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Preface

The first edition of this book appeared in 1990, and we are encouraged that
it continues to attract readers around the world. We believe that the book
has succeeded because the approach it advocates is grounded in universal
economic principles. While we continue to improve, update, and expand the
text as our experience grows and as business and finance continue to
evolve, the fundamental principles do not change.

The 15 years since that first edition appeared have been a truly remark-
able period in business history, and managers and investors continue to
face the opportunities and challenges that emerged from it. For us, the
events of the Internet boom and its demise have only strengthened our con-
viction in the core principles of value creation. This may seem illogical,
given that one of the things we learned was that for some companies, during
some periods of time, the stock market may not be a reliable indicator of
value. Paradoxically, this has only strengthened our conviction that man-
agers attune themselves even more to the underlying value of their com-
pany and how it can create more value, because signals from the stock
market may not always be reliable.

This book’s message is simple: Companies thrive when they create real
economic value for their shareholders. Companies create value by investing
capital at rates of return that exceed their cost of capital. These principles
apply across time and geography. This book explains the core principles, de-
scribes how companies can increase value by applying the principles, and
demonstrates the practical ways to implement the principles.

We wrote this book for managers (and future managers) and investors
who want their companies to create value. It is a how-to book. We hope that
it is a book that you will use again and again. If we have done our job well, it
will soon be full of underlining, margin notations, and highlighting. This is
no coffee-table book.
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WHY THIS BOOK

This book began life as a handbook for McKinsey consultants. This begin-
ning is reflected in the nature of the book. While it draws on leading-edge
academic thinking, its purpose is practical application. It aims to demystify
the field of valuation and to clarify the linkages between strategy and
finance.

We believe that clear thinking about valuation, and skill in using valua-
tion to guide business decisions, are prerequisites for success. CEOs, busi-
ness managers, and financial managers alike do not always understand
value well enough. But they must understand it if they are to do their jobs
well and fulfill their responsibilities.

In this book, we hope to lift the veil on valuation by explaining, step-by-
step, how to do it well. We spell out valuation frameworks that we use in
our consulting work, and we bring these frameworks to life with detailed
case studies that highlight the practical judgments involved in developing
and using valuations. Most important, we discuss how to use valuation to
make good decisions about courses of action for a company.

This book will help business managers better understand how to:

• Decide among alternative business strategies by estimating the value
of each strategic choice.

• Develop a corporate portfolio strategy, understanding which busi-
ness units a corporate parent is best positioned to own, and which
might perform better under someone else’s ownership.

• Assess major transactions, including acquisitions, divestitures, and
restructurings.

• Improve a company’s performance management systems to better
align an organization’s various parts to create value.

• Design an effective capital structure to support the corporation’s
strategy and minimize the risk of financial distress.

INTELLECTUAL FOUNDATIONS

Valuation is an age-old methodology in finance. Its intellectual origins lie in
the present value method of capital budgeting and in the valuation ap-
proach developed by Professors Merton Miller and Franco Modigliani (both
Nobel laureates) in their 1961 Journal of Business article entitled “Dividend
Policy, Growth and the Valuation of Shares.” Our intellectual debt is pri-
marily to them, but others have gone far to popularize their approach. In
particular, Professor Alfred Rappaport (Northwestern University) and Joel
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Stern (Stern Stewart & Co.) were among the first to extend the Miller-
Modigliani enterprise valuation formula to real-world applications.

STRUCTURE OF THE BOOK

The book is organized in four parts. Part One provides the fundamental
principles of value creation. Part Two is a step-by-step approach to valu-
ing a company. Part Three applies value creation principles to manage-
rial problems. Part Four deals with more complex valuation issues and
special cases.

Part One provides an overview of value creation. Chapter 1 makes the
case that managers should focus on long-term value creation, despite the
capital market turmoil of the past several years. In Chapter 2 we develop a
picture of what it means to be a value manager through a detailed case
study based on the actual experiences of a CEO who needed to restructure
his company and create a culture dedicated to managing for value. Chap-
ter 3 summarizes the basic principles of value creation using both a simple
case example and a rigorous derivation of these principles. Chapter 4 pro-
vides the empirical evidence supporting the discounted cash flow (DCF)
view of valuation.

Part Two—Chapters 5 through 12—is a self-contained handbook for
using discounted cash flow to value a company. A reader will learn how to
analyze historical performance, forecast free cash flows, estimate the ap-
propriate opportunity cost of capital, identify sources of value, and inter-
pret results. As further guidance to the practitioner, we walk through the
valuation of a company (Heineken) from an outside perspective, using pub-
licly available information. We also show how to use multiples of compara-
ble companies to supplement DCF valuation.

Part Three applies the value creation principles to the issues that man-
agers face. Chapter 13 provides a framework for evaluating corporate perfor-
mance, incorporating both short-term financial performance and indicators
of a company’s “health,” or its ability to create value over the long term.
Chapter 14 explains how to align a company’s performance management
process with value creation. Chapters 15 and 16 explore creating value
through mergers, acquisitions, and divestitures. Chapter 17 will guide man-
agers as they make capital structure decisions to create value. Finally, Chap-
ter 18 examines ways companies can improve their communications with the
financial markets.

Part Four—Chapters 19 through 25—is devoted to valuation in more
complex situations. We explore the challenges of valuing high-growth com-
panies, companies in emerging markets, multibusiness companies, cyclical
companies, banks, and insurance companies. In addition, we show the way
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uncertainty and flexibility affect value and the application of option pricing
theory and decision trees.

WHAT’S NEW ABOUT THE FOURTH EDITION

With the fourth edition, we continue to expand the practical application of
finance to real business problems, reflecting the economic events of the
past decade, new developments in academic finance, and the authors’ own
experiences. Most of the case examples and empirical analyses have been
updated, and we have reflected changes in accounting rules. We have en-
hanced the global perspective in the book, with extensive examples and
data from outside the United States, including discussions of both U.S.
and international accounting standards, as well as a chapter dedicated to
emerging markets.

We have substantially expanded or revised most chapters to add in-
sights on practical applications. Among them:

• Do Fundamentals Really Drive the Stock Market? (Chapter 4), which de-
scribes the empirical evidence to support discounted cash flows, now
includes a discussion of the emerging area of behavioral finance.

