented. He chose to introduce people to basic 
fmancial concepts through a board game in which the "players" put "money" 
behind their decisions for a manufacturing company. After playing the 
game, people were introduced to economic value added and CVM. The 
board game Tandowsky selected for the exercise was produced by a 
vendor specializing in games related to finance. 
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Summarizing Clorox's experience in implementing CVM, Rose says, 

We have had very strong brand equities and productive, talented people. 
As a company, we have always been good at execution. What we needed 
to do was to point the arrow in the right direction and it's finally happened. 
Craig Sullivan helped the company define and focus on the right busi
nesses. Once we started managing the right businesses, CVM helped us see 
what we should be measuring to manage them properly. 

Capital Budgeting 

The implementation of an economic profit metric has not changed the 
company's NPV-based capital budgeting procedures. The two methods 
coexist comfortably. NPV and IRR analyses always have been required 
for new product investments and for acquisitions. Now, capital expen
ditures exceeding $5 million must be approved by the CEO. For smaller 
amounts at the division level, CVM itself helps regulate capital spend
ing. 

Clorox uses an 8 percent cost of capital, assuming no inflation. Rev
enues and costs are projected using constant dollars. It is easier to focus 
on volume increases, cost reductions, and operating margins when in
flationary cost increases are not factored in. Thirty percent debt is as
sumed, although the company's debt has only once exceeded that level 
and usually is lower. Figures from Ibbotson's Stock, Bonds, Bills, and 
Inflation yearbook for a 75-year period are used. During that time, eq
uities have returned 6 percent over the risk-free rate to investors. In the 
past 20 years, the risk-free rate has been higher and the equity premium 
has been lower. 

Rose describes CVM as a mindset and net present value as a deci
sion tool. She believes technical skills in the finance function and finan
cial acumen in the corporation overall have increased substantially during 
the past several years. 

Repurchase of Stock 

As Clorox continues to generate more cash than it needs to reinvest in 
the bUSiness, it has a choice of accumulating excess cash on its balance 
sheet or giving it back to its shareholders. It can return it by either 
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paying dividends or repurchasing stock, driving up the value of each 
share. The company repurchased $100 million of its stock in 1994, be
lieving that it is more efficient for shareholders to take excess cash in 
the form of capital gains. 

How Investors andAnalysts 
View the Company 

It took some time for CEO Sullivan to establish credibility with the ana
lyst community. At his first meeting with analysts in 1992, he said that he 
and his management team would set priorities and develop a strategy 
for improving performance and generating a superior return to stock
holders. The analysts were skeptical and unenthused. Sullivan then re
turned with a strategy and explained it very clearly. The analysts listened 
but reserved their judgment until they could see results. The following 
year, he reiterated his message and reported that Clorox was continuing 
to execute its plan and to deliver results. Year by year, the company has 
continued to build a reputation for consistency and predictability. 

People Interviewed 

Lloyd P. Chasey, Director, Household Products Division Finance and 
Accounting 

Jake Karmendy, Director of Finance, Corporate Staff Functions 
Karen Rose, Vice President and Treasurer 
Keith Tandowsky, Director of Finance and Accounting, The Kingsford 

Products Division 
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and Co. 

Five years ago, DuPont recognized that earnings and cash flow were 
not meeting targets, so management began a program of divestiture, 
downsizing, and working smarter. Between 1990 and 1994, the company's 
total employment dropped from 144,000 to 107,000 jobs. Layers of man
agement were reduced and organizational barriers were eliminated to 
give people close to the markets the authority to act faster and more 
decisively. The company eliminated an entire layer of senior manage
ment and support staff, and reorganized into 23 SBUs that now report to 
a five-person office of the chief executive. 

Before this reorganization, the company's businesses were grouped 
into several large sectors, each headed by a senior vice president/depart
ment head. Important strategic planning and marketing decisions, includ
ing capital investment proposals of more than $5 million, had to be 
approved by corporate-level executives who were not close to the busi
nesses. Department heads seemed to be evaluated by how much capital 
they could get. Form seemed to be more in1portant than substance, and 
the sectors were so large that important business issues were overlooked. 
For example, nylon, Dacron™, and Lycra™ were all managed in one 
sector; and though there were marketing synergies, each product was in 
a different stage of its life cycle and had different competitive challenges 
and business issues. Cost problems with nylon were hidden by Lycra™ 
profitability. In all, the business sector bureaucracy created a big distance 
between corporate management and the business units. 

The new structure was designed to enable business units to be more 
responsive to changes in their markets while being more accountable 
for financial performance. Vice presidents and general managers are 
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now holistically accountable for their SBUs. They present annual and 
longer-term plans for approval and periodically review progress and 
important issues with the office of the chief executive. All but the very 
largest capital budgeting decisions are made at the SBU level as part of 
approved business plans. 

Financial Performance Metrics 

The reorganization called for new ways to measure the financial perfor
mance of SBUs as if they were independent businesses. This require
ment did not mean a radical change in du Pont's performance 
measurement systems, just an enhancement. 

DuPont's principal financial metrics for evaluating business unit per
fornlance are after-tax operting income (ATOI) and components of cash 
flow not related to financing. Cash from operations, working capital, 
capital expenditures, and net cash flow after capital expenditures are 
measured against the plan for each business unit. Management also 
considers other ratios such as permanent investment turnover (sales di
vided by pernlanent investment), the variable margin (sales less variable 
costs divided by sales), fixed-cost productivity (sales divided by control
lable fixed costs), and working-capital turnover. Within working capital 
the cotnpany tracks the number of days of inventory, accounts payable, 
and accounts receivable. 

DuPont considers turnover metrics to be both financial and behav
ioral. Part of its purpose is to encourage people below the general man
agetnent level to make the resources they have been entrusted with 
work harder. Salespeople have to work with credit people and under
stand that a sale is not a sale until the cash comes in. They have to think 
about generating more sales with less receivables and inventory. 

Recently, the company introduced two new financial performance 
measures: RONA and shareholder value added (SVA). RONA is defined 
as ATOl, with no financing charges, divided by net assets. Net assets are 
total assets (after depreciation) less current liabilities without short-term 
borrowings. RONA is an improvement over ROE as a profitability ratio 
because it takes into account management of the entire balance sheet 
without consideration of external financing. RONA is a measure of re
turn on total capital employed, and is not influenced by the ratio be
tween debt and equity. 
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SVA, a variant of economic value added, is defined as ATOI minus a 
capital charge, which is the cost of capital multiplied by net assets. SVA 
is the dollar value of the spread between RONA and the weighted aver
age cost of capital. 

DuPont considers SVA a useful addition because it unites earnings 
and investment in a single monetary measure of performance. It makes 
managers more aware of the corporat.e resources they are using. How
ever, at this point, SVA has no bearing on managers' compensation. 

Like any other single metric, SVA has limitations. It is more useful 
when considered over time than for a single year. It is book based, not 
cash based. On the other hand, cash-based measures have limitations as 
well, particularly because cash flow in anyone year can give a distorted 
picture of performance. 

While DuPont is aware that SVA creates value by generating cash 
flow over time, the company is equally concerned about measuring 
performance in every time period. The accrual-based SVA measure al
lows people not specialized in finance to understand the dynamic of 
creating value. It conveys this message: "You are obliged to earn on the 
capital invested in your business and to repay that capital over time." 
Charles Cantwell, financial consultant, believes there is a danger in the 
way some people think about sunk costs. "They think that what they 
spent yesterday doesn't matter and that only what they earn tomorrow 
is important." They forget about the millstone around their necks called 
"previously spent capital" that must generate a continuing return and be 
repaid as well. Through a capital charge, SVA continually reminds man
agers of their obligation to earn on capital already on the ground. 

Measuring Managers' Performance 

ATOI and cash flow are the primary focus for evaluating the perfor
mance of vice presidents and general managers. How the general man
agers use SVA, RONA, and other measures within their business units is 
up to them. They generally will use SVA as one of their measures for the 
top level of managers reporting to them. Beyond that, measures are not 
standardized because businesses have different growth characteristics, 
market dynamics, and demands in meeting customer needs. du Pont's 
businesses range from agricultural chemicals with fairly high margins to 
fibers with high volume and low margins. Each business establishes 
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goals and performance objectives for the year based on its unique cir
cumstances. Managers' objectives are to deliver on those plans. 

Business-Unit Financial Statements 

An important part of implementing the SVA measure is producing more 
accurate and complete business-unit balance sheets. In the past, DuPont's 
business units had limited balance sheets, and many assets and liabili
ties were classified as "corporate." Now the company is assigning as 
many of those corporate items to the business units as it can, eliminat
ing a large "all other" category that in the past was too easy for people 
to consider someone else's problem. Working capital items have been 
relatively easy to allocate. Assets such as the main DuPont office build
ing in Wilmington, Delaware, other office facilities, shared investments 
in staff functions, capitalized interest, and other corporate assets, along 
with current liabilities such as taxes payable and other postemployment 
benefits (e.g., health care for retirees) have had to be allocated by for
mula in the most reasonable way possible. 

Adjustments to Earnings and Capital 

Some companies make substantial adjustments to their reported figures 
to put earnings and capital on an economic basis, but DuPont prefers to 
keep things simple, making as few adjustments as possible. Property, 
plant, and equipment at the SBU level is in line with externally reported 
numbers; it is not adjusted for current or replacement value. When as
sets are eliminated, the amount of capital invested declines by the book 
value of those assets, so disposal of fully depreciated assets has no 
effect on an SBU balance sheet. When management is comparing busi
ness-unit performance, it knows to take into account that book num
bers do not reflect replacement values, and older businesses may appear 
to have relatively high RONA ratios because their assets have depreci
ated. Most of DuPont's businesses reinvest so consistently that their total 
net assets do not diminish much over time. 

DuPont believes that the SVA measure will be most helpful when it 
can be used to measure the progress of its businesses over time. Right 
now, it has only a couple of years of full financial data based on the 
current SBU organizational structure. Reconstruction of the data going 
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back would be a monumental task for such a big company, and the 
numerous adjustments required could cause confusion and credibility 
problems for managers being judged by the numbers. 

How Finance Function Works 
with Business Units 

DuPont's finance function is well integrated into the businesses. It takes 
the lead in developing financial performance measures used through
out the corporation and in helping managers develop additional n1ea
sures appropriate to their businesses. Only four core financial activities 
are considered corporate: treasury, audit, tax, and corporate account
ing. (Corporate accounting pulls together the data for external report
ing.) Credit support, financial planning, control, and other financial 
functions are within business units. Accounting, though centralized, as
signs people to work directly with each unit. 

Each SBU has a financial manager who is in effect the CFO and part 
of the business leadership team. These managers report to both the 
business unit head and John Jessup, Vice President and Controller. This 
dual reporting relationship helps them become part of the business units 
and maintain their finance function identities. The finance leadership 
group, consisting of the SBU financial managers, has been involved 
with implementation of the SVA measurement system as well as the 
balance sheet project. 

Cantwell has seen a real behavior change in the finance function in 
the 15 years he has been with the con1pany. "Finance people used to 
ask line people for data and require them to prepare budgets and tuain
tain records. Now they help line people and work with them as part of 
a team effort." 

Financial Reporting System 

DuPont has what it calls a global financial database that is accessible to 
people who need it, and allows information to be assembled in virtually 
any way. Within the system there is a full earnings statement, full cash
flow statement, and a balance sheet for each SBU. To track perfor
mance, business managers and analysts can go down to any level within 
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a business unit, download the information they consider most useful, 
and present it however they want. 

Capital Budgeting Procedures 

DuPont uses net present value analysis for almost all investment decisions. 
The adoption of economic-profit -based performance metrics has not changed 
its capital budgeting procedures. Cantwell considers the two measures com
patible, noting that discounted economic value added is equal to NPY. The 
principal noncash charge in DuPont's SVA measure is depreciation, which 
in combination with the capital charge corresponds over time to the cash 
outflow in a net present value calculation. These charges are analogous to 
a home mortgage-ciepreciation corresponding to the principal repayment 
and the capital charge corresponding to the interest. 

Most capital expenditures are approved within business units as part 
of their approved business plans. Only the largest require approval at the 
corporate level. The company has published guidelines for project pro
posals, including a suggested format and information that should be in
cluded. Those guidelines suggest minimum requirements such as a net 
present value analysis, but they are not meant to be straitjackets. There 
are big differences among joint ventures, "greenfield" plants, cost-savings 
projects, and environmental projects, and proposals differ accordingly. 

Capital investment requests are written in layman's language. They 
generally include a discussion of how the new investment will fit into 
the business's overall strategy; what alternatives were considered in 
developing the investment plan; what the most important uncertainties 
are; what contingency plans and alternative time frames exist; and a 
summary of project economics expressed in terms of NPV, IRR, dis
counted payback, and the profitability index. The discounted payback is 
the time that elapses until the project has a positive net present value. 
The profitability index is the present value of cash inflows from opera
tions divided by the present value of investment outflows. The expected 
NPV for a project is calculated for the total project life; for periods 
during the course of the project such as construction, the first five years, 
and the second five years; and for the project's terminal value. This 
approach focuses attention on when the project is expected to generate 
most of its value and which assumptions need the most critical scrutiny. 
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Key uncertainties for the project are identified, and a range of pos
sible outcomes is quantified for each uncertainty over the range of 10 to 
90 percent probability. For example, a business may believe that there is 
a 10 percent chance of selling 10 million units or more, a 50 percent 
chance of selling 8 million units or more, and a 90 percent chance of 
selling 7 million units or more. Other uncertainties in the analysis might 
include project cost, raw material prices, product selling prices, market 
share, and market growth. The effect that each variable could have on 
the project is quantified assuming all other variables are held at the 
50 percent probability level. The NPV impact of individual uncertainties 
can be illustrated by graphing NPV for 10, 50, and 90 points. For ex
ample, in Figure 10-1 a plant expansion project has a NPV of $6.5 mil
lion, assuming that each of the five variables is at the 50 percent probability 
level, and thus there is an equal chance that actual results will be above 
or below the median. But values on either side of the median will not 
necessarily be the same. While no single uncertainty is likely to cause a 
negative NPV, results for this project are highly sensitive to market factors 
such as selling prices and market share. 

FIGURE 10-1 NPV Sensitivity to Uncertainties 
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Managers are encouraged not to think that the best and worst cases 
are simply 10 or 20 percent above or below the median, but rather to 
capture a full 80 percent of the total uncertainty. Their upside estimates 
may be more optimistic than their downside, or vice versa, and part of 
Figure 10-1's purpose is to show the skew of the distribution. In this 
figure, there appears to be somewhat more downside risk, especially in 
selling prices. 

Range of Outcomes 

For the most critical uncertainties, probability distributions are assessed, 
and cumulative probability distributions of NPV and profitability index 
are developed. Monte Carlo simulations or decision trees are used to 
develop these curves. Figure 10-2 shows a range of NPV outcomes. 
Figure 10-3 shows a range of profitability index outcomes. Similar charts 
are included in the company's capital investment requests. 

FIGURE 10-2 Range ofNPV Outcomes 
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FIGURE 10-3 Range of Profitability Index Outcomes 
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Decision and Risk Analysis 

For large decisions, including projects of more than $5 million, DuPont 
frequently uses an analytical procedure called decision and risk analysis 
(D&RA). This process builds on the analytical techniques discussed ear
lier under "Capital Budgeting Procedures" to help managers consider 
alternative strategies, analyze uncertainties, make decisions, and develop 
implementation plans in a particularly rigorous way. 

Typically, the analysis is performed by a multifunctional project team 
and overseen by a multifunctional decision board. The project team 
creates strategy tables (Figure 10-4) to display the most important deci
sion alternatives in categories such as manufacturing, technical devel
opment, and sales and marketing. It develops influence diagrams (Figure 
10-5) showing how all the uncertainties relate to each other and how 
they impact net present value. Before proceeding with the quantitative 
analysis, the team reviews this framework with the decision board. The 
project team then does in-depth analysis of marketing, manufacturing, 
and technical uncertainties, consulting subject matter experts, usually 
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FIGURE 10-5 Sample Influence Diagram 
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within the company. These data enable the project team to analyze 
what is creating value for a business and what is generating the most 
uncertainty. Following a review of the analysis with the decision board, 
the project team develops implementation plans including action steps, 
nleasures to minimize risk, contingency planning, metrics to measure 
progress, and required cultural changes. These plans are then reviewed 
at a subsequent decision-board meeting. 

DuPont believes that the decision and risk analysis process has en
hanced team building, increased the level of attention paid to new and 
different strategic approaches, and created buy-in and commitments to 
major decisions. 

Cost of <;:apital 

DuPont's weighted average cost of capital is 12 percent. This figure is 
used as the discount rate for net present value analysis in all the busi
ness units. Management considers businesses healthy if they have 
14 percent or higher RONA. That number is higher than the cost of 
capital in order to cover corporate items,and also because management 
wants people to strive to earn more than the cost of capital. Cantwell 
acknowledges that companies can get very involved in computing and 
updating their WACC and in ascribing different costs of capital to differ
ent business units based on risk, comparable companies in the same 
industries, and so forth. But he believes that 12 percent serves the 
company's measurement needs well and is not far off the mark. He does 
not think that fine-tuning the cost of capital would be in the company's 
best interest. 

Financial Structure 

Performance metrics such as SVA have little bearing on DuPont's capital 
structure. The company manages its capital structure so that debt will be 
at a comfortable level, providing operating and financial flexibility with
out jeopardizing the company's debt rating. DuPont did not take on any 
debt until the late 1960s. Now it is not afraid of leverage when appropri
.ate. It used substantial debt financing to buy Conoco and some debt to 
buy back Seagram's interest in the company but has been working its 
leverage back to a level it considers normal. 
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How Investors and Analysts Value 
the Company 

DuPont's management believes that investors buy its stock for total re
turn-a combination of price appreciation and dividends. The company's 
current TSR target is 15 percent. The TSR target is higher than the WACC 
because of modest leverage. du Pont's dividend yield is currently 3.2 per
cent, and over time it has generally stayed in the range of 3 to 3.5 percent. 
DuPont has been reasonably successful in exceeding the S&P 500. 

Cantwell sees more discussion of price-earnings ratios and price-to
cash-flow ratios than evidence of DCF analysis in sell-side security ana
lysts' reports, but he believes that those who use short-term ratios 
generally understand the longer-term cash-flow dynamics. The story 
du Pont shares with the market is one of growth in earnings and, in 
turn, growth in cash flow over time. 

Analysts sometimes value DuPont and other large industrial compa
nies by the amount of their capital expenditures and whether there 
appears to be a corresponding improvement in cash flow over time. 
Several years ago, one Wall Street firm criticized DuPont for getting 
insufficient cash back for all the capital it was investing. Now there are 
more comments that the company is controlling its capital expenditures 
and getting good returns. That opinion seems to be reflected in a recent 
improvement in the company's stock price. 

Short- and Long-Term Perspective 

DuPont pays attention to short-term as well as long-term results. Cantwell 
believes that very few public companies are unconcerned with short
term earnings results, but he does not think DuPont would make a 
decision to bolster quarterly results that would be damaging to the long
term health of the business. Sheer size helps the company offset busi
nesses that are investing in future growth with businesses that are 
generating substantial cash returns. When businesses are in a heavy 
investment mode, their financial metrics are expected to reflect it, and 
the reasons for relatively low short-term r~turns are taken into account 
in evaluating their managers. If DuPont made an acquisition of the mag
nitude of Conoco, and that investment depressed earnings and ratios in 
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the short term, the company would communicate to investors why it 
expected such an investment to create value in the longer term. 

People Interviewed 

Charles W. Cantwell, Manager, Special Studies-Packaging and 
Industrial Polymers 

John P. Jessup, Vice President Finance and Controller 
John C. Sargent, Vice President and Treasurer 
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Federal Signal Corporation 

Federal Signal Corporation is a manufacturer and worldwide supplier of 
safety, signaling, and communications equipment; fire trucks; rescue 
vehicles; street sweeping and vacuum loader vehicles; parking control 
equipment; custom on-premise signage; carbide cutting tools; precision 
punches; and related die components. Founded in 1901, the firm does 
some $800 million in sales annually. Federal Signal has four major oper
ating groups-safety products, sign, tool, and vehicle-and has a de
centralized management approach. The company's strategy is to maintain 
a leading position through innovative product development and supe
rior operating performance in low-technology niche markets. It believes 
that a company with the number-one position in an industry can com
mand a premium price and act as a market leader in addition to benefit
ing from economies of scale. Ninety-eight percent of the company's 
1994 domestic sales were in markets in which it held the number-one 
market share. Now the company is expanding into more international 
markets. Sales to foreign buyers increased from 8 percent of total sales 
in 1988 to 19 percent in 1994. 

Federal Signal has invested more than $200 million to acquire 19 
companies in the last decade. The company believes that its diversity 
helps maintain consistent earnings growth, but it does not consider it
self a conglomerate. There is considerable marketing synergy within 
each group. While group and division presidents have substantial au
tonomy, the company culture encourages them to work together and 
share ideas on manufacturing and marketing wherever possible. Joe 
Ross, Chairman and CEO, gives a "white hat" award each year to the 
division which has not only demonstrated outstanding performance un
der operating and financial metrics, but also has helped build the 
company's overall management infrastructure. 