• Frameworks for Valuation (Chapter 5) has been expanded to provide a
more detailed overview of the alternative DCF techniques, such as
the adjusted present value (APV) method.

• Forecasting Performance (Chapter 8) now includes practical tips on
building robust financial models.

• Estimating the Cost of Capital (Chapter 10) contains a new discussion
on the market risk premium based on recent empirical work as well
as alternative models to the Capital Asset Pricing Model (CAPM) and
practical ways to estimate beta.

• Calculating and Interpreting Results (Chapter 11) includes a more detailed
discussion of how to estimate the value of nonoperating assets and lia-
bilities, such as unfunded pensions and stock options.

• Creating Value through Mergers and Acquisitions (Chapter 15) and Cre-
ating Value through Divestitures (Chapter 16) have added practical ap-
proaches to evaluating deals and estimating synergies.

• Valuing Flexibility (Chapter 20) incorporates a systematic approach to
comparing option pricing and decision trees as a way to value
flexibility.

• Cross-Border Valuation (Chapter 21) has been recast to account for the
fact that most major European and Asian companies have adopted
International Financial Reporting Standards.
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In addition, the fourth edition has five new chapters, including:

• Thinking about Return on Invested Capital and Growth (Chapter 6) intro-
duces return on capital and growth as the key drivers of value. This
chapter helps executives forecast ROIC and growth by providing his-
torical evidence on the long-term performance of companies.

• Using Multiples for Valuation (Chapter 12) explores how to use multi-
ples to draw additional insights about valuation from comparable
companies, keeping the focus on DCF valuation.

• Performance Measurement (Chapter 13) explores the complexities of
measuring corporate performance, particularly the imperative to an-
alyze a company’s long-term health on par with its short-term finan-
cial performance.

• Capital Structure (Chapter 17) provides a practical perspective on the
impact of capital structure on corporate value and explains how exec-
utives can use capital structure (including decisions about debt lev-
els, dividends, and share repurchases) to support their corporate
strategies.

• Investor Communications (Chapter 18) grounds investor communica-
tions in rigorous analysis of a company’s value, its strategy story, and
its current and potential investor base.

VALUATION SPREADSHEET

An Excel spreadsheet valuation model is available on a CD-ROM or via web
download. This valuation model is similar to the model we use in practice.
Practitioners will find the model easy to use in a variety of situations:
mergers and acquisitions, valuing business units for restructuring or
value-based management, or testing the implications of major strategic de-
cisions on the value of your company. We accept no responsibility for any
decisions based on your inputs to the model. If you would like to purchase
the model on CD, ISBN 0-471-70217-X, please call (800) 225-5945, or visit
www.WileyValuation.com to purchase the model via web download, ISBN
0-471-73389-X.
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3

1

Why Maximize Value?

Chief executives from North America to Europe and Asia may be forgiven if
they appear perplexed as they try to figure out how to lead their companies
following the tumultuous business evolution of the past decade. A 20-year
bull market in equities that began in 1980 carried nearly every company on
an upward spiral of wealth generation. Shareholders who reaped these re-
wards cheered CEOs even as executives built up lucrative stock option pack-
ages and in some cases attained rock-star celebrity status. By the time the
Internet frenzy peaked at the end of the 1990s, even staunch traditionalists
like Warren Buffett pondered whether the economy had entered a new era
of prosperity unbounded by traditional constraints. Some economists took
to questioning long-held tenets of competitive advantage, and “new econ-
omy” analysts asked, with the utmost seriousness, why a three-year-old-
money-losing Internet purveyor of pet supplies shouldn’t be worth more
than a billion dollars.

The subsequent market crash left aftershocks that have yet to be sorted
out as we prepare this book. The Internet, source of the dot-com fever, con-
tinues to change the way we shop, communicate, and manage; but its as-
sault on the fundamental laws of economics has been brusquely turned
back. The sky-high market capitalizations of many Internet companies
proved to be simply unsustainable, and their plunge has left a generation of
chastened investors in search of a new approach. A flurry of major corpo-
rate accounting scandals turned hero CEOs into villains, spawned govern-
ment investigations and new regulations, and unleashed a new spirit of
shareholder activism whose impact on corporate governance has yet to fully
play out. For their part, U.S. business groups have begun to challenge the
authority of regulators to impose new rules.

Ironically, one thing that did not change was the stock market’s obses-
sion with quarterly earnings. This focus continues to confront business
leaders with the dilemma of often having to choose between short-term re-
sults and the long-term health of the companies they lead.
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4 WHY MAXIMIZE VALUE?

The good news? Amid this angst and uncertainty, executives and in-
vestors alike can draw reassurance from an important trend that has gained
momentum even through years of the market’s twists and turns. More and
more investors, analysts, and investment bankers are turning to fundamen-
tal financial analysis and sophisticated discounted cash flow (DCF) models
as the touchstone of corporate valuation.

This book explains how to value companies using the DCF approach
and apply that information to make wiser business and investment deci-
sions. With DCF, assumptions about a company’s profits and cash flows
years down the road determine a company’s stock price. Using it, CEOs can
focus on long-term value creation, confident that their stock’s market price
will eventually reflect their efforts. This is not a book for traders looking to
profit from short-term movements in share prices. Nor is it intended for
managers trying to manage their company’s share price from quarter to
quarter. It’s purpose is to help managers looking to create lasting value in
their companies.

Managers who focus on shareholder value create healthier companies,
which in turn provide spillover benefits, such as stronger economies, higher
living standards, and more employment opportunities. Our central mes-
sage: Companies thrive when they create real economic value for their
shareholders.

The movement underway to improve corporate governance will encour-
age companies to focus on long-term value creation. Managers and board
members, therefore, should set long-term shareholder value creation as
their primary objective. This book tells managers how, explaining specifi-
cally what it means to create sustainable value and how to measure value
creation.