112 
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The company maintains low leverage, a thin corporate staff, and 
tight control over spending. Total debt to capitalization for manufactur
ing operations at the end of 1994 was 22 percent. There are 25 people 
on the corporate staff in Oak Brook, Illinois, 11 of whom are in finance. 
Even with an emphasis on product development and innovation, the 
company makes relatively modest capital expenditures each year, which 
are covered several times by cash flow from operations. Strict cost con
trol starts at the top. There are few individual subscriptions to the Wall 
Street Journal, and everyone, including the chairman, flies coach on 
both domestic and international flights. 

Financial Metrics 

Federal Signal's two most important financial objectives are a 15 percent 
average increase in annual earnings per share over time and a 20 per
cent ROE. Management considers the achievement of the company's 
financial goals to be rooted in basic operating performance. Therefore, 
it also pays close attention to the operating margin, working capital, and 
other asset utilization ratios. 

At the business-unit level, the ROE metric in effect is a RONA metric. 
For performance measurement purposes, capital invested in a business 
is defined as total assets minus non-interest-bearing current liabilities. 
Items on the corporate balance sheet such as debt, pension liabilities, 
and other nonoperating accrued liabilities are excluded from the busi
ness unit's balance sheet. The only balance sheet item that business
unit managers cannot control is goodwill, and there has been some 
debate within the company about whether it should be included. 

Federal Signal has used performance measures such as operating mar
gins and inventory turns for decades. Strategic objectives cascade into a 
valuation model and operating parameters to guide people in sales, manu
facturing, and other functions throughout the company. Questions addressed 
include the following: How can we maximize value? Where do we go for 
sales growth? How risky is each new market? How do we prioritize? Each 
component of inventory is carefully managed. Finished goods relate to 
customer service. Work in progress relates to the manufacturing cycle. Raw 
materials involve clever purchasing, making sure suppliers stick to delivery 
schedules, and perhaps partnering with suppliers. 
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In the mid-1980s, the company decided that the best way to create 
value was to capitalize on its leading market positions, improve margins, 
and reduce working capital. Between then and 1994, Federal Signal im
proved its operating margin from 7 percent to more than 11 percent and 
reduced working capital from 27 percent to 10 percent of sales. 

Federal Signal is often just as concerned with year-over-year perfor
mance as it is with the absolute value of a business. It uses its accumu
lated expertise to improve the margins of newly acquired companies. 
The vehicle group's operating margin slipped from 10.5 percent in 1993 
to 9 percent in the second quarter of 1995 as it folded in the operations 
of Vactor Manufacturing, the leading U.S. manufacturer of municipal 
catch basin and sewer cleaning equipment, and Guzzler Manufacturing, 
the leading U.S. supplier of industrial cleaning trucks. But the vehicle 
group saw opportunities to improve manufacturing efficiency and com
bine marketing operations for similar products and expects to double 
the operating margins of the newly acquired companies in the near 
future. 

Now that the company's base businesses have largely reached their 
margin improvement goals, Federal Signal is putting greater emphasis 
on growth-taking its existing strengths into new markets abroad. The 
company is already the world's leading producer of fire engines and 
street sweepers. It plans to expand its international market share of 
those and other products. 

Duane Doerle, Director of Corporate Development, has helped busi
ness-unit managers identify complementary markets peripheral to the 
markets they currently serve. For example, the Tool Group, which makes 
punches and dies for metal stamping, has good margins but is not grow
ing fast enough. It has a good market position within a broad group of 
metal working manufacturers but has a lot of room to grow in other 
industrial markets such as beverage can tooling, where it has only a 10 
percent market share. 

Management wants businesses to grow their top lines even if doing 
so reduces their margins somewhat. This emphasis represents a new 
paradigm for managers who have worked over the years to improve 
margins. They are learning that substantial sales generating returns 
3 percent above the cost of capital can create more value than modest , 
sales generating 5 percent above the cost of capital. 

Henry Dykema, Vice President and Chief Financial Officer, observes 
that as businesses grow and change, they excel in some areas while 
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developing their skills in others. A business with highly developed skills 
in cost cutting and working-capital management can initially find the 
sales-growing process more difficult. Developing global markets requires 
different skills that take time to develop. 

Doerle has used a valuation model to help each business identify 
growth opportunities. He does sensitivity tests that allow him to com
pare the benefits that can be gained from improvements in margins, 
working-capital reduction, and growth. He can help managers pinpoint 
businesses where there is relatively little value to be gained from further 
margin improvement and greater value to be gained from growth. He 
also can calculate the effects of various sales levels and margins, giving 
managers comfort that they will not destroy value by reducing margins 
to increase sales. 

Valuation Model 

Doerle uses the discounted cash-flow model to value the company's 
existing businesses and prospective acquisitions. He does sensitivity 
analyses to see the effect of variables such as margins, growth, and the 
level of payables, receivables, and inventory on the value of each busi
ness. He projects annual cash flows for five years, or longer if a business 
strategy calls for it. At the end of that period, he uses a growth perpetu
ity that assumes that free cash flow will continue to grow at 3 or 4 
percent per year for Federal Signal businesses and a more conservative 
2 percent for potential acquisitions. By using a growth perpetuity, 
he avoids the highly variable method of estimating a terminal value 
using market comparables. The company considers its growth perpetu
ity assumptions conservative. It has had good experience using these 
assumptions coupled with sensitivity analYSis and other "pluses and mi
nuses" in its valuation work. 

For many of Federal Signal's businesses and acquisitions, Doerle 
estimates capital spending by keeping the model's fixed assets at a cer
tain percentage of sales. He uses more specific information on capital 
spending plans if good estimates can be made. In valuing a target com
pany, Doerle works with a team from the operating group that is con
Sidering the acquisition. Together they develop assumptions on 
combination benefits in both manufacturing and marketing, fixed capi
tal investments that wou~d be required, or how the pattern of capital 
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spending might change under Federal Signal's management. Over the 
years, virtually all of the operating managers have worked with Doerle 
on acquisitions and become familiar with the company's valuation meth
odology. 

Doerle uses Federal Signal's weighted average cost of capital as a 
discount rate for all capital budgeting and valuation. The company does 
not use different discount rates for different businesses because it is 
difficult to get the information to do it properly, and best estimates are 
always subject to question. Doerle's cost-of-capital worksheet is shown 
in Figure 11-1. He gets the premium for the cost of common equity over 
the 30-year Treasury rate from Ibbotson's Stocks, Bonds, Bills, and Infla
tion. To calculate Federal Signal's cost of equity, he multiplies that pre
mium by Federal Signal's beta and adds the resulting figure to the 30-year 
Treasury bond rate. The cost of debt is a blended rate with components 
varying from short-term to IO-year debt rates. He then calculates a WACC 

reflecting Federal Signal's target mix of 70 percent equity and 30 percent 
debt based on book values. 

FIGURE 11-1 Cost-of-Capital Worksheet 

Cost of equity 

Premium (Ibbotson study) 

Federal Signal beta (leveraged) 

Subtotal 

30-year Treasury rate 

Cost of equity 

Cost of debt 

Blended rate 

Tax rate 

After-tax cost of debt 

Cost of capital 

70% (cost of equity) + 30% (after-tax cost of debt) 

0.7 ( ) + 0.3 ( ) 

5.6% 

times 

plus 
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The target debt level is high enough to reduce the company's cost of 
capital but not so high as to create unnecessary financial risk. If the 
company were to use its actual debt-to-equity ratio in its cost-of-capital 
calculation, its cost of capital would rise as debt was paid down because 
equity is more expensive than debt. Consequently the company's hurdle 
rate, the WACC, is based on the targeted rather than the actual debt-to
equity ratio. It is management's responsibility to make sure that the 
actual debt -to-equity ratio never gets too far from the target. This can be 
done by funding acquisitions with debt, increasing dividends, buying 
back company stock, or using a combination of these options. 

The valuation model is a useful tool for both acquisitions and strate
gic planning. Doerle discusses different assumptions with business man
agers and often does 20 or 30 different scenarios. For example, what if 
you grow sales by an additional 1 percent per year? What if you adopt 
an aggressive pricing strategy to grow market share? What if you im
prove margins by 0.5 percent? What are the real value drivers? Could a 
strategy that looks good on the surface turn out to be a value killer? 
Tweaking the numbers gives him a feel for each business. 

Dykema comments that business managers have become increas
ingly comfortable with using net present value analysis in their strategic 
planning. They feel that they now have a tool to translate their operat
ing strategies into financial parameters that the CEO needs. Before these 
types of models were used for strategic planning, they had to rely on 
forecasted inCOlne statements and balance sheets, which usually pre
dicted poor returns on capital projects in the initial years. They did not 
have a tool to give then1 confidence that they were creating value. 

Capital Budgeting 

Capital spending constraints based on borrowing capacity have not been 
a problem for Federal Signal. The challenge has been to get business 
managers to come up with more new proposals to grow their busi
nesses. 

For capital budgeting analysis, the company prefers IRR calculations 
to NPV calculations because it likes to compare a project's IRR with its 
level of risk. A low-risk project, such as new equipment for which cost 
savings can be estimated accurately, might require an IRR only 2 per
cent above the company's 10 percent WACC. A higher..;risk project, such 
as developing a new product or entering a new market, generally re-
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quires a higher IRR. Doerle works with managers to do sensitivity analy
ses for many large capital budgeting proposals, working out best and 
worst case scenarios and seeing how the IRR changes as various as
sumptions are changed. If the IRR drops radically based on conservative 
assumptions, then the project is considered risky. 

Incentive Compensation 

Compensation for division presidents has three components: salary, cash 
bonus, and a combination of stock awards and options. The CEO makes 
the decisions. Stock awards and options are discretionary. Cash bonus 
target tables are set annually. About 15 percent of cash bonuses are 
based on corporate performance and the remaining 85 percent on sub
sidiary or group performance, depending on the manager's span of 
control. The subsidiary or group performance part is based on how well 
presidents have carried out their strategic plans, how the performance 
of their businesses has improved over the past several years, how diffi
cult their plans have been to achieve, and how well they have attended 
to key value drivers such as sales growth. Priorities for the coming year 
for each group are worked out by the chairman, the CFO, and the 
controller and negotiated with the group presidents. This year for the 
first time, the company is using a matrix for certain operating groups 
that defines a bonus level for each combination of sales growth and 
operating margin. The matrix will provide two benefits: it will help 
managers see how various growth and return targets create value, and it 
will add objectivity to the bonus plan. 

Below the group president level, direct reports (e.g., vice presidents 
of finance, operations, or engineering) generally have compensation 
plans based partly on the group plan submitted to the chairman and 
partly on their own specific goals. Days sales outstanding might be one 
of the measures for the vice president of finance, and inventory turn
over might be a measure for the vice president of operations. Also, 
group presidents sometimes define bonus plans for all employees based 
on group profits. 

Division presidents have the discretion (subject to approval of the 
CEO or board of directors) to recommend cash and stock option pro
grams for their own staff members at all levels. A total of 13 percent of 
the company's stock is held by 60 percent of Federal Signal employees. 
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How Investors andAnalysts 
View the Company 

Federal Signal has provided annual compounded TSRs of 26 percent 
during the 5 years ending in 1994 compared with 9 percent for the 
S&P's Mid-Cap 400 Index list, and 22 percent during the past 15 years 
compared with 11 percent for the S&P Mid-Cap 400. Its average annual 
earnings-per-share growth has been 16 percent over the past 5 years 
and 13 percent over the past 15 years. The company has a track record 
of steady performance as evidenced by a beta of less than one. If the 
company continues to meet its stated goals of 15 percent average EPS 
growth, it will roughly'double in size every 5 years. 

Dykema believes that the company's performance record and its 
consistent strategy have created high credibility with investors and ana
lysts. The company generates increasing cash flow consistent with its 
increase in earnings over time and knows how to invest in continued 
growth, both internally and in the purchase of related businesses. It has 
proven skills in improving the margins of companies it acquires. 

Just over half of Federal Signal's stock is held by institutional inves
tors. Dykema considers this portion surprisingly low, but believes that 
much of the remaining stock is held by individuals investing for the 
long term who are attracted by the steady growth rate. Because the 
company's performance is so steady, Federal Signal sees relatively few 
momentum investors. Dykema believes that momentum investors look 
for potential short -term price movements of 20 percent or more. 

Valuation withAnalysts' 
Cash-Flow Estimates 

Dykema subscribes to a service that summarizes analysts' earnings and 
growth estimates. The company can use its DCF model to see if the 
current price of its stock is consistent with these estimates. Based on the 
current level of free cash flow, analysts' estimates can be used to grow 
cash flow for five years and to calculate a growth perpetuity. Doerle 
thinks a 3 to 4 percent growth rate is appropriate for the growth perpe
tuity formula, considering 2.5 to 3 percent growth in the economy and 
Federal Signal's steady history of growth. The WACC is used as a dis-
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count rate. The company segments its finance receivables and related 
debt financing and assigns them a lower cost of capital based on higher 
leverage. 

People Interviewed 

Duane Doerle, Director of Corporate Development 
Henry 1. Dykema, Vice President and Chief Financial Officer 
Richard 1. Ritz, Vice President and Controller 
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FMC Corporation 

FMC is a $4 billion corporation with businesses in five major groups: (1) 
performance chemicals, including agricultural chemicals, pharmaceuti
cal and food ingredients, process additives, and proprietary products 
used for biotechnology; (2) industrial chemicals; (3) machinery and equip
ment, including energy and transportation equipment and food machin
ery; (4) defense systems; and (5) precious metals, principally gold. 

Evolution of Performance Measures 

FMC has used several different financial performance metrics over the 
past two decades. The company's experience reflects some of the 
strengths and weaknesses of different measurement systems as well as 
changing economic conditions and FMC's own corporate evolution. 

Cash Flow Return on Investment 

FMC introduced the proprietary cash flow return on investment (CFROI) 
model in 1979 and used it in the early 1980s. At that time, the company 
was a far more diverse conglomerate than it is today. Some of its busi
nesses were capital intensive and some were not. The company needed 
a way to put businesses on an equal footing to help define an adequate 
return on capital employed. Inflation was a problem; and replacing de
cades-old capital assets at 1980 prices was creating measurement diffi
culties. The CFROI model attempted to adjust for inflation by using an 
indexing system that inflated assets to current dollar values. 

CFROI is an IRR measure. A related spot valuation model starts with 
the current rate of return on a company's businesses, projects future cash 
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flows based on assumed rates of capital investment and above-average 
rates of return fading to market norms over time, and discounts the result
ing cash flows at a market-derived discount rate. (This methodology is 
discussed in detail in the National Semiconductor case.) Valuations for busi
nesses are compared with external benchmarks that indicate the value they 
might hold for other corporate owners. This approach provided former 
CEO Robert Malott and his team with a new tool to estimate the value of 
businesses to FMC and the return they should expect fron1 those busi
nesses. 

For three years, the strategic planning group and senior manage
ment used the CFROI model as part of an analytic process to rationalize 
the company's portfolio. The model helped FMC's senior managen1ent 
decide which businesses were healthy, which needed to be fixed, and 
which should be sold. But the model was difficult to roll out into the 
business units. It was based on a complex IRR model rather than on the 
traditional P&L model that managers were familiar with. Management 
tried to translate what it found useful in the CFROI model into an ac
counting model that was easier to understand. A new measuren1ent 
systetll called "net contribution" was developed for incentive-based com
pensation. 

Net Contribution 

To determine net contribution, FMC calculated operating profit after tax 
(sales minus the cost of sales) and then applied a capital charge. Within 
the cost of sales, depreciation was calculated based on the current cost 
and economic life of the asset. Different economic lives were assllllled 
for different types of assets, ranging from 3 or 4 years for computer 
equipment to 25 years for a chemical plant. The cost of capital was 
divided into inflationary and real portions, and real rate-of-return targets 
were set. The hurdle rate was raised to cover corporate overhead. Taxes 
charged were at an effective or marginal tax rate. The returns that FMC 
expected from its businesses using this method were lower than re
ported accounting returns because they were calculating real rather than 
nominal rates. 

Operating Profit After Taxes and Working Capital 

In the mid-1980s, FMC decided that net contribution reflected a 
number of factors, such as capital structure, that were beyond business 
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managers' control, particularly in a one-year time frame. The company 
decided to use two measures for incentive compensation: operating 
profit after taxes and working capital. The working capital measure helped 
FMC generate about $400 million cash from working capital reductions 
over a four-year period. 

FMC continued to adjust assets including land for current values, 
and levy an 8 percent per year capital charge on those assets. The com
pany had land in places such as Princeton, New Jersey, and San Jose, 
California, that was purchased in the 1940s, had little value on the bal
ance sheet, but had appreciated substantially. Business n1anagers were 
encouraged to dispose of whatever land they did not need. 

In 1984, the company bought back one-third of its shares because it 
had lnore cash than it could possibly invest, and the acquisitions market 
seemed expensive. In 1986, the company recapitalized, increasing le
verage and distributing a major dividend to shareholders. By this time, 
n1anaging the businesses for cash was instilled in the corporate culture. 

A couple of years ago, FMC reevaluated its system for asset valua
tion and decided to stop making adjustments for inflation. The adjusted 
asset values were not providing useful signals to management; they 
were no more accurate than the balance sheet values based on histori
cal cost accounting; and in some cases, asset values after inflation ad
justlnent were higher than replacement costs. 

Economic Value Added 

FMC adopted economic value added with relatively few adjustments 
because the approach is easy for business managers to understand. Ron 
Man1bu, Corporate Controller, believes that a company has to make a 
trade-off between the most technically correct model and a model that 
provides the right signals and direction indicators but is also broadly 
understood. According to Mambu, "When an organization understands 
the objective and gets behind it, you just get out of the way and they'll 
get the job done." 

Malnbu recognizes that shareholder value is driven by cash flow 
over the longer term. However, he believes that cash-flow measures can 
give a distorted picture of operations in any given year because of the 
tin1ing of items such as tax payments and capital expenditures. The 
shorter the period, he believes, the more difficult it is to use cash-flow
based performance measures. 
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Balanced Scorecard 

FMC's businesses are assessed using a balanced scorecard of financial 
and nonfinancial measures. Each of FMC's 25 SBUs develops its own 
measures. For example, the scorecards for agricultural chemicals and 
food machinery are very different. Measures that really drive each busi
ness are developed in a bottom-up process. They are reviewed with 
corporate management as part of the planning process and frequently 
changed as business objectives evolve. The measures are not viewed as 
a business unit's contract with management, but as benchmarks that 
motivate business managers to implement their strategic initiatives and 
provide feedback on how well they are doing. 

The balanced scorecard has focused senior management's attention 
on a number of nonfinancial measures that had little visibility before: 
market share; patents; new ideas implemented; new products moving 
from development to availability; sales of new products; cycle times; 
customer complaints; late deliveries; amount of time to answer 
customer inquiries; and other measures of quality, innovativeness, and 
customer satisfaction. 

None of these measures overshadows the importance of traditional 
financial measures such as operating profit margins, capital turnover, 
return on average capital employed, and working capital. FMC calcu
lates working capital in four components-accounts receivable, inven
tory, trade payables, and advance payments-and considers these 
measures most helpful for assessing performance in a quarter, six months, 
or a year. It considers economic value added to be more valuable over 
the longer term. 

Incentive Compensation 

FMC uses economic value added over a three-year time frame for incen
tive compensation; managers estimate what their businesses are going 
to do for the next three years, and compensation systems are based on 
that estimate. 

In the past, managers submitted annual budgets for operating prof
its before taxes that were intended to have a SO-SO chance of being 
exceeded or not achieved. But some managers were conservative and 
submitted budgets that really had a 60 or 70 percent chance of being 
exceeded, because in their perception, the penalty for not meeting the 
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annual budget was greater than the reward for exceeding it. The new 
system is designed to encourage stretch earnings targets. Management 
evaluates each division's three-year plans based on their degree of stretch 
using a scale from zero to three. If the plan is considered a three and the 
division reaches the earnings target, then management's target bonus is 
multiplied by three. Based on the plans submitted, management devel
ops a chart for each division indicating the level of earnings that quali
fies for a bonus multiplier of zero, one, two, or three, and the slope of 
the line is intended to encourage stretch targets. For example, the differ
ence in net contribution between a two and a three bonus multiplier 
might be less than the difference between a one and a two. 

Management is aware that a large acquisition may depress earnings 
in the short term, and that a business such as agricultural chemicals may 
find opportunities that require higher R&D expenses than the budget 
calls for. As long as management understands and agrees with the deci
sion, bonuses and promotions are not affected. 

Businesses may make acquisitions that are not in their three-year 
plans and that have the potential to depress earnings in the short run. 
FMC protects business managers from the short-term consequences of 
acquisitions in one of two ways: (1) A business may get approval for an 
acquisition or capital investment based on performance targets, and its 
annual net contribution targets during the three-year period are adjusted 
downward. (2) A business might make its net contribution target even 
after taking an acquisition into account. In this case, earnings above the 
net contribution target are considered "gravy." Targets are never ad
justed upward. 

Implementing Economic Value Added 

FMC calculates economic value added for each business unit starting 
with net income and deducting a charge for capital. The following sec
tions describe how the company determines the capital invested in each 
unit and the hurdle rate. 

Capital Invested 

Capital employed is primarily working capital excluding bank and term 
debt, net property plant and equipment, other operating investments, 
and goodwill. Intangibles other than goodwill are not capitalized. For 
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example, the agricultural chemicals business has substantial R&D ex
penditures, and although R&D could be considered an important intan
gible asset on the balance sheet, these expenditures are not capitalized. 
The amounts charged to the income statement are relatively consistent 
from year to year. FMC does not think that capitalizing and amortizing 
these expenditures would help either performance measurement or the 
matching of revenues and costs. 