In the chapters that follow, we lay out the principles of value creation
with examples and supporting empirical evidence. Companies create value
by investing capital at rates of return that exceed their cost of capital. The
more capital they can invest at attractive rates of return, the more value
they will create, and as long as returns on capital exceed the cost of that
capital, faster growth will create more value. Furthermore, value creation
plans must always be grounded in realistic assessments of product market
opportunities and the competitive environment. We also explore how value
creation principles must be part of important decisions such as corporate
strategy, mergers, acquisitions, divestitures, capital structure, and investor
communications. We explain why value creation should be part of a com-
pany’s culture and how it manages itself on a day-to-day basis. And we pro-
vide detailed explanations for measuring value.

These fundamental principles have been around for a long time, and
the events of the recent past have only strengthened our conviction in
them. This may seem counterintuitive, since we learned during the recent
past that financial markets may not have been as efficient as we thought
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they were. At times, the stock market may not be a reliable indicator of a
company’s intrinsic value. Paradoxically, the fact that markets can deviate
from intrinsic values means that managers have to be more attuned to the
underlying value of their businesses and how their companies go about
creating value, because they can’t always rely on signals from the stock
market.

Specifically, managers must not only have a theoretical understanding
of value creation, but must be able to create tangible links between their
strategies and value creation. This means, for example, focusing less on re-
cent financial performance and more on what they are doing to create a
“healthy” company that can create value over the longer term. It means
having a thorough grounding in the economics of an industry and setting
aspirations accordingly. Once they’ve mastered the economics of value
creation, they need to be able to educate their internal and external con-
stituents. They need to install performance management systems that en-
courage real value creation, not merely short-term accounting results.
Finally, they need to educate their investors about how and when the com-
pany will create value.

These principles apply equally to mature manufacturing companies
and high-growth technology companies. They apply to companies in all ge-
ographies. When managers, boards of directors, and investors forget these
simple truths, the consequences can be destructive. Consider the rise and
fall of business conglomerates in the 1970s, hostile takeovers in the United
States in the 1980s, the collapse of Japan’s bubble economy in the 1990s, the
Southeast Asian crisis in 1998, the Internet bubble, and the corporate gover-
nance scandals of the late 1990s.

We begin this chapter by arguing that, from a long-term perspective,
the stock market does indeed track the fundamental performance of com-
panies and the economy. When deviations arise, they typically come from
individual sectors and rarely last more than a couple of years. Deviations
from fundamentals occur when companies, investors and bankers ignore
the principles of economics or assume that they have changed.

MARKETS TRACK ECONOMIC FUNDAMENTALS

The U.S. stock market’s behavior from 1980 through today has confused
and frustrated investors and managers. For roughly 20 of those years, the
market was quite bullish as the Standard & Poor’s (S&P) 500 index rose
from a level of 108 in January 1980 to 1,469 in December 1999. Including
dividends, the nominal annual return to shareholders was 17 percent,
or 13 percent after adjusting for inflation, more than double the 61⁄2 per-
cent average annual return that stocks have delivered over the past 100
years. By early 2000, many investors had come to expect consistently high
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returns from equity investing. Then the market abruptly fell, tumbling
more than 30 percent over the next three years. Such a large run-up, fol-
lowed by such a sharp decline, led many to question whether the stock
market was anything more than a giant roulette table, essentially uncon-
nected to the real world.

The stock market’s performance, however, can be explained. More im-
portant, the explanation derives directly from the real economy, in terms of
inflation, interest rates, growth in gross domestic product, and corporate
profits. This relationship may not be perfect, but research shows that devia-
tions from what we call a company’s fundamental, or intrinsic, value based
on financial performance and risk, tend to be short-lived and most often
limited to certain industrial or service sectors.

The stock market’s real surprise lies, not in the occurrence of spectacu-
lar share price bubbles, but rather in how closely the market has mirrored
economic fundamentals throughout a century of technological revolutions,
monetary changes, political and economic crises, and wars. And it is not
just true for the U.S. stock market. We believe stock markets in the United
States, Europe, and Asia correctly reflect these regions’ different underly-
ing economic prospects.

The Stock Market ’s Long-Term Returns

U.S. equities over the past 200 years have on average returned about 61⁄2 per-
cent annually, adjusted for inflation. Spectacular market bubbles, crashes,
or scandals occasionally captivate public attention, as they did during the
recent high-tech market frenzy, the accounting scandals of the late 1990s,
the Black Monday crash in October 1987, the leveraged-buyout craze of the
1980s, and of course the great Wall Street crash of 1929. But against the
backdrop of decade after decade of consistent stock returns, the effect of
any of these single events pales. At a minimum, as Exhibit 1.1 shows, stock
markets are far from chaotic and do not lead a life of their own.

That 61⁄2 percent long-term real return on common stocks is no random
number either. Its origins lie in the fundamental performance of companies
and the returns investors have expected for taking on the risk of investing
in companies. One way to understand this linkage is to examine the econ-
omy’s underlying performance and its relationship to stocks. After adjust-
ing for inflation, median price-to-earnings ratios (P/E) tend to revert to a
normal level of about 15, suggesting that the typical investor’s risk-return
trade-offs haven’t changed much over the past 100 years. Assuming that in-
vestor risk preferences have not changed, we can easily connect sharehold-
ers’ long-term returns with the fundamental performance of companies.
Over the past 70 years, real corporate profits have grown about 3 to 3.5
percent per year. If P/E ratios revert to a normal level over time, stock prices
should also increase about 3 to 3.5 percent per year. In addition, corporate

mcki_c01.qxd  5/24/05  4:42 PM  Page 6



MARKETS TRACK ECONOMIC FUNDAMENTALS 7

Exhibit 1.1 Shareholder Return Indexes, 1801–2003

Source: The authors wish to thank Jeremy J. Siegel for his update to this data, which first appeared in Stocks for the Long Run: The
Definitive Guide to Financial Market Returns and Long-Term Investment Strategies. 2002, New York: McGraw Hill.
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1 The payout ratio is driven by a company’s growth and its return on capital. The 50 percent
payout ratio is based on a typical company earning a 12 percent return on equity and growing
at 3.5 percent in real terms, or 5 to 6 percent including inf lation. The cash yield of 3.5 percent
equals the inverse of the price-earnings ratio times the payout ratio.