Cheryl Francis, Vice President and Treasurer, firmly believes that if 
one of FMC's business units buys a company, it has to earn a return on 
the purchase price. She also believes that-for performance measure
ment purposes-goodwill should be included in the capital invested. 
But she notes that there is a problem the company has not yet resolved: 
Businesses are charged twice, because the asset is charged with the 
company's 11.5 percent cost of capital, and goodwill is still charged off 
over a 15- to 40-year period. A mitigating factor is that as the asset is 
charged off, less of it is subject to the capital charge. 

Inventory for operating units is recorded on a current dollar cost 
basis. It is converted to LIFO at the corporate level. FMC has a large 
LIFO reserve. 

Hurdle Rate 

FMC uses a hurdle rate of 11.5 percent, slightly above its weighted 
average cost of capital, for all businesses. People have talked about 
using different hurdle rates and costs of capital for different bUSinesses, 
but they have never become comfortable with a way to gauge associ
ated risks and determine effective costs for each business that would 
average out for the corporation as a whole. Mambu thinks that even if 
different rates were used for different businesses, the rates would all be 
between 10 and 12 percent. The company prefers consistency and sim
plicity. 

Problems with Economic Value Added 

Francis sees two problems with FMC's current econotnic-value-added 
measurement system. First, lease expenses are not capitalized on busi
ness units' balance sheets, and so it is not always completely clear to 
managers that leasing is a financing decision, not an investn1ent deci
sion. When a business buys an asset, it is charged at the 11.5 percent 
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hurdle rate for performance measurement purposes. There are plenty of 
opportunities to lease equipment at a lower rate, but business-unit man
agers are not allowed to decide whether to lease or buy. When they 
want an asset, they get approval, and the finance function does the 
lease-or-buy analysis. Managers can mistakenly believe that they are 
losing a potential benefit when they are not allowed to make lease-or
buy decisions. 

The other problem is the difficulty of evaluating businesses in infla
tionary economies such as Mexico. When FMC used a real cost of capi
tal and inflated every business unit's assets, Mexico was on the same 
basis as the United States. Under the current system, Francis recom
mends SOlne kind of inflationary adjustment to the capital charge. This 
move would force business managers to think through their pricing and 
cost structures to make sure they are generating revenues and margins 
that sufficiently cOlnpensate for high risk and high inflation. If a subsid
iary were operating independently, its capital charge might reflect the 
difference in interest rates between the country concerned and the United 
States. If inflation were 40 percent in Mexico and 7 percent in the United 
States, a 33 percent inflation charge would be levied. However, that 
would be too harsh an adjustment for FMC's Mexican subsidiaries, be
cause FMC does not allocate debt and equity to its businesses. 

Capital Budgeting 

FMC has a disciplined, rigorous analytic routine for capital budgeting 
analysis. Its businesses calculate an IRR in which the reinvestment rate 
is the company's WACC. Corporate audits of capital budgeting propos
als give the financial analysis high marks but comment that the propos
als need more analysis of how market demand, pricing, and operating 
costs could vary. 

Capital expenditures above $2 million must be approved at the cor
porate level, and expenditures above $5 million must be approved by 
the board, but a large capital expenditure often calls for a review of the 
business unit's entire plan with senior management. 

In the past, FMC did extensive capital budgeting analysis at the 
corporate level, including detailed project rankings and five-year capital 
projections. Now, rather than approving individual capital expenditures, 
nlanagement is more interested in seeing business units develop good 
strategies. The units are making more investment decisions within the 
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scope of approved business plans. Top management tends to get involved 
early in the decision process for major capital expenditures, regardless 
of whether they are approved at the division or corporate level. 

Role of the Finance Function 

The control function has an important role in developing financial mea
sures' ensuring they are understood and that they represent the results 
of each operation fairly and accurately. But today, the controller's role 
goes far beyond financial measurement. Business-unit controllers are 
helping line managers make strategic decisions and understand the fi
nancial results of those decisions. They participate in the entire plan
ning process, assisting with pricing and sourcing decisions and other 
trade-offs to improve performance. 

FMC's division controllers have been encouraged to think like gen
eral managers since the late 1970s. Mambu says that when business-unit 
controllers start losing their functional identity, the process is beginning 
to work. 

Effect of Performance Measures 
on Financial Structure 

The implementation of economic value added has not affected FMC's 
overall financial structure. Financing decisions generally have no bear
ing on business units' performance measurements, but if a unit manager 
is able to find an opportunity for tax-advantaged financing, the unit's 
P&L shares the benefits. Often these opportunities are found in foreign 
countries. 

Correlation of Performance Measures 
to Shareholder Value 

Francis believes that the correlation of any model with the behavior of 
stock prices is very difficult to prove empirically. Over the years, she has 
tried to predict FMC's share prices with several models, but she has not 
seen convincing results. She observes that people's conclusions about 
correlations are sometimes driven by their assumptions. 
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How Investors andAnalysts 
Value the Company 

Francis thinks that basic economics and cash flow of a business ulti
mately drive stock prices, but she concedes that this view is difficult to 
prove. She sees analysts using shortcuts such as price-earnings mul
tiples, but thinks that the people who are doing the best fundamental 
analysis are focused on cash flow. 

Behavioral Changes 

Manlbu 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 compensa
tion and thus eliminated the gamesmanship from selling next year's 
budget to management. Now business managers make three-year earn
ings estimates and they tend to be nl0re optimistic over the longer term 
and nlore willing to stretch. Second, the use of nonfinancial measures in 
the balanced scorecard has made business managers think more broadly 
and more strategically. 

The new financial measures have helped Chairman Robert Burt shape 
the company and point it in the direction he wants it to go. He wants 
less internal and more external focus. He wants to see more emphasis 
on running businesses superbly; globalizing the company's businesses; 
developing new products and markets; acquiring new businesses in 
technologies and markets that FMC understands; and getting, develop
ing, and keeping the best people. 

Jeff Simoneau, Division Manager of the Packaging and Materials 
Handling Division, observes, "You can't just go in with new measure
ment systems by themselves and expect shifts to take place. Nor can 
you just go in and say, 'We want everybody now to be customer fo
cused, but we are going to measure you based on whether you achieved 
your profit targets for this year or not.' It has to all fit together, and that 
is what has happened over the last few years at FMC." 

Simoneau can still remember people in the 1980s debating the mer
its of financial measures such as profit and return on capital, and talking 
about nonfinancial measures such as maximizing customer satisfaction. 
Now he can see these measures fitting together in a complete package. 
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Simoneau sees the new measures motivating people at all levels. He 
thinks jobs have been enriched because employees are thinking in 
broader terms and more people are thinking like general managers. 
Self-directed employee teams now understand the overall goals of their 
business units and regularly check measures of on-time deliveries and 
customer satisfaction. He thinks the people who feel most threatened 
are lower-level supervisors who are uncomfortable being coaches and 
catalysts rather than bosses. 

Simoneau also thinks it is easy for the company to underestimate 
the amount of training, coaching, education, and selling that is required 
to make all these measures work. Training has to be considered an 
investment, not a cost. Management has to put more emphasis on teach
ing people to be what they can be. Says Simoneau, "Sometimes man
agement jumps the gun and tosses the ball to them too quickly." 

Certain measurements always will be needed, Simoneau adds, but 
sometimes more can be accomplished with good communication. "When 
people sit down and talk, they get a good understanding of whether the 
job is getting done or not. There are no surprises that way." 

Simoneau thinks that successful managers in the future will be more 
willing to take calculated risks because there is more incentive to do so. 
Bonuses used to be predictable; rarely did anyone do really well or 
really badly. Simoneau believes that the new incentive system with its 
longer time horizon will reward people more for taking initiative and 
changing directions, rather than just holding down costs or squeezing 
out a little more profit. People at FMC used to talk about cost cutting 
and capital controls, he adds. Now they talk about the market, the cus
tomer, and growth. 

People Interviewed 

Cheryl A. Francis, Vice President and Treasurer 
Ronald D. Mambu, Controller 
Ruud P. Roggekamp, Director, Capital Markets and Corporate Finance 
Jeffrey G. Simoneau, Division Manager, Packaging and Materials 

Handling Division 
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Meredith Corporation 

Meredith Corporation publishes books and such magazines as Better 
Homes and Gardens and Ladies' HomeJournal; operates television sta
tions; and runs a franchise network of real estate brokers that trade on 
the Better Homes and Gardens name. It is just getting out of the cable 
television business. 

The company has a particularly strong position in magazine pub
lishing. Better Homes and Gardens has 7.6 million circulation and, com
bined with Ladies' Home Journal, has a 37 percent market share of 
advertising pages in the "seven sisters" women's magazines, which also 
include Family Circle, Good Housekeeping, McCall's, Redbook, and 
Woman's Day. Despite this strong position, Meredith sees much of its 
growth opportunities in broadcasting. Magazine publishing is a busi
ness that largely finances itself with up-front subscription revenues. Ex
panding into broadcasting, on the other hand, requires major investments 
in new stations. 

Meredith's different industries require different external financial per
fornlance measures. The company benefits by being in both magazine 
publishing and broadcasting to the extent that advertising dollars can 
switch from one to the other, but the dual nature of its business can 
present a valuation challenge to some analysts and investors who are 
lTIOre accustomed to single-industry companies. At the same time, 
Meredith illustrates the success of using a relatively simple measure, 
return on equity, to get everyone in the company focused on a five-year 
performance improvement goal before lTIoving on to a more sophisti
cated measure such as economic value added. It also illustrates the use 
of comparative operating performance measures in each industry and 
recognizes that these metrics are still the fundamental drivers of share
holder value. 
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Adoption of an ROE Measure 

In 1991 and 1992, Meredith restructured and downsized; 1992 was a 
loss year; and in 1993, the company's ROE was 6.6 percent, excluding 
special items. Management looked at the media industry and concluded 
that a return on equity of at least 15 percent was required to be one of 
the top five companies, and it set a goal of 15 percent ROE by fiscal 
1997. The goal was to be achieved through improved operating perfor
mance and with no increase in financial leverage. 

Milestone goals were set year by year and group by group to mark 
the company's progre"ss toward 15 percent ROE. Balance sheet budget
ing was introduced for the magazine group, for the real estate group, 
and for each broadcast station. Now, yearly budgets are based on ROE 
goals. Targets vary by business: broadcasting is expected to achieve 
returns close to 30 percent and publishing expects returns in the high 
teens, excluding corporate overhead and nonearning assets such as cash. 
Each business determines how much sales growth and margin enhance
ment it needs to reach its yearly ROE targets. 

The 15 percent goal has provided an impetus for revenue growth 
and cost control in all of Meredith's businesses. Financial managers now 
look harder at asset utilization. Purchasing managers, always mindful of 
running out of paper and shutting down the press, have reduced excess 
inventory of paper and promotional materials. The publishing segment has 
added a number of new magazines. Meredith has invested in the most 
advanced desktop publishing equipment in response to the ROE goal and 
changes in industry technology. 

The broadcasting segment has increased its advertising revenues, 
reduced its programming costs, and made a few staff reductions. 
Nonproducing advertising salespeople have been replaced. For non
prime-time programming, Meredith has reduced its purchase of televi
sion shows "off-network" for rerun and increased its purchase of first-run 
syndicated shows such as Wheel of Fortune, Jeopardy, and Oprah. When 
the company buys off-network reruns for a show such as Seinfeld, it 
must pay up front for several years at a time, running a risk that the 
show will decline in popularity during that period. First-run shows are 
purchased a year at a time. 

The ROE metric and the company's plans for achieving it, business 
by bUSiness, have taught people throughout the company about 
Meredith's financial objectives and provided them with a focus. Control-
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ler Kathy Zehr points out that the majority of people in this business are 
marketers or journalists who are not always familiar with financial con
cepts. Three years ago, few people in the operating groups knew what 
cash flow was. People have now started to tie returns to what has been 
invested in the business. They have become more conscious of the cost 
per page and the cost per hour of programming, even though publish
ing and broadcasting are not often considered to be unit cost busi
nesses. Management wants people to continue to focus on the ROE goal 
and the ongoing programs established to reach it. The company reached 
8.9 percent ROE (adjusted to eliminate special items) the second year of 
the program and 12.8 percent the third year. ROE was 16.2 percent in 
1996, exceeding the 1997 goal. 

Considering an Economic-Value-Added Measure 

ROE has served as a transitional measure. Larry Hartsook, Vice Presi
dent-Finance, believes that by 1997, the company will be ready for a 
new, more cOlnplex goal; and an economic-value-added measure is 
being considered. 

Transition to an economic profit measure will be gradual for two 
reasons. First, it is reasonably complex to explain across the company; 
and second, it is not expected to tell Meredith anything radically differ
ent from what it already knows. 

The company already has good working capital controls. It has 
1110nthly reports of days accounts receivable and inventory. A person is 
assigned to watch those measures and help business units reduce them. 
The number of days accounts receivable is included as a measure in 
general managers' and sales managers' incentive packages, so this num
ber is indeed watched closely. Zehr admits that advertising receivable 
collections could always be a little tighter, especially as revenues rise 
during each business cycle, but the company needs to be sensitive to its 
paying customers. 

New measures are not really required for inventory control. The 
paper purchasing function reports to Hartsook, and inventory and pur
chases are monitored daily. Paper inventory is an important measure, 
but sometimes large quantities are purchased because a price increase 
is anticipated. 
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Economic value added will of course bring more attention to the 
cost of capital, and the company is considering interim measures-such 
as interest charges in lieu of capital charges for each business unit-to 
make people more familiar with the concept. Managers are beginning 
to understand that if a project does not meet the hurdle rate defined for 
the business, it will not be approved. Zehr says, "If you don't put con
cepts such as economic value added in simple terms, you're going to 
blow them away." 

One of the most important things that an economic profit measure 
will do, in Zehr's opinion, is to make people account for past bad in
vestment decisions. "You can't sweep a bad decision under the carpet," 
she says. "You are forced to improve your performance in the future. 
You have to earn on your entire investment base." 

Hartsook leans toward making as few adjustments as possible to 
earnings and capital invested in the interest of making a performance 
measuren1ent system such as economic value added simple and easy 
for managers to understand. The company will probably add deferred 
tax and LIFO reserves to capital as equity equivalents at the· corporate 
level and reverse the amortization of goodwill and film payments at the 
group level. 

"Amortization is different from depreciation," Zehr says. "Including 
a charge for economic depreciation in earnings makes sense because 
you are really going to have to replace the asset someday. But you 
wouldn't normally expect a business you pay a premium for to decline 
in value." That said, she notes that the media will continue to change 
with advances in technology, and the effect of that change on the value 
of publishing and broadcasting properties is difficult to estimate. For 
example, if Meredith bought a magazine such as TV Guide or People, it 
might pay close to $1 billion. Whether it would be worth that much in 
10 or 20 years depends on factors such as the merging of television and 
personal-computer-based media and consumer choice between paper
based and electronic magaZines. 

Incentive Compensation 

Meredith has both long-term incentive plans tied to ROE and annual 
incentive plans tied to earnings and cash flow, but each group uses 
additional measures important to its business. 
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In the magazine group, the group president and the group control
ler are eligible for bonuses based on earnings and operating cash flow. 
Earnings are a larger con1ponent of the performance measure than cash 
flow. Bonuses for publishing directors and for the editor and publisher 
of each magazine are tied largely to profits. The advertising director's 
performance target is a lnix between revenues generated and a profit 
goal. Further down, targets are based on an individual's specific responsi
bilities, such as revenue generation for an advertising salesperson. 

The con1pany uses less discretion in determining its performance 
packages than it used to. Now managers are given numbers at the be
ginning of the year that they have to achieve to earn their bonuses. If 
they do not achieve the numbers, they do not get bonuses. 

Valuing the Magazine Business 

It is difficult for Meredith to compare itself financially and competitively 
with other companies because there are no large public companies with 
the same mix of magazine publishing and broadcasting. Also, many of 
the largest magazine publishers, such as Hearst and Conde Nast, are 
private and do not break out operating and financial figures for the 
women's lnagazines that compete with Meredith's. 

MagaZine publishing and broadcasting businesses are sometimes val
ued in different ways. MagaZine publishers are valued on revenues and 
earnings, though SOlne analysts capitalize cash flows. Broadcast businesses 
are measured primarily on cash flow. In Meredith's case, some analysts 
value its two businesses separately and compute a breakup value. 

The most important operating financial measures in magazine pub
lishing are advertising and subscription revenues, along with paper, post
age, editorial, production, and subscription acquisition expenses. 
Meredith's balance in revenues has shifted in recent years from 55 per
cent subscription revenues and 45 percent advertising revenues to 
55 percent advertising and 45 percent subscription. Advertising is a greater 
percentage of revenues for large-circulation magazines such as Better 
Homes and Gardens, but subscription revenues are a greater percent
age for smaller, special interest magazines. The success of a new maga
zine is measured by acceptance in the advertising community and 
subscription renewal rates, particularly in the second and third years. 
Start-up expenses for new magazines are substantial and only partially 
funded by subscription fees paid up front. The promotion expense for a 
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new magazine is higher than the internal development expense. The 
peak loss is typically in the first year, and the cumulative breakeven 
point might not come until the third or even the fourth year. 

The best available comparative information for the magazine indus
try is The Magazine Handbook, an annual book of statistics published 
by the Magazine Publishers Association, the largest of the magazine 
industry groups. Statistics are also reported to the Publisher's Informa
tion Bureau and published in Advertising Week, the major magazine 
trade publication. All of the major publishers contribute information for 
The Magazine Handbook; statistics are shown for different groups of 
magazines based on circulation levels such as less than one million, 
more than one million, and more than five million. The identities of the 
contributors are anonymous. Meredith can tell where Better Homes and 
Gardens ranks under each measure, but it is not able to find the operat
ing margin for a competitor such as Redbook. 

Among the important comparative measures are market share, edi
torial costs per page, paper costs per page, and discounts from standard 
per-page advertising rates. Meredith is interested in the combined mar
ket share of Better Homes and Gardens and Ladies' Home Journal among 
the seven sisters. Those two publications give Meredith as a company 
the largest market share in the seven sisters group. The rate card might 
say $180,000 for a full-page, four-color advertisement in Better Homes 
and Gardens, but discounts offered in the industry might cut that rate 
by as much as one-half depending on the amount of advertising a cus
tomer does. 

Cash flow in the magazine business is a continuing cycle of spend
ing money to sell subscriptions, receiving subscription revenues up front, 
spending money to produce the magazine, and receiving advertising 
revenues. For instance, Better Homes and Gardens sends out large pro
motional mailings for two-year subscriptions every other year to keep 
circulation growing. It receives revenues up front, largely in the form of 
$18 two-year subscription fees. 

In the past, Meredith amortized both subscription revenues and pro
motion expense over the life of magazine subscriptions. It considered 
earnings and cash flow to even out over about a two-year period. Now, 
as a result of a recent accounting change, promotion expenses must be 
recognized when they are incurred, while subscription revenues con
tinue to be deferred. Hartsook believes that earnings and cash flow will 
once again even out over a cycle, but the question is how long that 
cycle will be. 
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Valuing the Broadcasting Business 

Broadcasting is an operating-cash-flow margin business, and Meredith 
uses this measure to compare its operations with other companies. Broad
casting companies are sometimes valued at multiples of operating cash 
flow. An important difference between net income and operating cash 
flow in broadcasting is that film acquisition expenses are capitalized 
and amortized for calculation of net income, but only attual cash pay
ments made for films are recognized when operating cash flow is calcu-

. lated. Operating cash flow is revenue minus operating expenses; operating 
expenses include actual cash payments for film but exclude deprecia
tion and the amortization of film payments, goodwill, and other items. 
Now that the company has moved away from off-ne~ork program
ming and toward first-run programming, it has reduced its up-front pay
ments for films and film amortization. 

Meredith compares its broadcast stations with other stations in terms 
of sign-on-to-sign-off ratings (a station's ratings compared with other 
stations' ratings between its sign-on and sign-off times); sign-on-to-sign
off advertising market share; and revenue per market share (the amount 
of revenue it earns for each percentage of market share). It looks at film 
costs per day part. (The day is divided into parts such as early morning, 
midmorning, and prime time.) This measure is usually just an internal 
one, because not much comparative data are available for other compa
nies, but Meredith is able to share information such as operating ratios 
with other broadcast companies in some local markets. 

Regardless of the metrics commonly used in publishing and broad
casting, Hartsook would rather see analysts value Meredith based on 
projected free cash flow as some are dOing. He believes that the best 
analysts are more interested in EBITDA, as opposed to earnings per 
share. EBITDA is a useful comparative operating measure and when 
adjusted for required capital expenditures, represents free cash flow for 
valuation purposes. Analysts often talk about EPS and price-earnings mul
tiples to retail brokers because that is what brokers want to hear. 

Decision to Exit Cable TV Business 

Performance measures in the cable television business include percentage 
penetration of customers who could buy the service and the percentage of 
customers who subscribe to tiers of channels beyond the basic service. 
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Meredith recently decided to sell its cable television properties because the 
economics of the business favor the largest competitors, and cash-flow 
patterns are not consistent with those of the company's other businesses. 
When Meredith first decided to get into cable television, the business was 
unregulated. The company saw an opportunity to increase penetration in 
selected undenltilized markets such as Minneapolis. Then the industry be
came regulated and prices were rolled back. The economics of the cable 
business moved toward larger companies that can spread programming 
costs over a large number of subscribers and receive volume discounts 
from content providers. 

The other problem was negative earnings despite positive cash flow. 
Cable companies often have heavy depreciation expenses and negative 
earnings because they are constantly spending money laying new cable 
and hooking up new subscribers. Also, as the industry consolidates, the 
largest cable companies are paying premiums over book value to ac
quire other companies. The amortization of goodwill further depresses 
their earnings. As a result, many large cable companies report negative 
income in most years. Zehr thinks that cable TV companies are mea
sured on cash flow partly as a matter of necessity. Accounting-based 
earnings for the largest players in the business have been so bad that 
there has been no better way to measure them. 

For Meredith, negative earnings accentuated the problem of being 
in one business that is evaluated more on earnings and another that is 
evaluated more on cash flow. Net income is still very important to 
Meredith because the majority of its revenues are in publishing, and its 
investors tend to be interested in earnings as well as cash flow. Eliminat
ing the earnings drag from the cable television business has been one 
more step toward achieving the 15 percent ROE goal. 

Capital Budgeting and Acquisition Analysis 

Meredith usually values potential broadcast station acquisitions in two 
ways. It estimates cash flows for five years and a terminal value at the 
end of five years. It also discounts projected broadcasting cash flows 
over 40 years. Zehr observes that discount rates between 11 and 12 
percent are currently used in the industry, and she uses several discount 
rates to get a range of values. Her revenue projections are based on the 
target station's current performance; how Meredith believes it can im
prove that performance; and various statistics such as household growth, 
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retail growth, and cable subscriber growth that help the company esti
mate revenue growth in each designated market area (DMA). 

The CEO and the COO approve all investment proposals of $100,000 
and above. Meredith expects a minimum 15 percent IRR for most invest
ment proposals except for broadcast station acquisitions, which must be 
lower for competitive reasons. This rate represents a prelnium over its 
weighted average cost of capital, which is a little over 10 percent assum
ing 30 percent debt. The company does not want to look at investments 
that just barely exceed its cost of capital. The cost of equity capital is 
considered to be a 6 percent premium over the cost of Treasury bills. 

A capital budgeting proposal for equipment such as a television 
camera would be approved based on a net present value analysis of 
projected cost savings. A proposal for adding a newscast would be ap
proved based on a projected increase in market share and revenues. 
The cOlnpany has a revenue estimate for a given level of market share 
and can therefore estimate the increase in revenues that would result 
from a given increase in market share. 

The Role of the Finance Function 

Each business has a group controller responsible for all financial activi
ties except for cash management, which is centralized. Group control
lers handle such functions as business-unit performance analysis, 
budgeting, accounts receivable collection, and inventory management. 

The role of finance people is evolving. Says Hartsook, "There's no 
question at Meredith that we're business partners." Either Hartsook or 
Zehr participates in virtually all strategic decisions, evaluates all acquisi
tions, and regularly attends operating group meetings and monthly per
formance reviews with the president of the company. Meredith does 
not have room for pure old-fashioned accountants who are not able to 
think flexibly and strategically. 

People Interviewed 

Larry D. Hartsook, Vice President-Finance 
Kathleen Zehr, Corporate Controller and Assistant Secretary 
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National Semiconductor 

Corporation 

National Semiconductor recently began to use the National Semicon
ductor Value Model (NSVM), which is based on CFROI, to better align 
its strategic planning with the creation of shareholder value. 

In the late 1980s, National Semiconductor's stock price ranged from 
$23 to $3. Many quarters of continuing losses convinced the company's 
board and management that the firm had over-invested and was unable 
to achieve a return above its real cost of capital. It was thus destroying 
shareholder value while continuing to grow. Incentive compensation 
plans covering 400 executives were based on half-year financial results 
and therefore focused on the short term. 

In 1991, CEO Charlie Sporck retired after overseeing sales grow 
from $5 million to $2.5 billion during a 25-year period. Dr. Gilbert Amelio, 
an engineer and executive with experience at Bell Laboratories, Fairchild 
Camera and Instrument Corporation, and Rockwell Communications 
System, became the new CEO. Donald Macleod became CFO shortly 
thereafter. 

National Semiconductor began what it called a corporate transfor
mation: the first phase focused on restructuring; the second phase, be
gun in 1994, focused on growth. At the beginning of the restructuring 
phase, management defined five critical business initiatives (CBls), in
cluding a financial one with three components: to return the company 
to the breakeven point, to improve gross margins, and to improve the 
RONA. Management accepted that it would be difficult to improve mar
gins and cash flow and to grow at the same time, so it set improvement 
in margins and RONA as the first priorities. To improve RONA, the 
company began a process that would reduce manufacturing costs and 
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increase utilization of manufacturing plants. During phase one, the com
pany reduced its number of manufacturing plants from 14 to 8. 

Selection of CFROI Model 

In 1992, the company introduced two incentive plans, one that compen
sated its top 400 executives based on RONA, and one that compensated 
senior executives based on ROE and growth in equity. While imple
menting the ROE-based incentive plan, Amelio accepted that there was 
not a very high correlation between ROE and share price. He and Macleod 
sought an alternative approach that had, as a key element, a significantly 
better correlation between operating behavior and share price. 

Investors and analysts judged National Semiconductor's performance 
by accounting-based measures such as ROE, ROA, and EPS. Internally, 
the company was more driven by various revenue, operating, and ex
pense metrics that rolled up into profit before taxes and RONA. The 
CFROI model appeared to link internal and external perceptions. The 
company looked at a consulting firm's correlation analyses that com
pared how well several metrics explained shareholder value creation in 
the S&P 500 companies. It agreed with a perception that there was a 
poor correlation between earnings growth rates and price-earnings ra
tios, a somewhat better correlation between RONA and price-book 
multiples, and a reasonably good correlation between CFROI and the 
ratio of market value to investment as defined by the model. National 
Semiconductor was moving toward a RONA focus and already had ad
dressed the issues relating to the development of balance sheets for 
each of its businesses-a big move for an organization that had been 
highly centralized with manufacturing facilities shared among business 
units. The CFROI metric was similar in some ways to RONA, but it 
included a number of detailed adjustments relating to depreciation, in
flation, and leases. The improved correlation suggested that this metric 
was a logical next step. 

Rationale of Cash Flow Return on Investment 

The proponents of the CFROI model believe that traditional accounting
based metrics have a number of weaknesses. For example, they point 
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out that EPS is not cash based. It does not incorporate the company's 
asset base and does not take inflation into account. Economic-value
added and RONA measures focus on depreciating book investment, not 
original cash investment. Returns on depreciated assets are often unre
alistically high and serve as a disincentive to invest in new assets. 
Economic-value-added measures are not inflation adjusted, and they do 
not include any assumptions on continuing investment in the business 
or fading performance. 

Proponents of CFROI see a number of weaknesses in traditional 
discounted cash-flow valuation methods. Projected cash flows are only 
estimates. Estimates of terminal value based on perpetuity calculations 
are equally uncertain. In their opinion, perpetuity calculations are in
consistent with empirical life-cycle evidence. Discount rates are based 
on past risk premiums that may not be valid currently. Beta is based on 
price volatility but does not take credit quality into account; as a result, 
highly creditworthy firms sometimes have relatively high betas and com
parable firms at or near bankruptcy sometimes have relatively low betas. 
There has been little empirical testing of the accuracy of these tradi
tional discounted cash-flow valuation methods across a broad spectrun1 
of companies over a significant number of years. 

The CFROI model attempts to remedy these deficiencies by adjust
ing assets for constant dollar cost, assuming that above-average returns 
will fade over time to market norms, assuming sustainable reinvestment 
in the business, and calculating a market-derived discount rate. The 
CFROI valuation framework has three component calculations: CFROI, 
spot value, and TSR. 

CFROI 

CFROI is a measure of current performance. It represents the average 
return from the business's existing projects at a particular moment. It 
does not take into account changes in the level of cash flow in future 
periods. As a measure of average performance across all existing busi
nesses, it provides investors with an indication of the likely return on 
new investments that the business is expected to achieve as it maintains 
or increases its asset base. It assumes today's performance is normal 
and assesses that performance in a way that reflects the underlying 
return on existing investments. It assumes that the majority of projects 
follow a pattern close to an annuity in constant dollars. An example of 
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this pattern is an automobile. The performance of an automobile is 
relatively constant during the first four or five years of its life, but toward 
the end of its useful life, maintenance and repair expenses tend to rise 
and eventually the car is replaced. This pattern is more representative of 
most corporate investment projects than straight-line depreciation. The 
economic performance of an automobile, a machine tool, or a com
puter with a five-year useful life does not decline by 20 percent per 
year; it stays relatively constant until the thue it is replaced. By calculat
ing a gross investment amount in current dollars, CFROI avoids the old
plant-new-plant trap. When assets in old plants are heavily depreciated, 
traditional ratios such as ROI, ROA, and RONA become artificially high 
relative to the known IRR at the project's inception. As a result, these 
ratios become artificially low when a new plant and equipment are 
purchased at current prices. Consequently, these ratios sometimes act as 
disincentives for investment in a new plant and equipment that could 
increase the company's efficiency and competitiveness. In contrast, CFROI 
goes up when companies make capital investments and improve their 
efficiency. 

CFROI is a direct analog to internal rate of return. CFROI is the 
internal rate that equates the current dollar gross investment to future 
cash flows and the eventual release of nondepreciating assets. CFROI is 
a real measure, net of inflation, so it should be compared with a real 
cost of capital. 

Figure 14-1 illustrates how a cash-on-cash measure is translated into 
economic performance. The $100 descending arrow represents the cur
rent dollar gross investment. The $18 ascending arrows are current dol
lar gross cash flows, which last for the assumed IS-year economic life of 
the assets. The $25 nondepreciating assets-land and working capital
are released at the end of the period. These cash flows yield a 16.62 
percent IRR, or CFROI. 

Simplified Measure of CFROI 

There is a simplified CFROI metric that does not require an IRR calcula
tion. This measure, variously called sustainable CFROI (SCFROI), cash 
return, or algebraic CFROI, is very close to the IRR calculation in many 
circumstances. 

SCFROI is calculated by dividing operating income by gross assets, 
as shown in Figure 14-2. The calculation makes three adjustments that 
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FIGURE 14-1 CFROI 
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are not made for RONA: a replacement of book depreciation with eco
nomic depreciation, a capitalization of operating leases, and an inflation 
adjustment for capital assets. Operating income and gross assets are 
calculated as follows: Operating income starts with profit before taxes. 

FIGURE 14-2 Calculation of SCFROI 
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Book depreciation and amortization are added back because they are 
not cash expenses. Book taxes payable are subtracted, also to reflect 
after-tax cash flow. Rental expense is added back to eliminate any fi
nancing bias, thus assuming the company owns all the assets it actually 
leases. Economic depreciation, based on an estimate of the true eco
nomic life of the capital assets employed, is subtracted. The net asset 
calculation starts with book net assets. Accumulated depreciation is added 
back, nonmonetary assets are adjusted for inflation, capitalized operat
ing rental expense is added, and current liabilities and deferred taxes 
are subtracted. 

Because technology changes so fast in the capital-intensive semi
conductor industry, accumulated depreciation is a large number for Na
tional Semiconductor. Adding back accumulated depreciation helped 
the company compare the performance of older businesses-which had 
high RONA ratios because of heavily depreciated assets-with newer, 
asset-intensive businesses that looked less attractive financially when 
evaluated by RONA. 

CFROI Valuation Method 

The valuation model starts with the calculation of current performance
CFROI. Then an important assumption is made based on empirical data. 
If a company has a high-return business, it is unlikely to maintain that 
return indefinitely. Experience shows that the vast majority of compa
nies do not achieve substantial above-average performance over time. 
There are exceptions, but the stock market is generally not willing to 
pay for them. Therefore, CFROI valuation assumes that above-average 
returns will gradually fade to market averages. Starting with a level of 
cash flow based on current performance, the CFROI model calculates 
cash flows in future years based on an assumed fade rate arid an as
sumed rate at which the business reinvests, constantly increasing the 
amount of its gross investment. The rate of increase in gross investment, 
or sustainable asset growth rate, is an indication of how rapidly the 
business can grow. In simplified form, it is calculated as follows: 

Sustainable asset 
growth rate 

gross cash flow minus dividends minus 
interest minus replacement investments 
gross investment 
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In the CFROI spot valuation model, the accounting statement is trans
lated into gross cash flows and gross cash investment in constant dollars 
to produce a cash-on-cash return. The resulting cash-on-cash return is 
translated to an economic performance measure by adjusting for an 
estimated asset life and asset mix. Then CFROI is combined with a 
sustainable asset growth rate and an assumed fade rate to produce a set 
of cash flows, which are then discounted at a market-derived rate. When 
this is done, a terminal valuation with a method such as a perpetuity 
calculation is not necessary. 

The market-derived aggregate discount rate is based on a calcula
tion that equates the present value of future cash flows produced from 
empirically stable asset growth rates and CFROIs with market prices for 
all the S&P 500 industrials. Future cash flows are calculated based on 
CFROI and the growth rate for the aggregate of all companies in the 
S&P 500 index; and then, based on the current market price of debt and 
equity, the discount rate is calculated. From this standard-aggregate 
discount rate-risk differentials for leverage and certain regulated in
dustries are derived. 

The calculation of future cash flows based on assumed fade rates 
and sustainable growth rates is illustrated in Table 14-1. The calculation 
uses the 16.62 percent IRR from Figure 14-1, with an annual cash flow 
of $18. The gross investment starts at $100 and increases at a rate that 
starts at 10 percent each year and then fades at 10 percent per year to 
the national average growth rate of 1.8 percent. The growth fade amount 
is 0.8 percent, or 10 percent of the difference between 10 and 1.8 per
cent. The national average IRR is 6.20, and we assume that this company's 
CFROI will fade toward the national average by 10 percent each year. 
The CFROI fade amount is 1.04 percent, or 10 percent of the difference 
between 16.62 and 6.20. From that fade rate, we calculate a new IRR of 
15.58 and a cash flow of $18.65 for the second year. Following the same 
procedure for the third year, we calculate an IRR of 14.64 percent and 
cash flow of $19.27. 
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TABLE 14-1 Calculation of Future Cash Flows (based on assumed fade rates and 
sustainable growth rates) 

HP-12C .1bis One Year Two Year.5 
Calculations Year From Now From Now .... 40 year.5 

PV (gross investment) -100 -110 -121 
FV (non depreciating assets) 25 27.3 29.6 
n (asset life) 15 15 15 
i (CFROI) 16.62% 15.58% 14.64% 
PMT (gross cash flow) 18 18.65 19.27 

Current IRR 16.62% 15.58% 
National Average IRR 6.20% 6.20% 

10.42% 9.38% 

CFROI fade rate 10.00% 10.00% 
CFROI fade amount 1.04% .94% 

Current IRR (CFROI) 16.62% 15.58% 
CFROI fade amount (1.04%} ~ 
Next year's IRR 15.58% 14.64% 

Current asset growth 
Rate for sustainable growth 10.00% 9.2% 

National average growth 1.8% 1.8% 
Difference 8.2% 7.4% 

Fade rate 10.00% 10.00% 
Growth fade amount ( .80%} ~ 
Next year's growth rate 9.20% 8.50% 

This year's gross investment 100 109.2 
Next year's gross investment 109.2 118.5 

Gross cash flow 18.65 19.27 
Capital commitments for growth (9.20) (9.30) 
Capital expenditures for replacement (75/15) llQQ2 nAQ} 
Net cash flow 4.45 4.51 
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Total Shareholder Return 

According to the CFROI model, the three factors that drive relative total 
shareholder return (TSR) are profitability, growth, and free cash flow 
(see Figure 14-3). Profitability, as measured by CFROI, is defined as the 
ability to maintain or increase earnings from the existing asset base. 
Growth is the ability to invest cash at rates above the cost of capital-to 
grow assets profitably. Free cash flow is the discipline to harvest cash 
and return it to shareholders when appropriate. Free cash flow, the 
third factor, is not currently an issue for National Semiconductor at the 
corporate level because it pays no dividends. It can be considered an 
issue at the divisional level to the extent that a division returns cash to 
the company. Profitability and growth together drive capital apprecia
tion. There are trade-offs between profitability and growth, and also 
between growth and free cash flow. For National Semiconductor, view
ing the drivers of total shareholder return in this way underscores the 
importance of growing as well as improving rates of return. What builds 
shareholder value is not just returns above the cost of capital, but the 
number of dollars earned above the cost of capital. A division with 
projects earning 3 percent more than the cost of capital can build TSR 
more quickly than another division of the same size with returns 5 
percent above the cost of capital but a lower gross investment growth 
rate. 

FIGURE 14-3 Three Factors Driving Total Shareholder Return 
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Implementing the Model 

Rick Crowley, Vice President and Corporate Controller, has had primary 
responsibility for tailoring the model to National Semiconductor's needs 
and implementing it. He says that the company's biggest implementa
tion problem has been explaining the model to operating managers. 
NSVM's high correlation with shareholder value comes with high com
plexity. Financial concepts such as the real cost of capital, the growth 
rate, and the fade rate of existing projects are a challenge for finance 
professionals as well as for those who work in different disciplines. At 
this point, the managers of the company's eight divisions and their four
or five-person management teams have learned how to use the model 
for making long-term strategic choices. For each of those strategies, 
they identify more traditional operating performance metrics that serve 
as value drivers and define day-to-day objectives for their divisions. 

Training Managers to Understand NSVM 

National Semiconductor's experience with adopting NSVM taught the 
firm that consultants skilled in implementing such a model are not al
ways skilled in training people at all levels to use it. The finance func
tion developed a training manual to explain the model to operating 
managers and walk them through the calculations. An exercise to test 
their understanding used published figures and the CFROI model to 
calculate share prices for National Semiconductor and a well-known 
industry competitor. This comparison was an important one for them to 
see, because National Semiconductor's return on net assets and profit 
before taxes were comparable to the competitor's, but National 
Semiconductor's CFROI was in the teens and the competitor's was in 
the high twenties. 

Economic Value Discovery 

The CFROI model has been a catalyst for an economic value discovery 
process in which National Semiconductor has compared the potential of 
all its businesses to build shareholder value. The NSVM valuation frame
work has provided a level playing field allowing each of the company's 
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divisions to be compared using its CFROI, regardless of the capital in
tensity or product maturity of its business. 

Corporate Portfolio AnalysiS 

To compare the returns and growth of its portfolio of businesses, the 
company developed a matrix with NSVMROI on the X axis and current 
dollar gross investment on the Y axis. Sizes of the circles in the diagram 
are proportional to the amount of investment on the X axis, making 
businesses with larger investments stand out clearly. The 1993-95 port
folio matrix, illustrated in Figure 14-4, shows (1) two businesses that 
were required by corporate directive to focus on first improving their 
return before growing and (2) two businesses with returns above the 
cost of capital that increased their investment to grow. The 1995-2000 
portfolio matrix, illustrated in Figure 14-5, shows the potential return 
targets and planned investments for four businesses, all earning more 
than the cost of capital and continuing to improve their returns. Busi
ness #8 has the highest return and is making the largest investment to 
grow. 

FIGURE 14-4 1993-1995 Portfolio Matrix (based on hypothetical numbers) 
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FIGURE 14-5 1995-2000 Portfolio Matrix (based on hypothetical numbers) 
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Identifying Value Drivers 

National Semiconductor's Data Management Division provides an ex
ample of how value drivers were identified. In an effort coordinated by 
Chris Phillips, Director of Finance, the division's management team de
termined from their NSVM value discovery process that most of the 
leverage in the value computation comes from an increase in cash gen
eration and an increase in the book value of the business. They identi
fied the principal value drivers in both of those categories. The division 
was in a commodity business, with relatively mature plants and declin
ing profit margins on mature products. It was historically a cash cow. 
Management required the division to continue throwing out cash for the 
rest of the organization, while minimizing its cash investment. To gener
ate more cash, the division needed (1) to increase the return from its 
R&D investment, moving away from mature commodity products with 
lower profit margins and toward newer products with higher margins; 
(2) to reduce manufacturing costs; and (3) to refresh its capital base. 
Other objectives defined by the management team included reducing 
inventory by limiting the number of products offered and improving 
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order-to-delivery cycles, identifying when manufacturing in-house yields 
better returns and when it is more economical to subcontract to other 
manufacturers, increasing labor productivity, and value-engineering 
material costs. 

The CFRO! measure helped the division justify investing in new 
plant and equipment. The old RONA measure had benefited the divi
sion by showing relatively high returns on depreciated assets, but also 
had supported the conventional wisdom of forgoing investments in new 
plant and equipment. 

Rather than modeling based on revenue, gross operating profit, and 
profit before taxes, the division took the CFRO! model all the way through 
to the balance sheet, and to the division's impact on TSR and overall com
pany share price. The model showed that a small deterioration in product 
pricing for one of the division's commodity products had a large negative 
impact on the company's share price. 

Ranking Investments 

NSVM has been used to compare and rank both product divisions and 
manufacturing facilities. One high-technology product division that looked 
promising found in its value discovery analysis that slower-than-expected 
market adoption of its products had a negative impact on its value cre
ation. It has since merged with another division. 

A group of investment measures ranging from simple payback to 
CFRO! have been used to compare and rank the company's investments 
in manufacturing facilities throughout the world. For each manufactur
ing location, the company has calculated the cumulative cash flow over 
10 years; the cumulative discounted cash flow over the same period; the 
10-year total shareholder return (as a percent) using the CFRO! model; 
and the unit cost of manufacturing a wafer at the end of the period. The 
rankings according to TSR and discounted cash flow are close but not 
exactly the same. 