America, as a whole, typically reinvests about 50 percent of its profits every
year to achieve this profit growth, leaving the other half to pay to share-
holders as dividends and share repurchases. This translates to a cash yield
to shareholders of about 3 to 3.5 percent at the long-term average P/E ratio
of 15.1 Adding the annual 3 to 3.5 percent increase in share prices to the
cash yield of 3 to 3.5 percent results in total real shareholder returns of
about 61⁄2 percent per year.

The Link between Market Price Levels and Fundamentals

Now we need to look at the level of the stock market at different points in
time and compare that with what one might expect, given the fundamen-
tal performance of companies and the economy. The results show that the
overall market tracks our expected fundamental value closely over the
past 40 years.

Using a discounted cash flow model, we estimated the intrinsic value
for the median company in the U.S. stock market for each year from 1962 to
2003 (see Chapter 4 for more details). We used long-term trends to project
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profit growth, the cost of equity, and returns on equity. We based inflation
projections on the most recent year’s inflation. To keep the scale constant,
we expressed fundamental values in terms of P/E ratios.

Exhibit 1.2 compares our resulting intrinsic values with actual P/E ra-
tios for the median company. As you can see, the P/E ratios associated
with our estimates of intrinsic value track the actual P/E ratios, except for
the late 1990s Internet bubble. The stock market follows a clear and simple
economic logic over the long term; there is not much complexity or chaos
in these patterns, despite what some have argued. We conducted similar
tests—and found similar results—in the United Kingdom and broader Eu-
ropean markets.

What Was behind the 20-Year Bull Market . . .

During the prolonged bull market in the United States from 1980 to 1999,
many investors concluded that this period of growth meant that the stock
market had somehow changed. From then on, they figured, companies
would be valued permanently higher, and high returns would continue for

Exhibit 1.2 Predicted P/E Tracks Actual P/E

¹Twelve-month forward-looking price-to-earnings ratio.
Source: IBES, McKinsey.
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2 J. Glassman and K. Hassett, Dow 36,000: The New Strategy for Profiting from the Coming Rise in the
Stock Market (New York: Times Books, 1999).

a long time to come. Many investors and commentators simply extrapolated
from the recent past, predicting ongoing high returns because they could
perceive nothing that would stop them. Others developed reasoned argu-
ments to back the same view. In 1999, two economists, James Glassman and
Kevin Hassett, published a book titled Dow 36,000: The New Strategy for
Profiting from the Coming Rise in the Stock Market.2 Glassman and Hassett
predicted that the Dow Jones Industrial Average would reach 36,000 some-
time in the 2002 to 2004 period, after rising from 700 in 1980 to 11,000 in
1999. They argued that investors were beginning to realize that stocks
were low risk, and were thus bidding up stock prices. Others argued that
stocks were gaining broader acceptance and that higher demand for stocks
would push up prices.

These investors and commentators had failed to understand the real
factors behind the long bull market. In our analysis, we identified three
elements that were responsible for nearly all the change in the broad mar-
ket index. The first two, growth in earnings and declines in interest rates
and inflation, were precisely the factors one would expect to influence
share prices. The third was the temporary emergence of what we call mega-
capitalization stocks associated with the Internet bubble of the late 1990s
(see Exhibit 1.3).

Between 1980 and 1999, earnings per share for the S&P 500 rose from
$15 to $56. If the forward P/E ratio had remained constant, earnings growth
alone would have boosted the index by 302 points. This nominal annual
growth in earnings of 6.9 percent equals 3.2 percent in real terms, close to
the long-term average growth in real profits for the economy.

Simultaneously, U.S. interest rates and inflation fell dramatically. Long-
term U.S. government bond yields peaked at nearly 15 percent in 1981 and
then fell, more or less steadily, to 5.7 percent in 1999. The decline in infla-
tion and interest rates drove P/E ratios back up to more typical levels. This
occurred because during the high-inflation years, companies were unable
to increase returns on capital commensurate with the rise in cost of capital,
leading to extremely low P/E ratios.

We attribute much of the remaining increase to a lopsided distribution
of value within the index. Between 1997 and 1999, a handful of companies,
including Cisco, EMC, and General Electric, attained market capitalizations
in the hundreds of billions of dollars, at very high P/E ratios. By 1999, the
average P/E of these megacap stocks, representing the 30 largest companies
in the index, was twice that of the other 470. Such a divergence in P/E ratios
had no precedent in the prior 40 years and has not been definitively ex-
plained. As this gap emerged, the resulting increase in forward P/E ratios
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Exhibit 1.3 Increase in the S&P 500 Index, January 1980–December 1999

1Measured as the change in the spread between the average and median PE ratio.
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accounted for an additional 376 points of the increase in the S&P 500 from
1980 to 1999.

. . . And the Bear Market That Followed

The same factors were at work as the index tumbled almost 40 percent be-
tween the end of 1999 and the end of 2002. Much of the decline was due to
a reversal of the gap in P/Es between the megacap stocks and the rest of
the market.

In 1999, investors should have realized that share prices could not con-
tinue increasing at 17 percent per year. Whereas they might count on corpo-
rate profits to continue increasing as the economy grew, interest rates and
inflation had reached very low levels and were not likely to boost P/E ratios
by declining further. Whether or not you believed that the valuations of the
megacap stocks were valid, it would have been unreasonable to expect that
they could continue to boost the overall market’s P/E in the way they had
previously.

Dissecting the causes of the 20-year bull market and the bear market
that followed demonstrates something else, too: Periodic deviations from
fundamental values do occur. Fortunately, these deviations tend to be con-
centrated in a small number of stocks, as shown by the behavior of the mar-
ket in the late 1990s and early 2000s.
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Stocks Behaving Badly

Consider the distribution of shareholder returns stretching from March
1997 through March 2000. In Exhibit 1.4, the bars represent the number of
companies in the S&P 500 that increased, by a given amount, over the pe-
riod. The light-gray bars represent companies in the Technology-Media-
Telecommunications (TMT) sector. The dark-gray bars represent the
megacap companies. The distribution is somewhat normal, but the TMT and
megacap stocks are skewed to the right with the highest returns. The non-
TMT stocks increased a median of 21 percent, whereas the megacap and
TMT stocks increased a median of 62 percent.