Setting a Corporate Value Target 

As a prologue to its strategic planning process, and to focus the divi
sions on the creation of shareholder value, the company set a specific 
goal for market capitalization and annual TSR to be achieved by 1999. 
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The TSR benchmark was determined by looking at average returns for 
the S&P 400 and the Value Line Semiconductor Index for five-year peri
ods starting each year from 1960 to 1992. 

Management then challenged all the divisions to come up with plans 
to support the company's overall TSR growth goal. Based on the strate
gic plan and the NSVM model, the company computed a spot value for 
each division. It divided the total of all spot values by the number of 
shares outstanding to derive the contribution each division made to the 
company's share price. It used a bar chart to show which divisions were 
not achieving and which were surpassing the company goal. Each divi
sion could then see what portion of the improving stock price it was 
responsible for achieving during the plan period. 

]Peer Comparison 

As National Semiconductor moved from its restructuring phase to its growth 
phase, it realized that its business strategies and investment decision mak
ing would have to change. Management did a peer comparison with 
several other high-technology companies to identify the trade-offs they 
had made as they moved from normal- to high-growth phases. It selected 
a personal computer manufacturer, a significant player in the semicon
ductor business, and two other large multinational electronics companies. 
It compared sales growth rates, cash-flow returns, and TSRs for those 
companies over five-year periods. One started from a large asset base, 
grew both assets and revenues, and registered an annual TSR of more 
than 30 percent for the period. Another increased its TSR sharply by 
dropping its margins. The third was forced to slash its gross margins but 
maintained a good TSR because of a very high sales growth rate. The 
fourth was able to combine high profit margins with growth to achieve a 
compounded TSR of more than 30 percent for the period; its accounting 
returns were lower than National Semiconductor's, but it was growing 
faster. The peer group comparison provided management with a range of 
strategic choices as the company moved into its growth phase. Combined 
with the NSVM value discovery process, the comparison helped manage
ment reach a consensus to invest more aggressively in R&D and manufac
turing facilities to support continued growth. 
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Incentive Compensation 

National Semiconductor has developed a performance award plan for 
executives based on ROE and a cumulative annual revenue growth rate 
(CAGR) as a proxy for asset growth (see Figure 14-6). A matrix com
pares ROE on the X axis and CAGR on the Y axis. TSR equivalency 
lines, which the company calls "ISO-TSR" lines, are drawn on the matrix 
to represent levels of total shareholder return and corresponding levels 
of executive bonuses. 1 Each TSR equivalency line represents cOlubina
tions of ROE and CAGR that are required for a given percentage of TSR. 
For example, the line representing X TSR, and a 100 percent payout for 
executives, is indifferent to a combination of 20 percent ROE and 10 
percent CAGR, or 15 percent ROE and 15 percent CAGR. 

FIGURE 14-6 Growth Incentive Plan· 

"ISO-TSR" 
or TSR 

Cumulative Annual Growth Rate C%) 

*Numbers not provided to ensure confidentiality. 

1 The prefix "ISO" in the term "ISO-TSR" line comes from the Greek word isochronous, 
meaning characterized by or occurring at equal intervals of time. The word is frequently 
used by electrical engineers. For example, the voice, data, and video signals in a tele
phone video conference call are isochronous. 
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RONA had been the key measure of executive performance during 
the restructuring phase. As the company moved into its growth phase, it 
needed new measures. RONA tends to act as an investment disincen
tive, showing high returns on depreciated assets and low returns on 
new assets purchased at current prices. When the CFR01 is measured 
using NSVM, these distortions are eliminated. The NSVM model pro
vided the basis for the new incentive system, which encourages manag
ers to invest in order to grow and to make phase two a reality. Growing 
a business might cause a drop in profitability and RONA, but can still 
increase the value of the company as long as returns are above the cost 
of capital. The NSVM and the "1SO-TSR" equivalency lines on the matrix 
helped executives understand how sacrificing their rates of return and 
growing faster could increase shareholder value. 

How the Value Management Model Is Used 

The calculations for National Semiconductor's NSVM model are illus
trated step by step in Table 14-2. The model is consistent with the CFR01 
n1ethodology, but adapted to the company's needs. The value of the 
company is the sum of two components-capitalized income and the 
current value of depreciating and nondepreciating assets. 

1ncol11e is first adjusted to replace book depreciation with economic 
depreciation, to capitalize lease expenses, and to charge for the effects 
of inflation. Economic depreciation is based on current dollar value, 
average age, and estimated life of capital assets. The inflation charge 
covers the loss of purchasing power because cash is tied up in nonmon
etary assets. 

The resulting NSVM gross income is charged with a real cost of 
capital. Then NSVM gross income is capitalized with a perpetuity for
mula that reflects both the estimated rate of growth in gross investment 
and the estimated fade rate. The result is NSVM net income valuation. 

The current dollar net investment is the sum of the value of 
nondepreciating assets, the current dollar value of depreciating assets, 
and capitalized rental expenses, with an adjustment for the age of de
preciating assets. The value of the company is the sum of NSVM net 
income valuation and the current dollar net investment. 
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TSR is the IRR of the plan. It assumes that the plan is a project in 
which the initial investment is today's spot value, cash is generated each 
year, and the ending spot value is the value of the business at the end of the 
project. This logic is the same as that illustrated for CFROI in Figure 14-1. 

TABLE 14-2 National Semiconductor Value Management Model 

Calculation 

NSVM Current Profit 

1. Profit before taxes 

Explanation 

Book profit before taxes 

2. Plus book depreciation and amortization Add back noncash expenses 

3. Minus book taxes payable To reflect after-tax cash flow 

4. Plus rental expense 

5. Equals NSVM current profit 

NSVM Gross Income 

6. NSVM current profit (per item 5) 

7. Minus inflation charge 

8. Minus real depreciation charge 

9. Equals NSVM gross income 

NSVM Income Valuation 

10. NSVM gross income (per item 9) 

Assume the company owns the asset to 
eliminate financing bias 

Result is cash generated by the business 
before investment decisions 

Loss of purchasing power because cash 
is tied up in nonmonetary assets 

Annual payment to replace assets as they 
wear out 

Formula: (c A) 
L-l 

(1 + c) 

where 

c = real cost of capital 
A = current dollar value of gross depreci

ating assets 
L = estimated life of assets 

Amount of cash left after maintaining 
asset base 

Numerator used for deriving NSVMROI 
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TABLE 14-2 (continued) 

Calculation 

11. Minus capital utilization charge 

12. Equals NSVM net income 

13. Times capitalization factor 

14. Equals NSVM net income valuation 

NSVM Asset Valuation 

15. Nondepreciating assets 

16. Plus current dollar value 
of gross depreciating assets 

17. Plus capitalized rental expense 

18. Equals current dollar gross investment 

19. Minus age adjustment 

20. Equals current dollar 
net investment 

Explanation 

An adjustment to show the return rela
tive to the cost of capital because inves
tors expect their money to generate a 
return higher than the cost of capital be
fore any value is created 

Nominal cost of capital = inflation rate 
times cost of capital 

Formulas: 

Real cost of capital times gross invest
ment (excluding capitalized rental) 

Nominal cost of capital times capitalized 
rental 

Cash generated above cost of capital 

Converts NSVM net income into perpe
tuity value 

Formula: 1 
c+f-g 

where 

c = real cost of capital 
f= fade rate 
g = real growth in gross investment 

Item 12 times item 13 

Brings existing depreciating assets value 
to current value as a result of inflation 

Assume rental expense is being capital
ized at nominal cost of capital (of less 
concern to a company without substan
tialleased assets) 

Percentage of depreciating assets value 
that has been used up 

Current dollar gross investment minus 
age adjustment 
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TABLE 14-2 (continued) 

Calculation 

NSVM Spot Value 

21. Sum of net income valuation 
(line 14) and current dollar 
net investment (line 20) 

NSVMROI(%) 

22. NSVM gross income (line 9) 
divided by average current 
dollar gross investment (line 18) 

23. TSR (%) 

People Interviewed 

Explanation 

Total unadjusted value as seen by 
potential investor at any point in time 

Rate of return generated from share
holders' investment at present value
represents relative value-creating ability 
of the business 

Formula: 

NSVM Gross Income 
Adjusted NSVM Current $ Gross Investment 

The rate of return that equates today's 
spot value, the initial investment, with 
cash flows generated in future years and 
a spot value for the business at the end 
of the period 

Richard D. Crowley, Jr., Vice President and Corporate Controller 
Donald Macleod, Executive Vice President and Chief Financial Officer 
Christine Phillips, Director of Finance, Data Managetuent Division 
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PepsiCo, Inc. 

Growth always has been an overriding goal for PepsiCo. Chairman and 
CEO Wayne Calloway says, "If we're not a growth company, we're noth
ing." Indeed the company has a record to be proud of-with com
pounded annual growth rates over the past decade of 15 percent in 
sales, 24 percent in net income, 24 percent in earnings per share, and 
14 percent in net cash provided by continuing operations. PepsiCo's 
objective going forward is balanced growth-a balance among earnings 
growth, capital spending growth, and cash-flow growth. Managers 
throughout the company have been accustomed to thinking in terms of 
earnings growth; now they also are being challenged to think about 
cash-flow and return-on-capital growth as well. 

Financial Metrics 

In its annual report, PepsiCo describes these four metrics: volume growth, 
operating profit growth, cash growth, and investment returns above the 
company's estimated 11 percent WACC. 

Volume Growth 

Volume growth is important for two reasons. First, the company always 
tries to leverage its sales by growing profits faster than revenues, but it 
can only increase profits so much by cutting costs and improving pro
ductivity. Second, volume or unit growth is the long-term driver of growth 
in shareholder value. 

Treasurer Randy Barnes believes that some companies are so fo
cused on return on sales and productivity that they don't think enough 

159 



160 Cash Flow and Performance Measurement 

about the top line. They become more and more productive by eIimi
l1ating their growth resources. Calloway likes to see marketing leverage, 
or continued reinvestment to build market share and revenues. For ex
ample, Frito-Lay will grow 12 percent in both sales ,and earnings this 
year, yet people wonder why it cannot leverage its sales growth more in 
such a consumer business. The company has consciously decided to 
reinvest through pricing below inflation and to build its market share at 
this time, because it believes its competition is in disarray. The compe
tition wonders why PepsiCo is not insisting on higher margins. The 
reason is that Frito-Lay's market share is growing by three to four per
centage points each year. 

Cash Growth 

Cash growth is a requirement for PepsiCo's core strategy of continually 
reinvesting free cash flow to grow, particularly overseas. 

Operating Profit Growth 

Maintaining profit margins is a particular challenge when PepsiCo is 
expanding into new markets overseas and using value pricing to main
tain or enhance market share. Innovative ideas are required to reduce 
costs. For example, the company has improved Taco Bell's operating 
margins by having suppliers prepare ingredients so that they can be 
assembled in the restaurant. This move has reduced space requiren1ents 
for the kitchen at individual Taco Bell outlets by 50 percent. 

Despite the increasing importance placed on cash flow, PepsiCo still 
believes it must meet its objectives and deliver consistent growth in 
quarterly EPS. Archcompetitor Coca-Cola sets an example by being very 
consistent. If PepsiCo's quarterly EPS growth starts to dip below its his
toric rates, analysts can be expected to reduce their long-term growth 
estimates accordingly. 

Investment Returns 

To produce investment returns well above the company's estimated 11 
percent WACC, PepsiCo has defined hurdle rates of 14 percent in devel
oped countries, 16 percent in "almost developed" countries, and 18 
percent in developing countries. The company adjusts its hurdle rates as 
a proxy for a more full-blown probability analysis with risk-adjusted 
cash flows. It sets a minimum 14 percent hurdle rate because it does not 
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want to encourage projects that are just marginally above the cost of 
capital. 

Barnes cites the following example to reinforce the need for returns 
above the cost of capital to create value: A national brewer invested $50 
per barrel to gain market share and used its marketing prowess to put 
n1any other brewers out of business. The brewer invested about 
$2 billion and made $100 million pretax. Another smaller company bought 
a number of the distressed breweries for $2 to $4 per barrel. The cost of 
capital at the time was about 14 percent, and the smaller brewer had an 
18 percent cost-of-sales return advantage. For the larger brewer, growth 
has actually destroyed value, and no amount of marketing expertise can 
compensate for insufficient investment returns. 

Barnes uses the following example to help company managers un
derstand why PepsiCo requires a 14 percent return when its cost of 
capital is 11 percent. An overseas manager of Pizza Hut International 
who is delivering $5 million profits may say that he can deliver 
$10 million with twice as many stores, or $20 million with four times as 
many. But if such an expansion requires an investment of $100 million, 
PepsiCo earns a return about equal to its cost of capital and creates 
hardly any value. Barnes asks, "Do you want to spend 10 years of your 
life just earning the cost of capital and adding no value? We can repur
chase $1 billion of PepsiCo shares per year with one person spending 
an hour a day and create more shareholder value." 

PepsiCo also has to adjust its thinking on international investments 
to fit local conditions. It has a franchisee in Brazil whose rule-of thumb 
is to invest only when he expects to get back all his money in three 
years, which implies a return of more than 25 percent. Therefore, PepsiCo 
does not want people developing 20-year models for Brazil, because 
nobody is smart enough to know what will happen in 20 years. This 
country needs a shorter-term horizon. If the returns are not at least 
18 to 20 percent in such an economic environment, it is better to stop 
investing because the company is not making money. 

Holistic Approach to ,Performance Measures 

PepsiCo uses a full range of traditional financial performance measures. 
Mary Jo Shotting, Director, Corporate Development, says, "This com
pany tries to take a holistic approach to the different measures, not just 
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focusing on one or two .. However, some measures get more emphasis 
because of their contribution to value. You'd be hard-pressed to talk to any 
of our division CFOs and not hear what his or her return on capital was." 

PepsiCo has analyzed other measurement systems such as economic 
value added and CFROI and lined them up against its own discounted 
cash-flow and value driver approach. Shotting points out that all of 
these measures are designed to help a company improve its cash flow. 
"If you are already focusing as many people as possible on your cash
flow value drivers," she says, "then switching to a different measure
ment system doesn't necessarlly give you anything more." 

Shotting also expresses concern about using a complex model in 
which someone else has the "black box." PepsiCo would never use a 
model its staff could not fully understand and control. It finds that some 
complex models do not deliver enough additional value to be worth the 
time required to implement them. Shotting is concerned about any mea
sure that requires a capital charge, such as economic value added. Capi
tal charges, in her opinion, can allow people to trade off growth to 
improve their returns. For example, when a manager has difficulty grow
ing earnings (the numerator), he or she may concentrate on shrinking 
assets employed (the denominator), and consequently slow the growth 
of the business. She notes that PepsiCo's NOPAT and capital employed 
are actually not far from the numbers that would be used with eco
nomic value added. If the company grossed up its investment base by 
adding back amortized goodwill, the ROI ratios would theoretically be 
equalized for performance measurement purposes. Some of PepsiCo's 
businesses have steadily increasing ROIs because the amortization of 
goodwill keeps reducing their investment bases. However, management 
takes the reasons for those increases into account when comparing per
formance among all the businesses. 

Shotting believes that being consistent over time is more important 
than the measure used. Whether or not adjustments are made to earn
ings and the capital base, the important thing is to get a better return on 
those assets from one year to the next. 

Constraints on Growth 

PepsiCo has a single-A credit rating and a degree of leverage it consid
ers optimal. The company is confident of retaining this rating, because 
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of its strong cash flow. But looking in the other direction, Barnes 
believes that moving up to a double-A or triple-A rating is not worth the 
cost. Some consumer products companies with double-A ratings have 
borrowing costs as much as 200 basis points higher than PepsiCo's be
cause their debt management is so conservative. They tend to have a 
high portion of long-term, fixed-rate debt. 

In 1988, PepsiCo bought a number of bottlers, and in the process 
took its leverage to record-high levels. Analysts asked Calloway when 
the company was going to reduce its debt. He said never, because debt 
has a 4 percent after-tax cost, and the company can either invest at or 
above its 14 percent hurdle rate or buy back stock for a return of 
13 percent. 

In recent years, buying back stock has been a good way for PepsiCo 
to deliver returns to its stockholders in the form of capital gains. How
ever, management keeps the limitations of this approach in mind. Be
yond a certain point, buying back stock can be dangerous for a company 
that wants to grow because it reduces the amount the company can 
borrow and can play havoc with some accounting-based ratios. CFO 
Bob Dettmer did a study a few years ago showing that if the company 
bought back 17 percent of its shares, its book equity would be wiped 
out. Buying back shares increases ROE but also increases the debt-to
book-equity ratio. If the company is selling at a multiple of book value, 
every share the company buys back in effect takes the equivalent of five 
shares from its book capitalization. This result shows how misleading 
some accounting-based measures can be. PepsiCo cannot completely 
ignore them, but it emphasizes coverage ratios more than debt-to-book
equity ratios. 

Capital Spending Parameters 

Historically, capital has not been a constraint and has not held back 
PepsiCo's growth in any way. As long as new opportunities have met 
the company's return standards, they have generally been approved. 

When Calloway became chairman, he pushed everybody hard for 
earnings growth and sales growth, and for four or five years that growth 
was delivered. During that time, Barnes considered trying to establish 
some return-on-capital targets, but returns were far above the cost of 
capital, and he was concerned that such targets might inhibit the 
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company's growth. Then for several years, growth in capital spending 
exceeded PepsiCo's growth in sales and profits-the company was in
vesting too much capital for the earnings growth it was achieving. Now 
the firm is putting particular emphasis on cash-flow growth as it reviews 
and approves new projects. Barnes believes that PepsiCo still should be 
a growth company but needs to grow through innovation and ideas, not 
just through the brute force of capital investments. 

A change in mentality is required. A beverage person might say, "I 
know if I put out another vending machine, it's a good decision. It helps 
me sell more, increase market share, and deliver more profit." But Barnes 
would tell him that the move also has to help the company by earning 
a positive return above the cost of capital. Even when people under
stand what ROI and hurdle rates are, additional efforts are needed to 
ensure that investments earn returns above the cost of capital. Good 
business people are by definition optimistic. They know that by con
tinuing to invest they will grow their market share and earnings, and 
they hope for adequate investment returns as well. But actual returns 
above the cost of capital are what drive share price growth. 

For example, the company's beverage business recently found that 
its inventory of vending machines being refurbished was large enough 
to satisfy every customer need for a few months and thus save the 
business from buying new machines. If capital is free, marketing man
agers will prefer to buy a new machine rather than to repair an old one. 
A new machine looks better-it has more capacity and more features 
such as coin changers, and it has lower operating costs-but you might 
not be able to get the required return. A new machine costs $1,500 in 
capital, and refurbishing costs only $150. 

On the other hand, the company is switching many of its conve
nience store sales from 12-ounce cans and 16-ounce bottles to 20- and 
32-ounce bottles. Rather than selling a 12-ounce can for 65 cents, the 
stores will sell a 32-ounce bottle for 99 cents. By trading the customer 
up to the 99-cent bottle, PepsiCo and its retail customers collect 34 cents 
more and everybody in the chain makes money, while the customer 
gets almost three times as much Pepsi. A capital investment is required, 
and of course it must meet the return, but Barnes's point is that this 
project is idea driven; it does not just throw out more money to do the 
same things the company always has been doing. 
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Developing a Cash-Flow Mentality 

Bob Carleton, Senior Vice President and Controller, believes that com
panies like PepsiCo must orient themselves toward generating cash over 
the longer term but also be aware that Wall Street still looks at earnings. 
Even leading proponents of discounted 'cash-flow valuation agree with 
the Statement of Financial Accounting Concepts-that earnings under 
the accrual system for the current year are the best predictor of future 
cash flow. 

Carleton points out that common standards have not yet been as 
well developed for cash-flow measurements as they have for accrual 
accounting measurements. For example, there is not a universally un
derstood definition of free cash flow. 

Managers at PepsiCo have learned over the years how to manage 
for revenue and earnings growth but have not yet learned quite as well 
how to manage for cash-flow growth. At this point, some see it as an 
additional burden. 

Some people will complain that cash-flow growth cannot be as high 
as earnings growth when investing for returns several years from now, 
but Barnes believes that for PepsiCo in total, it is reasonable to manage 
so that cash flow and earnings grow at about the same rate. The interna
tional side is different. Those businesses often require net investments 
with negative cash flow for a number of years while they are develop
ing their markets. 

The focus on cash flows makes people think in new ways. For ex
ample, the company is starting to refranchise its restaurants-selling them 
to franchisees-and believes that this move could pull more than $500 
million out of the restaurant business without changing earnings at all. 

One of PepsiCo's restaurant divisions is in the process of 
"reconcepting" and, with the success of this process, plans to add a 
number of new units. Historically, new capital has been required for 
new units. But PepsiCo has challenged the division to generate cash for 
the new units by refranchising existing units. That way the division gets 
a double win; it redeploys money from lower-return assets to higher
return assets. 

Barnes emphasizes that PepsiCo still has enough capital for virtually 
any investment it wants to make. "The key is to discipline ourselves to 
make sure we make only the investments that deliver the returns we 
promise and not kid ourselves with overly optimistic projections of profit 
growth and returns to justify poor or overpriced investments," he says. 
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Adjusting Metrics for Emerging Markets 

PepsiCo is investing in many developing countries where competitors 
like Coca-Cola are not yet entrenched. The opportunities for investment 
are huge, but one of the biggest constraints is finding people capable of 
capitalizing on them. Besides worrying about returns above its hurdle 
rates, PepsiCo also must consider investments in developing markets 
that should be made today, while there is still an opportunity to become 
established, but will not payoff for years. Capital budgeting in emerging 
markets is almost an oxymoron. Different rules of thumb are required. 
The sales productivity metrics and maximum acceptable amount to in
vest per case must be adapted to local market conditions. 

Barnes says, "We believe in our businesses." The company luight be 
in many emerging markets for as long as five to eight years before 
seeing much of a profit. For example, developing the China market 
might require a $500 million investment, and after running its models 
the company might not be confident that the investment returns will 
exceed its hurdle rates. But Barnes asks, "Are we going to just cede the 
business to Coke because we weren't willing to take the risk on a 
$ 500 million investment?" 

The faster the growth a market offers, the more difficult it is to earn 
a return because everybody jumps in at the same time. Barnes cites the 
example of cellular telephones. Everyone was losing money when there 
were 16 competitors, all cutting prices and adding features. No one was 
going to make any money until the market sorted down to four or five 
players. A company had to decide if it had the wherewithal to stick it 
out and be one of the survivors. 

PepsiCo's experience in emerging markets gives it an idea of what 
kind of productivity to expect. For example, using rough numbers, sales 
productivity for route deliveries in a country in Eastern Europe might be 
70 percent of what it is in more developed markets, and vending ma
chine throughput might be 50 percent. The company has to decide how 
fast it wants to grow. It does not want to over-invest while it is still 
training people and bringing its productivity up to international stan
dards. But if it does not grow fast enough, it will find that Coke added 
routes twice as fast and has five times its market share; and even though 
Pepsi has brought productivity up to international standards, it is lag
ging in market share. 
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How the CompanyValues Itself 

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, comparing that value with PepsiCo's current market value. Chuck 
Darville, Manager, Corporate Strategic Planning, points out that most of 
this evaluation is prospective. Not much time is spent analyzing past 
strategies and performance and how they have been valued by the 
market. 

The strategic planning staff calculates valuations based on known 
strategies, including expansion plans, required investment and projected 
cash flow from new products, and capital required to sustain current 
operations. If there is a substantial difference between the internal valu
ation and the market's valuation, they try to understand the reason. The 
market may not have enough information, it may not fully understand 
the company strategy, or it may just be valuing the company strategy 
differently. 

Valuations are based on long-term strategies. The duration of the 
company's long-term planning horizon is 12 years. At the end of that 
period, it calculates a no-growth perpetuity, assuming returns for addi
tional dollars invested will not exceed the cost of capital. Planning is 
most detailed for the first three years. Though the 12-year forecast is far 
more detailed than a trend line, projected returns tend to move toward 
the cost of capital in the later years. 

The company has not changed its 12-year duration in recent years, 
but it continually checks the implied durations of comparable compa
nies in each of the three business sectors. For PepsiCo and the other 
comparable companies, an investment information service publishes stock 
price forecasts and assumptions on value drivers such as sales growth, 
operating profit margin, capital expenditures as a percentage of sales, 
working capital, the cash tax rate, and the weighted average cost of 
capital. It is possible to use those assumptions to do discounted cash
flow valuations for each of the companies. Then an investment informa
tion service's projected stock price can be used to solve for the 
duration-the point in time when the growth assumptions for the value 
drivers no longer apply and a no-growth perpetuity is used. 
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PepsiCo does a base valuation using known strategies that do not 
include any acquisitions, and then identifies other strategies that may 
create additional value. It may look at alternative ways to invest a given 
amount of cash to create additional value. The valuation is based on 
three-year plans submitted by business units, but those units may sub
mit additional investment proposals not envisioned in the plan. A clear 
distinction is made between what is known today and incremental in
vestments. 

PepsiCo calculates a cost of capital for each of its business sectors
beverages, snack foods, and restaurants. It continually analyzes compa
rable companies to verify that the beta is appropriate for each sector 
and for the company as a whole. Currently, the company assumes a 
uniform 11 percent WACC for all three sectors. 

Financial Reporting Systems 

Business units send performance reports to headquarters every four 
weeks. Actual results are compared with the plan. The reports contain 
externally reported financial information such as revenues and profits, 
internal accounting information such as' allocated costs, and nonfinan
cial information such as market share and other operating measures 
particular to each business. The information systems were designed pri
marily for accounting-based information. Adding nonfinancial informa
tion to the standard report formats is sometimes difficult. 

How Investors andAnalysts 
Value the Company 

Barnes thinks that securities analysts generally understand cash flow, 
but that they are focused more on earnings. Most of them are trying to 
earn their reputation by calling a turn in the stocks they follow, such as 
PepsiCo's recent rise from $47 to $58. 

Barnes believes that most of PepsiCo's investors are long-term in
vestors, but he acknowledges that there are also momentum investors 
who move in and out. They tend to react quickly to what people from 
the company say. When the stock was at $39, Calloway gave a talk 
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about pulling back on the level of new restaurant investment and get
ting stricter on return criteria, and the stock went up to $42. Vice Chair
man Roger Enrico further elaborated on the restaurant sector's investment 
plans and gave a cash-flow estimate for restaurants for the year, which 
brought the stock to $46. Others in the company elaborated on market
ing plans for beverages and snack foods and reiterated the concern that 
new investments meet certain returns. That helped drive the stock to its 
high of $58. 

PepsiCo recently talked to a number of analysts who follow the 
company to find out what valuation models they use. Some analysts 
adlnit that a cash-flow analysis is the right way to value a company; and 
some are beginning to invest in models to help them do cash-flow 
valuations, but they still appear to be in the minority. Most of them are 
concerned with price-earnings ratios when they compare the company's 
current and past performance to others. If a company's price-earnings 
ratio is currently below the industry average but has been historicaUy 
above, it may be considered undervalued. Some analysts say that a 
cash-flow analysis is a selling tool. If they want to put a stock on the buy 
list, they may use a cash-flow analysis to strengthen their argument that 
a company is undervalued. 

Many of these analysts cover 40,60, or even 80 companies. Shotting 
points out that it takes the entire strategic planning department six weeks 
to value PepsiCo-that is 40 people valuing one company, as opposed 
to orie analyst looking at 40 companies. 

People Interviewed 

Randall C. Barnes, Senior Vice President and Treasurer 
Robert 1. Carleton, Senior Vice President and Controller 
Charles W. Darville, Manager, Corporate Strategic Planning 
Mary Jo Shotting, Director, Corporate Development 
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Pioneer Hi-Bred 

International, Inc. 

Pioneer High-Bred is the leading breeder and producer of hybrid seed 
corn in the world. The company was founded in 1926 to apply newly 
discovered genetic techniques to produce this product. Today it devel
ops, produces, and markets hybrids of corn, sorghum, sunflower, and 
vegetables, and varieties of soybean, alfalfa, wheat, and canola. In North 
America it has a 45 percent share of the seed corn market and an 18 
percent share of the soybean seed market and substantial market shares 
in Europe as well: About 29 percent of the company's sales and about 
28 percent of its operating profits are accrued outside North America. 
Pioneer Hi-Bred operates on all continents, conducting research in 29 
countries and selling in 100 countries. 

A large part of Pioneer Hi-Bred's value is based on intellectual prop
erty. The company's ability to develop new products and remain com
petitive comes from continued R&D, and budgeting for R&D is an integral 
part of Pioneer Hi-Bred's business planning. Yet the company does not 
capitalize R&D expenses for internal analysis, and NPV analysis plays 
only a small role in its research spending decisions. In determining 
research priorities, the company considers a whole po_rtfolio of oppor
tunities and compares expected rewards with factors such as the amount 
of investment required, the company's technological competitive posi
tion, the probability of technical success, and the estimated time re
quired to bring a product to the market. 

Pioneer Hi-Bred's most important assets are the genetic resources, 
known as germplasrr\, developed through plant breeding and labora
tory research. Competition in the seed industry is based on price, prod
uct performance, and service. The company's objective is to produce 
products that consistently outperform the competition and thus 
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command a premium price, but achieving this objective requires ongo
ing investment in R&D of proprietary products. Continued improve
ment in the performance of the company's products is required to 
maintain profit margins and market share. R&D expenditures are nor
mally about 7.5 percent of sales and equal to the level of capital expen
ditures. As one rough measure of the importance of research and other 
intangibles, the company's stock trades at approximately 4.5 times book 
value. Pioneer Hi-Bred considers protection of its proprietary products 
vital to its ability to support continued research and product develop
ment and generate an adequate return to shareholders. The company 
maintains ownership of and controls the use of inbreds and varieties in 
the United States through patents and the Plant Variety Protection Act of 
1970. Both the patents and the Act essentially prohibit other parties 
from selling seed made from these inbreds and varieties until such pro
tection expires, usually well after the useful life of the seed. Outside the 
United States, the level of protection varies from country to country 
according to local law and international agreement. 

Pioneer Hi-Bred has been a public company since 1973. It sold its 
beef cattle and poultry operations in the late 1970s and sold a company 
that made portable communication devices used in the retail industry in 
the late 1980s. It redeployed the capital from these sales into its core 
seed operations. The company's business is cyclical because of factors 
that affect seed purchases, such as crop inventories, commodity prices, 
and government programs to control the number of acres planted. How
ever, Pioneer Hi-Bred believes that when farmers have an economic 
incentive to plant, they will buy seed and try to limit other expenses. 

Pioneer Hi-Bred's goal is to finance its growth with earnings, and 
the company has very low leverage. A conservative financial structure 
helps it endure business cycles and bear the technical risk characteristic 
of a research-based organization. From time to time when it considers 
its stock undervalued, Pioneer Hi-Bred buys back its own shares in the 
open market with excess cash. 

Pioneer Hi-Bred's principal financial performance metrics are ROE 
and growth in EPS. In the late 1980s, management saw that Pioneer Hi
Bred's historic leadership position in the seed industry was beginning to 
slip. The firm's financial performance and share price were not up to its 
expectations. ROE was 11.2 percent in 1990, so management set a goal 
of 20 percent by 1995. ROE reached 21.2 percent after adjustment for 
unusual events in 1994, and the company set a continuing goal of at 
least 20 percent ROE and double-digit annual EPS growth. 
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Adoption of ROE Measure 

Management adopted ROE in conjunction with a continuing focus on 
ROA at the business-unit level because the measure was easy to explain 
throughout the company, and it could be used to drive the kind of 
behavior that would enhance shareholder value. It has been a challenge 
for management to explain to people at various levels what the company's 
financial goals are and how each of their jobs relates to the achievement 
of those goals. The ROE concept has made it easier for employees to 
understand how the company makes decisions and how those deci
sions affect financial returns and shareholder value. Plant managers have 
learned how improving production yield and reducing inventory can 
increase ROE. Other groups are seeing how measures such as increased 
margins or market shares affect the company's ROE. Management ex
plains that the improvement in a business unit's ROA from year to year 
adds to shareholder value; and Pioneer Hi-Bred can easily track this 
value because its financial structure stays essentially the same over time. 

Nonfmancial Performance Measures 

Pioneer Hi-Bred is moving toward a balanced scorecard of financial and 
nonfinancial performance measures for its business units. The company 
tracks a number of nonfinancial measures that do not directly drive 
compensation. They include customer satisfaction, product performance 
advantage, market share, and pricing in relation to value. 

The finance group plays an important role in the creation of 
nonfinancial measures. It develops ideas, conducts analyses, makes rec
ommendations, and works in partnership with business managers to 
determine whether certain measures can be effective in managing a 
business. Finance also helps managers set their own benchmarks. 

Benchmarks are important tools for focusing people's attention and 
energy and getting them to think about new ways of doing things. For 
example, finance set five days as a target for closing the books at the 
end of the year-a goal that seemed unreasonable and out of reach. In 
order to meet the goal, the finance people acknowledged they had to 
change the way they closed the books, and they started to think cre
atively about how procedures could be improved and what kind of 
training and development was required. 
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R&D Budgeting 

Managing research expenditures is a key part of Pioneer Hi-Bred's stra
tegic planning .. R&D is the very foundation for the company's current 
products and its future. Though research takes place all over the world, 
it is managed centrally through a shared decision-making process among 
people from the marketing, finance, and technical functions. The com
pany balances the amount it spends on research and development ev
ery year with its principal financial goals-a minimum 20 percent ROE 
and double-digit annual EPS growth. Paul Matson, Director of Finance
Research and Product Development, explains that the R&D process it
self defines some boundaries. Because of its long-term nature, R&D 
cannot be pumped up one year and cut back the next. If additional 
funds were allocated, there would be a limit on how much could be 
absorbed. If R&D spending were cut back, some ongoing programs 
probably would be damaged. R&D expenditures are not charged to 
business units because the benefits of those expenditures are spread 
across many units over an indefinite period. Pioneer Hi-Bred does not 
capitalize R&D expenditures, but in its strategic planning process these 
expenditures are treated as capital assets. Vice President and Treasurer 
Joe Dollison says, "We lean more toward simplicity in accounting for 
intellectual property, but we recognize that our investment decisions for 
R&D are becoming more complex." 

Plant breeding is the foundation of the company's research organiza
tion, and now Pioneer Hi-Bred also is using biotechnology to engineer 
traits into its germplasm base. In plant breeding, the probability of suc
cess is a function of the number of plant crosses and the breeder's skill in 
recognizing a product with a package of traits that fits the market. Bio
technology can shorten the process that requires years of traditional plant 
breeding and enable the incorporation of traits that would not be possible 
through plant breeding. The shift toward biotechnology has increased the 
level of sophistication in the research process and, as a result, Pioneer 
Hi-Bred has had to acquire technology from the outside through licens
ing, partnerships, and strategic alliances. Consequently, research spend
ing as a percent of sales has increased in recent years. 

Geography is a competitive advantage for Pioneer Hi-Bred. The 
company has capitalized on its widespread international network to 
breed and test year-round. It takes between 90 and 110 days to grow 
most crops. Through the use of winter nurseries in both the northern 
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and the southern hemispheres, Pioneer Hi-Bred gets multiple genera
tions of breeding activity in one 12-month period. 

In the past, research in a given overseas region such as Latin America 
or Asia was primarily for seed products to be used in that region. While 
local product development continues to be important, an increasing 
number of the company's research projects are part of coordinated world
wide efforts. Germplasm is shared across all maturity zones. Hybrids 
that work well in southern Indiana and parts of southern Iowa might 
work well in Italy. Those developed in Canada and the northern United 
States might work well in parts of northern Europe. 

As Pioneer Hi-Bred sees increasing opportunities to invest in re
search and moves toward increased utilization of biotechnology, it rec
ognizes the need to analyze and prioritize its R&D projects more 
rigorously. Failing to identify an opportunity or investing in a project 
that turns out to be a bad one can be a big mistake. But the company 
cannot pursue every project. It has to focus on those that have the most 
revenue potential and long-term strategic value. 

Pioneer Hi-Bred has started a research portfolio management 
process to make sure the company gets the biggest benefit for dollars 
employed and to decide on a manageable number of projects. It is 
developing more formal procedures for assigning priorities and allocat
ing research dollars. It is defining minimum requirements for written 
proposals while trying to preserve the collegiality of the decision
making process. 

Pioneer Hi-Bred seeks a balance between quantitative analysis and 
qualitative and strategic considerations. People are encouraged to think 
hard about numbers in projections, to make them as accurate as pos
sible, and to document their underlying assumptions in writing. How
ever, the company recognizes that research projects are subject to a 
great deal of uncertainty and change, and sometimes it is difficult to 
make accurate financial forecasts beyond one or two years. Going for
ward, the company would like to further analyze probabilities related to 
such factors as technical feasibility, research costs, market sizes, and 
other critical drivers in order to calculate a range of possible outcomes 
rather than relying on single estimates. Because of the uncertainty and 
time horizons of its research projects, Pioneer Hi-Bred finds that NPV 
analysis has limitations. it provides useful support and makes people 
question their assumptions, but it does not provide final answers for 
business decisions. 
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Pioneer Hi-Bred uses matrices to examine projects based on combi
nations of criteria. For example, Figure 16-1 shows a comparison of the 
NPV of research expenditures with the net present value of expected 
rewards for various projects. Figure 16-2 compares the net present value 
of the expected dollar reward with the percentage probability of technical 
success. The size of the bubble for each project indicates the NPV of the 
research expenditure. Another matrix the company uses compares the 
expected reward for each project, measured in millions of dollars of NPV, 
with technological competitive position, rated on a scale ranging from 
weak to dominant. Still another compares the NPV of the expected dollar 
reward for each project with the estimated time (in years) to market. As 
with quantitative analysis, these matrices do not provide answers. But 
Ann Bublitz, Marketing Director and Technologies Specialist, explains that 
they help people structure their thinking and they facilitate discussion of 
research priorities among research and business people. 

FIGURE 16-1 Reward and Research Investments (based on fictional numbers) 
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FIGURE 16-2 Reward vs. Probability of Technical Success· (based on fictional 
numbers) 
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Cooperative Decision Making 
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Pioneer Hi-Bred has a participative decision-making process for defin
ing priorities in areas throughout the company including research, product 
development, sales, and marketing. The CEO sets a broad strategic fo
cus and the finance group defines financial goals. 

New product ideas may come from commercial business units, se
nior management, or product planning teams responsible for the long
range strategies for each product line. A business development function 
that was established in 1988 to look at new business opportunities has 
recently been split among marketing, research, and the planning and 
budgeting group in the finance function. This change was made to sup
port the flow of ideas and plans from the business units rather than from 
a centralized corporate group. 

Sometimes people in the company think that there are too many 
committees; they think decisiveness is lacking and that there is uncer
tainty about who is responsible for what. But Brian Hart, Vice President 
and Corporate Controller, believes that this cross-functional process 
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spreads education throughout the company and builds equity in the 
decisions that are made. The very core of the decision-making process 
is the cross-functional representation from finance, marketing, sales, 
supply, and research management. 

Pioneer Hi-Bred did a recent analysis of where it was deploying its 
research investment. The analysis itself did not lead to any startling 
conclusions, but the process was very helpful. Research scientists learned 
about ROI concepts and how their projects fit into the business picture. 

The company also reviewed all of its R&D activities related to corn 
products to define priorities and identify weaknesses and opportunities. 
Pioneer Hi-Bred used bubble charts, such as those illustrated in Figures 
16-1 and 16-2, to examine (1) the allocation of its resources among the 
world's most important markets and among the most important current 
technologies and (2) the role of the research, marketing, finance, sales, 
and product management functions. Though the review had a product 
focus, team building turned out to be a more important benefit than any 
specific product-related conclusions. 

Cost of Capital 

The company's 15 percent WACC is used as a discount rate. According 
to Jeff Austin, Director-Corporate Finance, Pioneer Hi-Bred has thought 
about setting different discount rates for projects of different risk as part 
of a fine-tuning process but is concerned about the difficulty of deter
nlining rates for each project. It might consider using a different dis
count rate for an acquisition or a project that is outside its normal sphere 
of activity, but it considers the calculation of a range of possible ,out
comes a better method for assessing risk. 

Incentive Compensation 

Pioneer Hi-Bred has established a compensation system based on two 
factors: ROE and growth in EPS. ROA serves as a proxy for ROE at the 
business-unit level. The level of assets is defined as receivables, inven
tory, and fixed assets. Except for allocating accounts among business
units, the receivables, inventory, and fixed-asset accounts are consistent 
with the company's published financial statements. Pioneer Hi-Bred 
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makes virtually no adjustments to these accounts, because it believe's 
that making a few adjustments could initiate arguments for more adjust
ments. 

The company's reluctance to make adjustments is in line with its 
philosophy of simplicity, consistency, and continuity. Pioneer Hi-Bred 
is looking for improvement in a business unit's performance over time, 
accounted for on a consistent basis. This consistent improvement is 
more important than how assets are allocated' and adjusted. The com
pany recognizes and communicates to its managers that not every busi
ness unit can be expected to achieve the same ROA. Some will be 
above 40 percent; others will never get to that level. Incremental im
provement is what counts, whether it be return on sales, asset utiliza
tion, or operating income growth. 

The company is trying to make the new incentive measures as simple 
and understandable as possible. Next year, part of the reward system 
will be based on earnings growth and a smaller part will be based on 
return on equity of 20 percent or greater. There will be both current and 
longer-term components. Cash compensation will be based on earnings 
growth and ROE over a one-year period, and an award of restricted 
stock will be based on earnings growth measured over three years. The 
company is also considering an even longer-term incentive plan driven 
by the increase in share value over a 5- to 10-year period. 

Paul Schickler, Corporate Vice President and Director of Resource 
Planning, cites the sales organization as an example of the way inceR
tive compensation works at various levels. Like the CEO of th~com
pany, the vice president of sales and the sales directors are compensated 
based on EPS growth, both annually and over a three-year period. At 
the next level, sales managers responsible for a geographic area such as 
one or two states are compensated based on return on sales and growth 
in sales over time. Return on sales is calculated as contribution divided 
by sales. It is a measure of operating income with no allocation of 
interest expense. It is based on factors the sales manager can influence 
directly such as pricing, volume, product mix, shipping costs, fixed costs, 
and discounts offered in the form of seed samples. District sales manag
ers are compensated based primarily on market share. Operating mea
sures for plant managers include fixed-cost growth, variable cost growth, 
and the overall cost of production. Controllable fixed costs are mainly 
repairs and maintenance. Variable costs include detassling (removing 
tassles from seed-bearing plants to control pollination in seed fields), 
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roguing (removing plants that can contaminate seed and impair qual
ity), and field supervision. Plant managers also have quality measures, 
including the appearance of seed in the bag, perfection in seed sizes, 
and perfection in detassling. More-senior managers have measures based 
more on earnings growth. 