The bear market that settled in between March 2000 and March 2003
was a reversal of the TMT bubble (see Exhibit 1.5). The majority of large de-
cliners were the TMT and megacap companies. In fact, the median S&P 500
company declined only 8 percent from peak to trough, while the index it-
self, which is value weighted, to give more clout to the mostly highly val-
ued companies, declined by almost 40 percent. Interestingly, fully 40
percent of the companies in the S&P 500 actually increased in value during
the bear market.

Most of the companies in the S&P 500 index never went through the
major gyrations of the TMT sectors. In other words, the U.S. stock market
bubble of the late 1990s was for the most part a large sector bubble. Sector

Number of S&P 500 companies per TRS category, March 1997–March 2000

Exhibit 1.4 Bull Market Driven by TMT Sectors and Megacap Companies1
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1Megacap companies in the TMT sectors are included with the TMT companies.

mcki_c01.qxd  5/24/05  4:42 PM  Page 11
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Number of S&P 500 companies per TRS category, March 2000–March 2003

Exhibit 1.5 Bear Market Driven by a Reversal in TMT and
 Megacap Values
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bubbles occur frequently, but generally they are not large enough to distort
a broad market index such as the S&P 500.

Maintaining Perspective

It is important to put the recent stock market bubble into its proper per-
spective. First, against the background of long-term market returns, the
1990s’ market bubble was not as dramatic as other market events, such as
the inflation-induced bear market of the 1970s. Second, sector bubbles have
occurred before and no doubt will return in the future. They arise when
some market players do not stick to fundamental economic rules because of
greed, ignorance, or both. However, this does not mean that the market as a
whole is detached from economic reality.

The European markets experienced a similar bubble in the late 1990s. In
Europe, however, companies beyond the TMT sectors experienced extreme
share price changes. Thus, the European bear market was much less of a
sector phenomenon than it was in the United States. We are not certain why
the European boom and bust was broader and flatter, but several factors
probably influenced it. First, Europe’s monetary unification in the late
1990s may have produced excessive optimism about the benefits that would
flow from growth and productivity increases resulting from deeper eco-
nomic integration. When the U.S. market turned down, the euphoria may
have triggered an overly pessimistic response on the part of investors.
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Another factor may have been that Europe’s corporate incumbents stood
more likely to capture benefits from the new economy than their United
States counterparts, where small start-up companies were better financed.
Finally, European investors may have bid up prices to match those of the
U.S. market without fully grasping that U.S. stock prices were mainly dri-
ven by TMT stocks, a sector that has a far more modest role in Europe.

Cross-Country Comparisons

Differences in fundamental economic performance also explain variations in
performance from country to country. A look at the 100-year real returns for
the stock markets of 16 countries shows a range of returns from 2.5 percent
per year in Belgium to 7.6 percent in Sweden, with most countries between 4.5
percent and 7.0 percent, as shown in Exhibit 1.6. Anecdotally, the countries
with the lowest returns have been those that experienced the most economic
upheaval, often with long periods of high inflation, civil strife, or defeat in
war. The high returns in South Africa and Australia flowed from these coun-
tries’ dependence on metals and mining, sectors that happened to earn high
returns during this period. Also, most of these markets have relatively few
companies listed on stock markets, compared with the United States and
United Kingdom, so they may not be representative of the entire economy.

In addition to higher returns in the United States, P/E and market-
to-book ratios have been significantly higher for the U.S. market when

percent

Exhibit 1.6 Real TRS around the World, 1900–2000
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compared with Europe and key Asian markets (see Exhibit 1.7). Although
accounting rules, monetary conditions, and corporate governance have dif-
fered over time, performance differences can explain much of the differ-
ence in valuation, particularly in the case of return on capital. U.S.
companies, for example, consistently earned higher returns on capital than
companies in Europe and Asia (see Exhibit 1.8). We see this as further proof
that economic fundamentals drive stock markets.

Median market-to-book ratio for selected markets

Exhibit 1.7 US Companies Valued Higher than Europe and Asia

1Index from Institutional Brokers Estimate System.
2500 largest European companies by market capitalization.
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Exhibit 1.8 US Companies Earn Higher Returns on Equity
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DEVIATIONS ASSOCIATED WITH SLOPPY ECONOMIC ANALYSIS

An implication emerges from the stock market’s overall reflection of long-
term economic fundamentals: Deviations are usually short-lived, focused
on a particular segment of the economy, or both. Managers are therefore
best off focusing their energy on long-term value creation and not worrying
about the latest stock market trends. In fact, when managers and market
participants take their eye off the fundamentals of long-term value creation,
market bubbles can result. Two examples come to mind: the LBO bubble in
the late 1980s and the Internet bubble a decade later.

The LBO Bubble

In the early 1980s the U.S. Federal Reserve wrestled inflation under control,
the U.S. economy began to grow again, and companies and investors redis-
covered the confidence to innovate. A market for corporate control emerged,
in which companies and private investors (later grouped under the moniker
of corporate raiders) demonstrated their ability to successfully undertake hos-
tile takeovers of poorly performing companies. Once in control, the new
owners would often improve operations, divest unrelated businesses, and
then resell the newly made-over company for a substantial profit. Although
large companies led many of the early hostile takeovers, the emergence of
high-yield bond financing opened the door for smaller investors, known as
leveraged-buyout (LBO) firms, to take a leading role in the hostile-takeover game.

The LBO firms’ early successes attracted the attention of other investors,
commercial bankers, and investment bankers. Every year, more LBO firms
formed to go after deals, investment bankers scrambled to identify opportuni-
ties, and lenders saw opportunities to earn lucrative fees. In 1981, 99 LBO
deals took place in the United States; by 1988, the number was 381. Early on,
LBO players grounded their deal activity in solid analysis and realistic eco-
nomics. Yet as the number of participants in the hot market increased, disci-
pline declined. The swelling ranks of LBO firms bid up prices for takeover
prospects encouraged by investment bankers, who stood to reap large advi-
sory fees, as well as with the help of commercial bankers, who were willing to
support aggressive financing plans.