Each year, Pioneer Hi-Bred employees participate directly in the 
success of the company through the profit-sharing program. Eligible 
employees share equally with their coworkers regardless of their base 
pay, their work location, or their job. The amount is determined by two 
factors-pretax profit and the number of employees participating in the 
program. 

How Investors andAnalysts 
View the Company 

About 55 percent of Pioneer Hi-Bred's stock is held by institutional 
investors, and a significant portion is held by the company's founding 
families. Only a small percent of investors hold the stock for short-term 
returns. 

Pioneer Hi-Bred talks to analysts who have been following the 
company for some time, and also to people not as familiar with 
the company who have been attracted by its performance over the past 
five years. Dollison thinks that the analysts who are familiar with Pio
neer Hi-Bred have reasonably good performance models. He says, "We 
try to give them the information we can about what we're doing. They 
can use their models to predict what the results will be. We bring them 
up to date and help them keep within a range of possibilities." The 
company is spending more time with the newer analysts to make sure 
they understand the business. Dollison believes that most of the ana
lysts who follow the company have a good sense of what drives the 
business and what the likely outcomes are, at least in the short run. 
Although analysts seem to be looking at cash flow more than they used 
to, he hears them talk most consistently about ROE and growth. He 
thinks the models they use-which include assumptions about acreage, 
sales prices, market share, and cost of sales-are somewhat influenced 
by Pioneer Hi-Bred's historical pattern of returns and growth. Growth is 
a heavy factor in the analysts' determination of a price-earnings mul
tiple. Historically, Pioneer Hi-Bred's earnings and cash flow have been 
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erratic following agricultural, feed grain, economic, and weather pat
terns. But its earnings and cash flow tend to even out over time, so 
earnings are a reasonable proxy for cash flow if an analyst wants to do 
a discounted cash-flow analysis at an assumed growth rate. Accounting 
and capital structure are consistent from year to year, which facilitates 
long-term projections and valuations. 

People Interviewed 

Jeffrey A. Austin, Director-Corporate Finance 
Ann Bublitz, Marketing Director and Technologies Specialist 
Dwight G. Dollison, Vice President and Treasurer 
Brian G. Hart, Vice President and Corporate Controller 
Paul W. Matson, Director of Finance-Research & Product 

Development 
Paul E. Schickler, Corporate Vice President-Director, Resource 

Planning 
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Simon Property Group, Inc. 

Simon, based in Indianapolis, is one of the largest publicly traded real 
estate investment trusts (REITs) and one of the largest owners and de
velopers of shopping malls in the United States.! The company's portfo
lio consists of 122 retail properties operating in 28 states. These properties 
encompass 62 million square feet, of which approximately 37 million is 
company owned, include 62 regional malls, 55 community centers, 2 
specialty retail centers, and 3 mixed-use projects. Regional malls contain 
two or more large department stores as anchor tenants and a variety of 
smaller stores located in enclosed promenades connecting the anchors. 
Community shopping centers are anchored by supermarkets, drugstores, 
and discount retailers. 

The company was founded in the 1960s by Melvin and Herbert 
Sin10n, the current co-chairmen, and went public in 1993. David Simon, 
President and CEO, leads a relatively young management team with a 
diversity of experience from Simon and other companies. Simon is re
garded for having more of the management characteristics of a publicly 
held company than most other REITs, and its evolution from a private to 
a publicly held company is a sign of changing times. The firm's transi
tion provides a model for others to follow. 

Simon was among the first fully integrated developers, owners, and 
managers of shopping malls with internal functions that include develop
ment, architecture, construction, engineering, management, real estate tax 

n1anagement, leasing, collections, finance, accounting, budgeting, market 
research, and legal. The firm's business success is based on its ability to 

ISubsequent to interviews for this case study, Simon merged with the DeBartolo Realty 
Corporation to become Simon DeBartolo Group, Inc. 
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identify strong locations for shopping malls, build attractive facilities, and 
attract and retain a good mix of tenants. All of these factors ultimately attract 
shoppers to its centers. Locations for malls are selected based on demo
graphic information for areas within 3, 5, and 10 miles. Such information 
includes median household income, household density, projected house
hold growth, and existing mall and other retail facilities. 

Nationwide retail chains are among Simon's best mall clients. A mall 
location helps these clients maximize their sales performance by (1) attract
ing other synergistic tenants, including movie theaters and restaurants and 
(2) minimizing their occupancy expense as a percentage of sales. 

Each mall is run by a management team of three people responsible 
for leasing, property management, and development. Team melnbers 
report to regional vice presidents responsible for their respective func
tions. The leasing manager leases space and maintains the appropriate 
merchandise mix. The property manager is responsible for marketing 
and maintaining the overall environment of the center. The develop
ment manager is responsible for expansion, depaltment store relations, 
and significant remerchandising activities which could include de-leas
ing (paying a tenant to vacate its premises priQr to the scheduled lease 
expiration in order to reconfigure and remerchandise the space on a 
more profitable basis). 

John Neutzling, Executive Vice PreSident-Management, says, 

LeaSing determines cash flow. You do not run a business like this by just 
containing costs. Perhaps more important, leasing determines the merchan
dise mix, the fabric of the property, and how people respond to it com
pared to the competition. There are a tremendous number of shopping 
alternatives in this country, and there is little customer loyalty. People are 
going to shop in our malls if we're conveniently located, offer a comfort
able, secure environment, and have a more attractive selection than our 
competitors. 

Neutzling explains that a leasing person's objective is to do business 
with retailers with the greatest productivity potential. Successful retail
ers such as The Gap, Cachet, or The Body Shop are not only reliable 
from a credit perspective, but they draw shoppers who are likely to 
shop in other stores as well. Consequently, they frequently influence 
other tenants' decisions to come to a mall. 

Simon has been a leader in merging shopping and entertainment. 
Attractive stores, restaurants, and movies all encourage people to spend 
time in the malls. Jerry Garvey, Executive Vice President of Develop-
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n1ent says, "If you get their time, you get their mon.ey." At a time when 
specialty store shopping centers without department store anchors were 
an unproven concept, Simon developed The Forum Shops at Caesar's, a 
group of high-priced retail stores attached to Caesar's Palace in Las Ve
gas. Because of the Las Vegas tourist trade, every few days the shops get 
a new market of customers with a high propensity to spend. Annual 
sales at the center are above $1,200 per square foot compared to the 
national average of $250. 

Neutzling says, "We are in the business of providing our tenants 
with distribution channels to our shoppers. We are a conduit." He cites 
a large customer such as The Limited, whose stores include Limited 
Source, Limited Express, Cacique, Victoria's Secret, Bath and Body, Struc
ture, Lerner, Lane Bryant, and Abercrombie & Fitch. To achieve its fu
ture growth goals, The Limited is looking at which of its own stores is 
most profitable nationwide, and which locations are most successful. 
Simon's head of leasing can sit down with The Limited's head of real 
estate and value ways they can achieve their growth strategy nationally. 
Locations where some Limited stores already are doing well are good 
candidates for other Limited stores. 

Operating Measures 

Simon's growth and profitability are based on its ability to maintain high 
occupancy in its malls, to develop an environment capable of produc
ing high sales performance, to get the highest possible rent on new 
leases, and to keep costs under control.' Often the company shares in 
the sales success of its tenants, charging either percentage rent based on 
the tenant's sales or overage rent based on sales above a defined amount. 

The most important direct operating measures of an individual mall are 
percentage occupancy, rent per square foot, spread between rent paid by 
departing tenants and new tenants, and tenant sales productivity. 

Specific sales measures include tenants' sales per square foot and 
tenants' total rental expense as a percentage of sales. Simon is the low
est of the public company mall operators, with 10.9 percent average 
rental expense as a percentage of sales. Sin10n is reimbursed for most of 
its direct expenses in running a mall. If those expenses become too 
high, however, it will lose its competitive position as a low-cost pro
vider, or may not be able to increase rents to tenants. 
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Financial Performance Measures 

The principal financial measures for REITs are funds from operations 
(FFO) , EBITDA, and funds available for distribution (FAD). The princi
pal measure of an REIT for valuation purposes is FFO; this measure is 
unique to the real estate industry. REIT stocks are valued and compared 
by multiples of FFO. Recently, Simon's stock has traded between 10.3 
and 10.7 times FFO. A peer group of a dozen REITs shows current 
multiples ranging from 7.8 to 10.8. 

FFO is defined as net income from operating activities before con
sidering the impact of depreciation and amortization of assets that are 
defined as unique to real estate. (Examples of assets not unique to real 
estate include computers, vehicles, and capitalized financing expenses.) 
While not the same as cash flow, FFO provides an appropriate gauge of 
operating performance. (FFO is cash flow based on the average rate 
paid by a tenant for the entire lease; cash flow is based on what the 
tenant actually pays, which is typically stepped up over the lease term.) 

Dennis Cavanagh, Senior Vice President of Financial Services, be
lieves that FFO is roughly comparable to net income for a non-real
estate company. Net income for a real estate company suffers in 
comparison with other companies because a real estate company is 
very capital intensive, incurring heavy depreciation and amortization 
expense. Yet, well maintained, a mall typically appreciates over time. 
FFO provides a better measure with which to assess a company's divi
dend paying capability. 

EBITDA is also an important financial measure used to compare 
REITs. EBITDA is an industry standard that measures operating perfor
mance before the effect of capital structure. 

EBITDA divided by total revenue equals the operating profit mar
gin. This industry standard measures operating efficiency, or the portion 
of the revenue base that the company carries to the bottom line. 

Operating margins typically run in the 60 percent range for regional 
malls. They are relatively high because mall leases generally allow for 
the recovery of most operating expenses from the tenants. In addition, 
the capital intensive nature of real estate requires a high operating mar
gin. Simon's operating margin exceeds 61 percent and has grown con
Sistently since 1988. 
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Another measure-funds available for distribution (FAD)-is calcu
lated by subtracting operational capital expenditures from FFO. The 
company's dividend divided by this number is referred to as the divi
dend payout ratio, a commonly used industry standard indic~ting the 
percentage of cash flow paid out in dividends and reciprocally, the 
'aillount reinvested in the company. 

To retain its REIT status, Simon is required to payout 95 percent of 
its taxable income as dividends. Taxable income is calculated after de
preciation, so this requirement allows the company plenty of latitude in 
determining its dividend payout ratio. Simon currently pays out 88 per
cent of its FFO in dividends. Publicly held REITs in its peer group pay 
between 57 percent and 106 percent of FFO. 

Creditworthiness Measures 

When credit -rating agencies look at an REIT like Simon, they are inter
ested in FFO growth, the company's access to capital, its existing debt 
structure, whether the company is willing to issue equity periodically, 
and how receptive the market is to the company's stock offerings. The 
rating agencies' quantitative measures include debt as a percentage of 
total market capitalization, interest coverage, and unencumbered assets. 
In many industries, analysts have traditionally compared book debt to 
book capitalization. That approach would be particularly unrealistic in 
this industry because of the appreciating nature of real estate. Using 
unencumbered assets-property with no liens-as a measure can seem 
somewhat restrictive to Simon because many of its assets that are en
cumbered have substantial interest coverage and loans less than 50 per
cent of property values. 

Investors' Objectives 

Simon investors are roughly 50 percent retail and 50 percent institu
tional. Many of Simon's and other REITs' shareholders are primarily 
motivated by yield. REITs typically compete with bonds and utility stocks 
for investment dollars. Simon currently pays investors a dividend yield 
of about 8 percent. 
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Long-term Strategy 

Steve Sterrett, Vice President and Treasurer, would like to see Simon 
and its stock become a little more growth oriented. Retained earnings is 
Simon's cheapest source of capital. If the company could grow FFO at 
8 percent per year and grow its dividend payout to 3 or 4 percent 
annually, it could retain an additional $10 million per year. 

Sterrett sees substantial future consolidation in the industry. Simon, 
which has a market capitalization of $4.5 billion and manages 75 million 
square feet of space, is the largest REIT and mall operator in the United 
States, but has only a 3 percent market share of regional malls. Sterrett 
could see Simon growing its market share by acquiring other real estate 
portfolios or companies. Eliminating duplicate staff in acquired compa
nies could cut costs substantially. Sterrett thinks that Simon will have a 
number of opportunities to acquire new properties for at least two rea
sons: First, a large part of the industry consists of privat~ companies that 
own two or three malls. When the owners want to sell for estate liquid
ity or other reasons, a.large REIT like Simon is a'logical buyer. Second, 
some insurance companies and. other institutional investors that have 
acted as direct real estate o'Yners or lenders in the past would prefer to 
reduce their own overhead and invest in real estate. through an equity 
position in an REIT. 

Project Feasibility Studies 

When Simon does a feasibility study for a new mall; it' projects annual 
EBIDTA and FFO, typically for the fourth year, compared with cash 
invested. If the cash-flow stream fluctuates signifiCantly, IRR may be 
used. 

The investment amount for a new regional mall typically ranges 
from $100 million to $200 million. In a typical project, Simon Inight 
spend $100,000 on an initial feasibility study. Based upon this initial 
effort, additional funding may be authorized to further explore the project. 
Once feaSibility is determined, the company pursues a preliminary com
mitment from lenders as well as anchor tenants and starts pre-leasing 
other spaces. Simon uses an internal project approval form that docu
ments the project and the underlying critical assumptions, major ten-
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ants, timing of construction, and the major risks. Though Cavanagh shares 
the corporate aversion to creating more committees, he supports the 
practice of an interdisciplinary committee sharing the responsibility for 
approving large projects. 

Incentive Compensation 

About 500 people in headquarters, regional offices, and malls partici
pate in incentive compensation plans. Those plans have been rede
signed over the past two years. Simon has designed a performance 
measurement system for its home office and field organizations that 
focuses on the results expected by shareholders. It has developed a 
matrix to determine incentive compensation for the vice presidents of 
management, leaSing, and development in each region. The matrix de
fines the percentage of a person's cash bonus that is determined by 
each measure. The measures include FFO and percentage occupancy 
goals for the corporation, and FFO, minimum rent, percentage occu
pancy, and specialty leasing income goals for the region. Other mea
sures include tenant allowance goals for leasing vice presidents, 
redevelopment and portfolio enhancement goals for development vice 
presidents, and cost control goals for property management vice presi
dents. The goals are determined by the vice presidents and other senior 
officers of the company in the course of establishing the annual budget 
and are monitored through monthly reporting and quarterly portfolio 
review meetings. Though some of the specific goals differ by function, 
the system is designed to strongly encourage the functions to work 
together to share the performance of their respective portfolios. 

There are 18 people above the regional level on Simon's manage
n1ent committee. A significant portion of the annual cash bonus for each 
of these individuals is derived from corporate FFO. Fifty-two' people, 
including all vice presidents and above, participate in a restricted stock 
incentive plan which is based on FFO performance over a five-year 
period, with vesting occurring over nine years. 

There is also an MBO plan for staff in the administrative areas, which 
includes financial services, architecture, construction, and legal. A met
ric for a person in the finance function might relate to how promptly 
tenant rent is collected. A tenant coordinator in a mall may be evaluated 
on timeliness of tenant openings. The measure for a legal person is the 
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turnaround time for leasing and closing documents. Management and 
people skills are discussed in performance evaluations and influence 
the annual raise determination but have no bearing on the amount of 
bonuses. 

The Role of the Finance Function 

The financial services group mission is consistent with the company's 
mission statement to become the dominant developer and manager of 
real estate in North America and to increase shareholder value by focus
ing on enhanced financial performance and organizational profession
alism. The service orientation of the finance function is an important 
part of its mission statement. Finance people are encouraged not to be 
just number crunchers, but to help managers in the regions and the 
malls understand the numbers. Action guidelines in the financial ser
vices group mission statement include the following: 

o Focus on maximizing Simon's earnings, FFO, and cash flow. 

o Maintain a responsive customer orientation by providing finan
cial information and tools to Simon's managers and others to 
facilitate their understanding of business performance, issues, 
and opportunities. 

o Produce management and compliance reporting that is timely 
and accurate and also insightful in its business perspective, fo
cusing not only on historic performance but also on future im
plications. 

o Maintain a sense of independence in capturing, evaluating, and 
reporting on business activities. 

o Help to continually improve the effectiveness of the systems 
environment. 

o Ensure that the organization, staff, systems, practices, and con
trols support Simon's growth strategy. 
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Executive Information System 

The finance function provides each region with a monthly report that 
shows key performance measures and results. Simon's executive infor
mation systems give regional and mall managers the information they 
need in a way that is not intimidating. They provide relatively easy 
access to all critical performance measures. The executive information 
systems are part of a strategic systems plan designed to provide an 
information base that supports strategic and tactical decision making 
and meets format, availability, security, and integrity requirements in a 
cost-effective manner. 

People Interviewed 

Dennis Cavanagh, Senior Vice President-Financial Services 
John R. Neutzling, Executive Vice President-Management 
John Rulli, Senior Vice President-Human Resources & Corporate 

Operations 
Stephen E. Sterrett, Vice President & Treasurer 
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A 
Survey Results 

A mail survey was sent to FEI members at 450 companies in the United 
States and Canada; 153 responses (34 percent) were received from com
panies in a broad range of industries. The purpose of the mail survey 
was to validate the interview findings from the 12 case-study companies 
across a larger number of companies. The questions were designed to 
have clear-cut answers suitable for tabulation. Most of the questions 
were multiple-choice; some called for brief written responses. A tabula
tion of responses to the multiple-choice questions and a summary of 
written responses are found below. Industries of the survey respon
dents are listed in Appendix B. 

1. Which of the following do you believe has a stronger effect on 
your company's share price? 

Net income 
Free cash flow 
Did not answer 

Percentage of 
Total Respondents 

47.1 
45.8 

7.1 

2. What quantitative financial measures do you use for performance 
measurement and compensation? Please check all that apply: 

Earnings-Based Measures 

Percentage of 
Total Respondents 

Opera~ing earnings 72.5 
Return on common equity 34.6 
Return on net assets 32.7 
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Return on investment 
Economic value added 
Return on assets 

Cash-Flow-Based Measures 

26.8 
26.1 
21.6 

Total shareholder return 29.4 
Cash flow return on investment 20.9 

Other Measures 
Market value added 8.5 

Respondents were asked to specify other performance measures 
they use. Following are the measures they listed: 

Earnings-Based Measures 
Revenue growth 
Net income 
Pretax income improvement 
Earnings per share 
Earnings before interest and taxes 
Return on capital 
Return on total capital employed 
Operating income return on capital employed compared to 

a benchmark 
Return on average capital employed 
Return on invested capital 
Return on required capital 
Return on operating assets 
Return on sales 
Return on revenue (bank holding company) 
Operating return on investment 
Reduction in operating costs 

Cash-Flow-Based Measures 
Cash flow 
Discounted cash flow 
Earnings before interest, income taxes, depreciation, and 

amortization 
Free cash flow 
Growth in free cash flow 
Cash from operations 



Cash flow after investments 
Net funds flow 
Cash return on net assets 

Other Measures 
Growth 
Working capital performance 
Inventory turnover 
Market share performance 
Share price versus peers 
Various "nonfinancial strategic goals 
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3. For what percentage of your workforce is compensation tied in 
some way to financial performance measures? 

Average 
Median 
00/0 
1 to 3% 
4 to 5% 
6 to 10% 
11 to 250/0 
26 to 50% 
51 to 75% 
76 to 99% 
1000/0 
Did not answer 

Percentage of 
Total Respondents 

41.5 
15.0 
0.8 

11.8 
13.1 
15.0 
13.7 
7.8 
3.3 
9.7 

22.2 
2.6 

4. How do you calculate total capital invested in a business unit for 
performance measurement purposes? Please check one: 

Book stockholder equity 
plus debt 

Historical capital invested 
Book stockholder equity 
Did not specify 

Percentage of 
Total Respondents 

26.8 

25.5 
5.9 

41.8 
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Other methods explained included the following: 

D Total assets minus non-interest-bearing liabilities. 

D Total assets minus current liabilities; both exclude cash and 
financing items. 

o Net assets minus non-interest-bearing liabilities. 

o Total assets at depreciation replacement value minus operat
ing liabilities other than debt. 

D Historical net fixed assets plus accounts receivable, inven
tory, and other assets. 

D Historical capital invested less non-interest-bearing liabili
ties, adjusted for known impairments in value. 

D Current assets (excluding cash) plus gross fixed assets plus 
other assets minus current liabilities (excluding debt) minus 
deferred taxes minus other liabilities (excluding debt). 

D Total assets (book basis) less non-interest-bearing current 
liabilities. Goodwill is not amortized and for the most part 
inventory is reflected at C\lrrent value (i.e., we add back 
LIFO reserves). 

D Total assets plus LIFO reserves, interest-bearing short-term 
liabilities, accrued income taxes, capitalized value of leases 
minus interest-bearing short-term investments and short-term 
liabilities. 

D Some assets at historical cost and some marked to market at 
current value. 

D Required capital determined by riskiness of product line. 

D Assign capital based on various forms of risk including credit, 
interest rate, operational, business, and disruption. 

D Required capital under regulatory standards as a proxy for 
c~ pital at risk. 

D Intrinsic value of business units determined based on net 
present value of future cash flows. Reasonable capital struc
tures determined based on those intrinsic values for internal 
performance measurement purposes. 

D Discounted cash flow, our primary measure, is future fo
cused; hence invested capital is a point of reference only. 
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o We are one business unit and our key issue is R&D project 
resource allocation, where we look at incremental capital. 

o Total capital invested not applicable because we are cur
rentlya development company. 

5. What adjustments, if any, do you make to your performance 
measures for capital invested in a business unit? 

Capitalized operating leases 
LIFO reserves 
Deferred taxes 
Cumulative goodwill 

amortization 
Addition of unrecorded 

goodwill 
Current value of property, 

plant, and equipment 
Bad debt reserves 
Warranty reserves/liabilities 
Question not answered 

Percentage of 
Respondents 

Who Answered 
Question 

47.6 
25.4 
25.4 
23.8 

20.6 

15.9 

12.7 
6.3 

Percentage of 
Total 

Respondents 

19.6 
10.5 
10.5 
9.8 

8.5 

6.5 

5.2 
2.6 

58.2 

Other adjustments explained included the following: 

o Adjust for intercompany borrowings. 

o Remove goodwill and intangibles. 

o Remove or add capital Cundiscounted free cash flow) to bring 
product line to required capitalleve1s. 

o Employ return on total capital computed with and without 
goodwill amortization. 

o Make no adjustments to balance sheets of individual units 
except to remove items that may reside on their balance 
sheets for legal or tax purposes but for which they do not 
have operating responsibility. 

o Add to net assets imputed goodwill in those business units 
in which acquisitions have been completed on a pooling 
basis. 
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o Do not use cash taxes in NOPAT calculation, but push down 
deferred taxes to business units in capital calculation. 

o Adjust for unusual write-offs such as restructuring charges. 

D Eliminate foreign currency translation adjustments and unre
alized gains and losses from marking investments to fair value. 

6. To the extent you adjust your performance measures for total 
capital invested for specific balance sheet items such as those 
cited above, do you make corresponding adjustments to your 
earnings measure? 

Yes 
No 

Percentage of 
Respondents 

Who Answered 
Question 

65.0 
35.0 

Percentage of 
Total Respondents 

26.1 
14.4 

7. When calculating total capital invested in your business units for 
performance measurement purposes, do you include any of the 
following intangible expenses that cannot be capitalized under 
current accounting rules? 

R&D 
Training 
Other intangibles 

Percentage of 
Total Respondents 

2.6 
2.0 
2.6 

8. How do you determine your discount rate for capital budgeting? 

WACC 
CAPM 

Percentage of 
Total Respondents 

35.3 
5.9 

Other methods mentioned by respondents include the folloWing: 
D Country- or region-specific cost of capital. 

o Internal borrowing rate based on current working capital 
revolver loan. 
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D Long-term borrowing rate. 

D Risk adjusted for equivalent stage of project (biotechnology 
company). 

D Target ROE (bank). 

D IRR compared to the cost of capital. 

D For acquisitions at business unit level, 75 basis points above 
the commercial paper rate. 

D Benchmark ROI for corporation against competing public 
companies; this rolled up into RONA for operating units. 

D Expectation of members'/owners' returns (dairy cooperative). 

D ROI with beta for oil companies. 

9. Do you use different discount rates for different business activi
ties or investment opportu17-ities? 

Yes 
No 
Did not answer 

Percentage of 
Total Respondents 

46.4 
49.0 
4.6 

10. Does your capital budgeting analysis include investments in as
set options or real options-investments in future opportunities 
that mayor may not materialize? 

Percentage of 
Total Respondents 

Yes 21.6 
No 74.5 
Did not answer 3.9 

11. Does your capital budgeting analysis include investments in in
tangibles such as training and R&D? 

Yes 
No 
Did not answer 

Percentage of 
Total Respondents 

37.9 
60.8 

1.3 
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12. Does your capital budgeting analysis include decision trees, mul
tiple possible outcomes, or other forms of probability analysis? 

Yes 
No 
Did not answer 

Percentage of 
Total Respondents 

40.5 
57.5 
2.0 



B 
Survey Respondents 

by Industry 

Aerospace 3 
Airlines 2 
Apparel 2 
Beverages 3 
Building Materials, Glass 1 
Chemicals 7 
Commercial Banks 5 
Computer and Data Services 3 
Computers, Office Equipment 6 
Diversified Financials 2 
Electric and Gas Utilities 2 
Electronics, Electrical Equipment 14 
Engineering, Construction 2 
Entertainment 2 
Food 6 
Food Services 2 
Forest and Paper Products 2 
Furniture 2 
General Merchandisers 3 
Health Care 1 
Industrial and Farm Equipment 6 
Insurance 3 
Metal Products 3 
Metals 9 
Mining, Crude-Oil Production 4 
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Motor Vehicles and Parts 4 
Office Supplies 2 
Petroleum Refining 8 
Pharmaceuticals 7 
Pipelines 2 
Publishing, Printing 3 
Railroads 2 
Scientific, Photo, Control Equipment 8 
Soaps, Cosmetics 2 
Specialist Retailers 3 
Telecommunications 6 
Temporary Help 1 
Textiles 3 
Tobacco 1 
Toys, Sporting Goods 1 
Transportation Equipment 1 
Waste Management 1 
Wholesalers 2 
Anonymous 1 



c 
Interview Protocol 

The following protocol was used for on-site interviews of the 12 case
study companies. 

1. What types of financial performance measures do you use? 

a. Do you use traditional accounting-based performance mea
sures such as growth in sales and earnings, return on sales, 
and return on investment? 

b. Do you use cash flow return on investment? 

c. Do you use economic profit, also known as economic value 
added? Do you use market value added? 

2. What do you believe your investors' objectives are in holding 
your company's stock? Price appreciation? Steady dividends? Some 
combination of the two? 

3. How do you correlate cash flow return on investment, economic 
profit, or other measures you may use to the value of your 
company's stock? Do you have any reason to believe that inves
tors and security analysts think differently? Have you explained 
publicly the internal performance measures you use? 

4. In what way do you use cash-flow-based, economic-profit, or 
other measures related to shareholder value creation to measure 
the performanc~ of your business units and business managers? 

a. What types of financial and nonfinancial performance mea
sures or value drivers are used? 

b. How are the performance measures you use for your busi
ness units adapted for performance measurement of business 
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managers? Are they adapted to conform to a given manager's 
scope of responsibility and job objectives? 

c. To what extent are these measures used for overall perfor
mance appraisal or for actual dollar compensation of busi
ness managers? 

d. For how many levels of management in a given business 
unit is performance appraisal and/or compensation tied to 
such measures? 

e. Can you cite examples of how managers have used cash
flow-based, economic profit, or similar performance mea
sures to make strategic decisions to improve your company's 
performance? (Examples of strategic decisions might include 
investing in new projects, divesting business units, or dis
posal of assets.) 

f. How has the use of measures related to shareholder value 
creation changed the behavior of your managers and the 
culture of your organization? 

5. How does the finance function work with line business units to 
develop performance measures? How have you educated your 
employees in the use of these measures? 

6. Has your performance measurement system caused you to in
crease your delegation of decision making and spending author
ity to managers at various levels? 

7. How did you decide on the measures you use? To the extent 
that you compared different types of measures such as economic 
profit or cash flow return on investment, what did you find the 
principal advantages and disadv~ntages to be? 

8. What problems have you encountered implementing these mea
sun~s? Have you had any difficulty dividing your company into 
business units or profit centers for performance measurement 
purposes? 

9. What types of internal financial reporting systems have you de
veloped to track your performance measures on a continuing 
basis? 
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10. How do you calculate the amount of capital invested in eac;h of 
your businesses? 

a. Does the amount include investments in intangibles such as 
training and research and development? 

b. Do you make other adjustments such as the current cost of 
capital equipment? 

c. How do you adjust th~ amount of capital invested for dis
posal of assets? 

11. How do you calculate the cost of capital for your business units? 

a. Do you use the weighted average cost of capital for the 
company? 

b. Do you use different capital costs for different business units? 

14. Has your performance measurement system caused you to re
examine your company's capital structure and your thoughts 
about debt capacity and leverage? 

13. To what degree is your management of financial risks (interest 
rate, foreign exchange, commodity price, and equity price risks) 
oriented toward the company's long-term projected cash flow 
and valuation of the company? 

14. To what degree do you believe there is a potential conflict in 
your company between managing for quarterly net income and 
earnings per share and cash flow over a longer term? An ex
ample of a conflict might be a project with a high overall return 
that will depress earnings per share in the short term. If there is 
a potential conflict, what is your company's way of resolving it? 

15. How do you make your capital budgeting decisions? 

a. What is your company's procedure for submitting, discuss
ing, and deciding on proposals? What people from finance 
and other functions are involved? 

b. How are various financial and nonfinancial considerations 
taken into account when you prioritize projects that meet 
the company's return criteria? 

c. Please comment briefly on your use of payback periods, net 
present value, and internal rate of return; the discount rates 
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or hurdle rates you use; how discount rates used vary among 
business units and projects; and adjustments you make for 
factors such as project risks, project synergies, and learning 
curves. 

d. Does your capital budgeting analysis include asset options 
or real options? 

e. Does your capital budgeting analysis include investments in 
intangibles such as knowledge creation and research and 
development that cannot be capitalized under current ac
counting rules? 

f. To what degree are your capital budgeting methods coordi
nated with your cash-flow-based or economic-profit perfor
mance measures? 

16. Could you help us develop a few easy-to-understand numerical 
examples of how you use financial performance measures, how 
you calculate appropriate measures for each business unit, and 
how you make your capital budgeting decisions? (We are inter
ested in the analytic and measurement techniques you use, not 
in any financial information you prefer to keep confidential. We 
are willing to work with hypothetical situations and numbers.) 
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panies with foreign currency cash flows, and companies outside the 
United States. The authors caution that mergers and acquisitions have a 
high failure rate, often because the acquiror pays too much, and they 
recommend steps for a successful merger and acquisition program. A 

chapter on using option pricing shows how to value asset and liability 
options. It provides examples where asset or liability options have iden
tifiable value for companies in the pharmaceutical, oil, and mining in
dustries. 

McTaggart, James M., Peter W. Kontes, and Michael C. Mankins. The 
Value Imperative. New York: Free Press, 1994. 

The authors start with the premise that most companies inherently 
possess an enormous potential to increase value for their shareholders. 
Specifically, companies must develop value-based management systems 
that align the objectives of their entire organizations with strategies tied 
to the creation of shareholder value. Furthermore, they must deal sys
tematically with external forces such as competition and internal forces 
such as institutional inertia. They also must build five key processes that 
are institutional value drivers: governance (roles and responsibilities of 
the board, management, shareholders, and other stakeholders in man
aging the legal relationship between the corporation, shareholders, and 
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other stakeholders), strategic planning, resource allocation, performance 
management, and top management compensation. Many companies have 
failed to achieve superior performance because they have not linked 
these processes. The authors discuss the strategic determinants of value 
creation: market economics, competitive position, and financial deter
minants. They explain that ROE and equity growth over time determine 
the stream of equity cash flow, and therefore determine the warranted 
value of a company or business unit. Warranted equity value is based on 
management's own best estimate of the future equity cash flow dis
counted at the cost of equity capital. The authors believe that economic 
profit is the best single-period measure for companies and their busi
ness units, but should never be used for strategic investment decisions. 
The best way to ensure that a proposed investment will create value is 
to compare the value of the business with and without that proposed 
investment. 

New Corporate Performance Measures: A Research Report. New York: 
The Conference Board, 1995. 

Traditional accounting and financial measures were developed to 
meet regulatory and financial reporting requirements rather than to run 
businesses. They are too historical, lack predictive power, do not cap
ture key business changes until it is too late, and give inadequate con
sideration to difficult -to-quantify resources such as intellectual capital. 
New performance measures are intended to augment traditional finan
cial measures and provide a more comprehensive management tool to 
enhance the corporation's performance. They serve as leading indica
tors of financial performance. Examples include quality of output, cus
tomer satisfaction/retention, employee turnover, employee training, R&D 
investments, R&D productivity, new product development, market 
growth/success, and environmental competitiveness. Performance mea
surement processes should be initiated by top management and then 
managers and employees should buy in. In designing new performance 
measures, companies sometimes start by temporarily disregarding all 
the measures they have used in the past. Measures should be tied to the 
strategic vision of the company, and changed as goals are met and new 
priorities are defined. Some companies do not disclose their key inter
nal performance measures because they are still inconsistent and need 
further development, and also because disclosing those measures could 
reduce their competitive advantage. Case-study companies believe there 
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is a link between key performance measures and the bottom line even 
though it is difficult to quantify. 

Rappaport, Alfred. Creating Shareholder Value. New York: Free Press, 
1986. 

Rappaport discusses the weaknesses of accounting-based measures 
such as EPS, ROI, and ROE. He describes the valuation of a company 
based on estimated cash flows, the cost of capital, and a residual value. 
He shows how value drivers such as the sales growth rate, the operating 
profit margin, the income tax rate, working capital investment, fixed 
capital investment, and the forecast duration are incorporated into share
holder value calculations. The perpetuity method for calculating residual 
value is described. Rappaport explains how the stock market sends 
signals to management: the current stock price is an indication of whether 
the market expects the company to earn at a rate above its cost of 
capital. The author describes executive performance measurement and 
compensation plans based on value creation. He recommends ways to 
value growth strategies at both the corporate and business-unit level. 
For acquisitions, the book describes a financial evaluation process that 
involves both a self-evaluation by the acquiring company and the evalu
ation of the target company. 

Roussel, Philip A., Kamal N. Saad, and Tamara J. Erickson. Third Gen
eration R&D: Managing the Link to Corporate Strategy. Cambridge, Mass.: 
Harvard Business School Press, 1991. 

As our economy becomes more knowledge- and technology-based, 
intangibles such as R&D become more important drivers of shareholder 
value. The authors describe first generation R&D, where research is 
treated as an overhead cost, second generation R&D, where manage
ment recognizes the project nature of R&D and seeks to quantify the 
costs and benefits of individual projects, and third generation R&D, where 
general managers and R&D managers work together as partners, mak
ing decisions together on how research relates to product planning and 
long-term strategic planning. Methods are recommended for approving 
and managing a portfolio of R&D projects. Matrixes are shown in which 
companies compare the level of risk to the potential reward and the 
expected reward to the probability of technical success for portfolios of 
R&D projects. Because of the uncertainty of future cash flows related to 
R&D projects, NPV analysis plays only a' small role in the methods rec-
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ommended for budgeting, prioritizing, and approving R&D expendi
tures. 

Stewart, G. Bennett, III. The Quest/or Value. New York: Harper Collins, 
1991. 

This is the most detailed book available on the economic-value
added metric. Stewart argues that earnings, EPS, and earnings growth 
are misleading measures of corporate performance, and explains why 
returns above the cost of capital are better indicators of value creation. 
He advocates a method to calculate NOPAT and capital invested in a 
business. He recommends numerous adjustments to both earnings and 
capital to remove accounting distortions and create an accurate measure 
of economic profit. Book depreciation is replaced with economic de
preciation. Equity equivalents such as deferred tax reserves, LIFO re
serves, and cumulative goodwill amortization are added to book capital 
to compute a more realistic value for economic capital; corresponding 
adjustments are made to earnings. Stewart shows how economic value 
added has predicted the market value added (the difference between 
market value and cash invested) for the largest companies in the United 
States. He provides case studies and recommendations to management 
on implementing economic value added. 



Glossary 

Asset Option Asset options, also known as real options, include options 
to expand, contract, or defer projects, and investments in future 
opportunities that mayor may not materialize. For example, an 
investment in R&D or in a feasibility study might lead to another 
decision a year from now to either abandon the project or to make 
an additional investment. Decision trees might be used in this type 
of capital budgeting analYSis. 

Beta 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. The formula is: 

Cost of equity = Current 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 Standard and Poor's 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. 
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The market risk premium is the incremental 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 frequently used yearbook Stocks, Bonds, Bills and 
Inflation, by Ibbotson Associates of Chicago. According to the 1995 
yearbook, the arithmetic-mean differen~e 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 assumptions 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 measurement purposes, the total capital 
invested in the company or one of its business units is often consid
ered 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 nonfinancial liabilities. 

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 libilities. 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 depreci
ating assets will produce cash and a residual value to nondepreciating 
assets such as working capital and land. When that model is used 
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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. 

Decision Tree A method for analyzing a series of decisions and events or 
possible outcomes. Probabilities may be assigned to possible out
comes and expected values may be calculated. 

Discount Rate The rate used to discount future cash flows back to a 
present value. In corporate valuation, the WACC is normally used. 
Some companies adjust discount rates for different businesses or 
projects based on estimated risk for valuation or investment analy
sis 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. 

Discounted Payback The time until a project has a positive NPV. 

Duration Duration has several meanings in finance. In the context of 
this study, it is the point in time in a company's planning horizon 
after which returns are not expected to exceed the cost of capital. 

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. 

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

Free Cash Flow The cash flow amount for a given year used in dis
counted cash flow valuations of companies. It is cash left from 
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operating income before deducting noncash charges such as de
preciation 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 estimated increase in 
working capital minus estimated capital expenditures. 

funds Available for Distribution (FAD) A frequently used financial mea
sure for real estate investment trusts. FAD is calculated from funds 
from operations (see below). 

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

Growing Perpetuity A method for calculating the residual value of a 
business that assumes free cash flows will grow in perpetuity. The 
formula is: 

Present value = Cash flow (1 + growth rate) 
Discount rate - growth rate 

A company might project cash flows over a certain number of 
years and use a perpetuity or growing perpetuity to value cash 
flows beyond that time' rather than trying to estimate a terminal 
value. For example, if a company projects cash flows for five years, 
it may calculate a growing perpetuity based on its projected free 
cash flow in year five and discount the resulting value to the present. 
See Perpetuity. 

Hurdle Rate A minimum acceptable rate of return on a project; the 
discount rate used in an 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 (lRR) A discount rate that, when applied to a 
series of projected future cash flows, would yield an NPV of zero. 

Lead Steer A knowledgeable investor with a long-term orientation who 
leads other investors. 
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LIFO Reserve The difference between LIFO (last-in, first-out) and FIFO 
(first-in, first-out) value of inventory. It is a measure of the extent to 
which LIFO inventory is understated in value. 

Market Value Added The change in the difference between the market 
and the book value of equity over a given period of time. 

Momentum Investor An investor looking for near-term price movements. 

Monte Carlo Simulations Simulations of multiple possible outcomes in 
which a computer generates a large number of values within an 
expected range for each variable. 

Multiple Possible Outcomes A method for taking risk into account in 
investment decisions. Expected, best, and worst case scenarios are 
assumed for a number of factors relevant to a project such as growth 
of the market, market share, prices, and costs. Based on the vari
ability of these factors, a range of possible outcomes for the project 
is calculated. 

Net Operating Profit After Taxes (NO PAn Profits from operations after 
taxes, but before financing costs and before noncash charges ex
cept depreciation. 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 indicates a financially 
attractive proposal based on the discount rate used. 

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

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

Perpetuity An investment offering a level stream of cash flows in perpe
tuity. A business may assume that at some point it will no longer be 
able to generate investment opportunities at returns above the cost 
of capital. In economic terms, the business will have reached a 
point where it is no longer producing real growth in value. Further 
investment will generate income, but the present value of that in
come will be equal to the present value of the investment. Since 



216 Cash Flow and Performance Measurement 

further investment is unwarranted, all the cash flow generated can 
be capitalized at the appropriate discount rate. 

Present value of perpetuity = Yearly cash flow 
Discount rate 

See Growing Perpetuity. 

Present Value The discounted value of a future cash flow. 

Profitability Index The present value of cash inflows divided by the 
present value of investment outflows. 

Range of Possible Outcomes See Multiple Possible Outcomes. 

Real Estate Investment Trust (REIn A company engaged in real estate 
investments 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 distribution re
quirements defined in the U.S. Internal Revenue Code. 

Real Option See Asset Option. 

RelativeTotal Shareholder Return The total return, in both dividends and 
share price appreciation, earned by the company's shareholders in 
relation to the shareholder returns generated by similar companies 
over any given time period. 

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 synonymous with return on equity. 

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

Return on NetAssets (RONA) Earnings minus financing charges divided 
by net assets. (Net assets are total assets minus nonfinancialliabili
ties.) 
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Sensitivity Analysis The calculation of multiple scenarios (for example in 
a present value analysis) to show the effect of varying a given fac
tor. 

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. 

Value Drivers Financial and nonfinancial performance measures at vari
ous levels of an organization that are systematically linked to cash 
flow and the creation of shareholder value and used to evaluate 
managers' performance. 

. : -i ~ 1": ! 

Warranted EquityValue An internal valuation o(~fRusiness uni~,or entity 
based on management's best estimate of tb.e futur~ equi;ty ca~,h: ,flow 
it will generate over time, discounted at the cost of equity capital. 

\, .. ··-e:.. .! \ .)~ 
Weighted Average Cost of Capital (WACC) A 'Y~JBhted average cost of a 

company's debt and equity capital that r~presents its aggregate af
ter-tax cost of raising funds. The market ~~iJes 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 perc~Rdge 
of capitalization + cost of equitY x 
equity as a percentage of capitalization. 
Capitalization is the sum of debt and equity. 
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