We have reviewed some financial projections that underpinned several
high-profile LBO bankruptcies in the late 1980s. Many of these transactions
were based on assumptions that the companies could achieve levels of perfor-
mance, revenue growth, operating margins, and capital utilization never be-
fore achieved in their industry. The buyers of these companies typically had
no concrete plans for executing the financial performance necessary to meet
their obligations. In many such transactions, the buyers simply assumed that
they could resell pieces of the acquired companies for a higher price to some-
one else.
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Why wouldn’t investors see through such shoddy analyses? In many of
these failed transactions, bankers and loan committees felt great pressure to
keep up with their peers and generate big up-front fees, so they approved
highly questionable loans. In other cases, each participant assumed someone
else had carefully done the homework. Buyers assumed that if they could get
financing, the deal must be good. High-yield bond investors figured that the
commercial bankers providing the senior debt must surely have worked their
numbers properly. After all, the bankers selling the bonds had their reputa-
tions at stake, and the buyers had some capital in the game as well.

Whatever the assumption, however, the immutable laws of economics
and value creation prevailed. Many deals went under. Since then, partici-
pants seem to have learned their lesson. Today, LBO deals are typically built
on more moderate levels of debt and are mostly based on sound economics,
though recent signs of too much capital chasing too few deals are troubling.
LBO deals and high-yield debt continue to thrive and play an important role
in corporate restructuring and value creation.

The Internet Bubble

A decade after the heyday of the LBO deal, the business world once again
found itself consumed by a frenzy, this time around the development of the
Internet. When Netscape Communications became a public company in
1995, the company saw its market capitalization soar to $6 billion on an an-
nual revenue base of just $85 million, the financial world quickly became
convinced that the Internet would change the world. That set off a race to
create companies and take them public. Between 1995 and 2000, more than
4,700 companies went public in the United States and Europe, many with
billion-dollar-plus market capitalizations. Such apparently easy wealth led
individual investors to quickly invest in the stock market. The trend gave
birth to a new kind of investing animal, the day trader, who specialized in
trading stocks for the money that could be earned from short-term swings.
As the bull market rolled on, many investors amassed impressive paper
wealth before the excitement ended. The NASDAQ index, a proxy for tech-
nology stocks, increased from 2,010 in January 1997 to 5,047 at its peak in
March 2000. It subsequently fell to 1,945 in December 2001.

During the mania of the Internet boom, some real substance fed the
hype amid the rise in share values. Many of the companies born in this era,
including Amazon.com, eBay, and Yahoo! have created and are likely to cre-
ate substantial profits and economic value. But for every solid, innovative
new business idea, there were dozens of companies that represented the tri-
umph of hype over experience in terms of their ability to generate revenue
or profit in either the short or long term.

As with the LBO era, many executives and investors either forgot or
purposely threw out fundamental rules of economics in the rarified air of
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the Internet revolution. Consider the concept of increasing returns to scale,
also known as “network effects” or “demand-side economies of scale.” The
idea enjoyed great popularity during the 1990s after Carl Shapiro and Hal
Varian, professors at the University of California–Berkeley, described it in a
book titled Information Rules: A Strategic Guide to the Network Economy.3

The basic idea is this: In certain situations, as companies get bigger,
they can earn higher margins and return on capital because their product
becomes more valuable with each customer who purchases it. In most in-
dustries, competition forces returns back to reasonable levels. But in so-
called increasing-return industries, returns become high and stay there.

Take Microsoft’s Office software, which provides word processing,
spreadsheets, and graphics. It is important for customers to be able to
share their work with others, so they are unwilling to purchase and use
competing products. As the installed base gets bigger and bigger, it be-
comes even more attractive for customers to use Office for these tasks. 
Because of this advantage, Microsoft earns 75 percent margins and operat-
ing profits of $7 billion on this product, one of the most profitable prod-
ucts of all time.

As the Microsoft example illustrates, the concept of increasing returns
to scale is sound economics. What was unsound during the Internet era
was its application to almost every product and service related to the Inter-
net. Shapiro and Varian describe the rare conditions that permit increasing
returns to scale. In the case of Microsoft Office, a key driver is the desire
for compatibility to share documents. But during the Internet bubble, the
concept was misinterpreted to mean that merely getting big faster than
your competitors in a given market would result in enormous profits. Some
analysts applied the idea to mobile-phone service providers, even though
customers can and do easily switch from provider to provider, forcing these
providers to compete largely on price. The same logic seemed to apply to
Internet grocery delivery services, even though the result of attracting
more customers is that these services need more drivers, trucks, ware-
houses, and inventory.

The Internet bubble years were full of such intellectual shortcuts to jus-
tify absurd share prices for technology companies. The history of innova-
tion has shown how difficult it is to earn monopoly-sized rents except in
very limited circumstances. But that was no matter to the commentators
who ignored those lessons. Those who questioned the new economics were
branded as people who simply “didn’t get it”—the new-economy equiva-
lents of the defenders of Ptolemaic astronomy.

When the laws of economics prevailed, as they always do, competition
reined in returns in most product areas. The Internet has revolutionized the
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economy, as have other innovations, but it could not render obsolete the
rules of economics and competition.

The Internet bubble shows what happens when managers, investors, and
bankers ignore the fundamental principles of economics and the underlying
history of value creation. It was also a classic example of herding behavior, as
investors, managers, and commentators followed the crowd instead of rely-
ing on their own independent analysis. For example, many equity analysts
could not justify the values of companies based on fundamentals, so they re-
sorted to commenting only on relative values—how one company was val-
ued relative to another—instead of dealing in absolute terms.

CHANGES IN CORPORATE GOVERNANCE AND 
SHAREHOLDER INFLUENCE

With share prices steadily rising for 20 years, shareholders accepted the
oversized pay packages CEOs began to take home. Boards of directors
reaped windfalls as well, so they were unlikely to ask hard questions about
the value-creation priorities of senior management. But in the wake of cor-
porate scandals and a market correction back to more historical levels,
shareholders, regulators, and boards have become engaged in a struggle
with executive management. The objective is to remake the corporate land-
scape in a way that restores the faith of battered shareholders and imposes
greater discipline on management to focus on long-term value creation.

Some initial actions have been controversial. Reforms under the Sarbanes-
Oxley legislation passed by the U.S. Congress create strict requirements for
CEOs and CFOs to attest to the validity of their financial statements and to
strengthen and document internal control processes. In Europe, many coun-
tries have also adopted corporate governance codes. In the Netherlands, the
traditional corporate form (known as Structuur NV) was radically re-
formed in 2004. Under the old law, the supervisory boards of most major
companies elected themselves, and shareholders had no say in the choice of
directors. Soon shareholders will be able to elect the board members of the
companies whose shares they own.

Shareholders, particularly large institutional investors, have become
more activist in the companies they own, especially when they oppose the
strategic direction management is taking. In 2003, shareholders voted down
a proposed pay package for the CEO of one of the United Kingdom’s largest
companies. The following year, many large companies in the United States,
including Boeing, Dell, the Walt Disney Company, Oracle, and Tenet Health-
care, separated the roles of chairman and chief executive officer, sometimes
under shareholder pressure.

Board members are looking for ways to improve their oversight of
companies. In a recent survey of 150 U.S. corporate directors, 72 percent
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supported separating the roles of CEO and chairman, an approach that
has been standard practice at companies in the United Kingdom and
Europe for many years.4 In the same survey, board directors expressed
support for the need to improve the accountability of the board and to re-
form executive compensation.

The crosscurrents of corporate scandals, newly active shareholders and
board members, and regulatory reforms are not easy to read. But in the
wake of the corporate excesses of the past decade, it is safe to say that there
will be more pressure on CEOs to build long-term shareholder value.

FOCUSING ON VALUE LEADS TO HEALTHIER COMPANIES

Why should management’s primary objective be long-term value creation?
Companies dedicated to value creation are healthier and build stronger
economies, higher living standards, and more opportunities for individuals.

There has long been vigorous debate on the importance of shareholder
value relative to other measures such as employment, social responsibility,
and the environment. The debate is often cast in terms of shareholder ver-
sus stakeholder. At least in ideology and legal frameworks, the United
States and the United Kingdom have given the most weight to the idea that
shareholders are the owners of the corporation, the board of directors is
their representative and elected by them, and the objective function of the
corporation is to maximize shareholder value.

In continental Europe, an explicitly broader view of the objectives of
business organizations has long been more influential. In many cases, it is
embedded in the governance structures of the corporate form of organiza-
tion. In the Netherlands and Germany, the board of a large corporation has
its fiduciary duties toward the corporation (e.g., in support of the continuity
of the business in the interests of all its stakeholders), not only toward share-
holders in the pursuit of value maximization. Similar philosophies lay at the
foundation of corporate governance in other continental European countries.

Pursuing shareholder value does not mean that other stakeholders suf-
fer. Consider employee stakeholders. A company that tries to fatten its prof-
its by providing a shabby work environment, underpaying employees, and
skimping on benefits will have trouble attracting and retaining high-qual-
ity employees. With today’s increased labor mobility and more educated
workforce, such a company would be less profitable. While it may feel good
to treat people well, it is also good business.

When examining employment, we found that the United States and Eu-
ropean companies that created the most shareholder value in the past 15
years have shown healthier employment growth. In Exhibit 1.9, companies
with the highest total returns to shareholders (TRS) also had the largest
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increases in employment. We also tested this link within individual sectors
of the economy and found similar results.

Another often-expressed concern is that companies that emphasize cre-
ating value for shareholders are shortsighted. We disagree. For example, we
found a strong positive correlation between shareholder returns and invest-
ments in research and development (R&D). As shown in Exhibit 1.10, com-
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Exhibit 1.9 Correlation between TRS and Employment Growth
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Exhibit 1.10 Correlation between TRS and R&D Expenditures
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panies that earned the highest shareholder returns also invested the most in
R&D. These results also hold within individual sectors in the economy.

CAUTIOUS OPTIMISM

Overall, capital markets reward companies that focus on long-term value
creation, and these companies help the economy and other stakeholders. It
is unfortunate but true, however, that managers are often under pressure to
achieve short-term results at the expense of long-term value creation. Many
succumb. In a recent survey of 401 executives, 55 percent of them said they
would delay or cancel a value-creating project to avoid missing the consen-
sus analysts’ forecast for the current quarter’s earnings.5

The pressure to show short-term results often occurs when companies
start to mature and begin a transition from high to low growth. Investors
clamor for high growth. Managers are tempted to find ways to keep profits
growing in the short term while they try to stimulate longer-term growth.
Usually, the short-term efforts make achieving long-term growth even more
difficult, spawning a vicious cycle.

Perhaps no action was more disappointing and damaging than the wave
of accounting fraud that managers resorted to in the late 1990s and early
2000s to improve the appearance of their short-term results. Eventually,
fraudulent profits must be turned into real profits, so we wonder how these
managers thought they would ultimately generate enough real earnings to
cover the fraudulent ones.

Stock markets will always clamor for short-term results, just as coaches
push athletes to achieve a higher level of performance. That pressure will
always be there, and it is not all bad. It is up to managers to sort out the
trade-offs between short-term earnings and long-term value creation and be
courageous enough to act accordingly. Perhaps even more important, it is
up to corporate boards to investigate sufficiently and be active enough to
judge when managers are making the right trade-offs—and to protect them
when they choose to build long-term value.

REVIEW QUESTIONS

1. Compare and contrast shareholder value maximization to stake-
holder value maximization. Describe market forces that influence
the ideological tension between shareholder and stakeholder. How
does a shareholder define value?
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2. How can a short-term orientation, which focuses on metrics such as
ROI and EPS, negatively impact shareholder value?

3. Describe both the principal forces and the directions of the pressure
placed on companies to generate shareholder value.

4. Why should equity holders have the greatest decision-making power
in the firm?

5. Identify two examples where the capital markets misjudged corpo-
rate values. In your answer, emphasize the impact of executives
maintaining a short-term focus stressing industry and company fun-
damentals versus a long-term focus of corporate valuation.

6. Has the role of the institutional investor influenced managerial deci-
sion making over the past 25 years?

7. Critique the following statement: “Companies that focus on share-
holder value create healthier companies.”

8. Describe the linkage between the long-run TRS of the market and
key macroeconomic variables, such as GDP growth, inflation, inter-
est rates, and return on capital.

9. Describe one of the fundamental performance factors that explains
why U.S. companies are valued more highly that European or Asian
companies.
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The Value Manager

Managing for value creation requires managers to break with the perspec-
tive that many of their peers typically use. Value managers are a special
breed: They focus on long-term cash flow rather than on quarter-to-quarter
earnings. They judge businesses by returns above opportunity costs, not by
size, prestige, and other emotional issues. Most important, they recognize
that managing for value means instilling the philosophy of value creation
throughout the organization.

To do so, value managers not only must set value as the company’s
overall strategic objective—that includes defining the portfolio of busi-
nesses, identifying major strategic initiatives, and determining value cre-
ation targets—but must ensure that the company’s day-to-day processes are
aligned with value creation. These processes include planning, perfor-
mance management, compensation systems, and investor communications.

In this chapter, we describe how one manager transformed his company
into such a value management organization, thereby boosting cash flow,
earnings, and the recognition of shareholders. The case serves as an
overview of and framework for the application of more detailed valuation
approaches that we develop later.

PART 1: SITUATION

In 2004, EG Corporation (as we call it) had sales of about $10.7 billion (see
Exhibit 2.1 on p. 24). The company had three major divisions: Consumerco,
Foodco, and Woodco.

Consumerco manufactured consumer products, selling to groceries and
drugstores throughout the United States. Consumerco had built strong
brand names, and most of its product lines enjoyed a dominant market share.
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2004, $ million

Exhibit 2.1 EG Corporation Businesses

1EBITA = Earnings before interest, taxes, and amortization.

EG Corporation
Sales: $10,650
EBITA1: $699

Woodco
Sales: $2,550
EBITA1: $75

Foodco
Sales: $1,500
EBITA1: $120

Consumerco
Sales: $6,300
EBITA1: $435

Propco
Sales: N/A
EBITA1: $15

Finco
Sales: N/A
EBITA1: $9

Newsco
Sales: $300
EBITA1: $45

Woodco was formed through the gradual acquisition of eight smaller
companies, and was a midsize player in the furniture business. By 2005,
EG’s managers had begun to combine Woodco’s companies into a single
unit that they hoped would reduce operating costs and strengthen the com-
pany’s ability to control the business.

Foodco operated a contract food business and a chain of fast-food
restaurants. As of early 2005, Foodco was earning a profit, but faced formi-
dable competition. Still, management believed that its operating approach
and EG’s Consumerco brand name (which Foodco used) would eventually
establish Foodco as a major industry player. For that reason, Foodco’s oper-
ations were under expansion.

EG also owned a few other small businesses: A property development
company (Propco); a small consumer finance company (Finco); and several
small newspapers (Newsco). These EG had acquired in the 1980s (though
no one was still at the company who could explain why). All were profitable,
though modestly so compared with EG’s three main divisions.

For the previous five years, EG’s overall financial performance had
been mediocre. Earnings had not kept pace with inflation. Return on capi-
tal was less than 10 percent. The company had failed to deliver on growth
and earnings commitments, and its stock price had lagged the market for
several years.

Analysts bemoaned EG’s lackluster performance, especially in view of
the strength of the Consumerco brand. They were also disenchanted with
the slow progress in building profits in other parts of the company. Some
analysts ventured that EG would make a good breakup play. EG’s board
and senior management were frustrated because they couldn’t convince the
market that EG should be more highly valued.
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In early 2005, Ralph Demsky became EG’s chairman and CEO. For 10
years, Ralph had been president of Consumerco. Ralph was familiar with
EG’s worrisome corporate predicament and was equally convinced that the
company could unleash great opportunities if it just focused its attention on
creating value. That, in fact, was why he was tapped to lead EG upon the re-
tirement of the previous chairman and CEO.

PART 2: RALPH AS CORPORATE STRATEGIST

During his first week on the job, Ralph began to assess the value creation
opportunities at EG. He knew that quick action was necessary if he wanted
to convince the market that EG could be worth more than its current market
value. His first step was to create a task force that included EG’s chief fi-
nancial officer, the heads of the major businesses, and himself, as chairman.
The team met twice a week to review progress and had an eight-week dead-
line to reach some conclusions.

Ralph had considered using a small team, perhaps consisting of him-
self, the chief financial officer, and several financial analysts. This would
have maintained secrecy and sped up the process. But he decided on a
larger group that would immediately tap into the best judgment of his se-
nior managers, involve them in the improvements that they would play a
key role in executing, and educate them in a review process he planned to
make an annual event.

Ralph chose to investigate EG’s potential value along six lines of analy-
sis. Together these would form a hexagon framework for value creation for
the company (see Exhibit 2.2).

The analysis would start with EG’s current market value and a compar-
ison of that to EG’s intrinsic value based on its historical performance and
existing business plans. Next, the team would identify and value operating
improvement opportunities such as increasing margins, accelerating core
revenue growth, and improving capital efficiency. Third, it would decide
whether some businesses should be divested. Fourth, the team would iden-
tify potential acquisitions or the formation of new growth initiatives, and
estimate their impact on value. Fifth, the team would consider how value
might be increased through changing EG’s capital structure and enlisting
other means of financial engineering.

Current Valuation

Ralph started by reviewing EG’s stock performance. He knew that EG had
not performed particularly well for its shareholders in recent times and that
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Exhibit 2.2 Corporate Strategy Framework
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operating returns had been disappointing. But Ralph wanted to be system-
atic in his review of the market’s perspective. His team set about examining
EG’s performance in the stock market, its underlying financial perfor-
mance, how it had generated and invested its cash flow, and what the mar-
ket was assuming about its future performance.

What he found was disturbing—and revealing: EG’s return to investors
had not only been below the overall market, but also below the returns for
comparable companies (see Exhibit 2.3). When he looked at EG’s valuation
relative to its peers, he was not surprised that his company was valued
lower than other companies in terms of the ratio of market value to the book
value of invested capital (see Exhibit 2.4 on p. 28).

He also noticed that between 1999 and 2004, when EG had made several
acquisitions to build the Woodco furniture businesses, there was a corre-
sponding decline in EG’s share price (relative to comparable companies and
the market around the date of each acquisition). In fact, the decline in EG’s
total value was about equal to the dollar amount of the premiums over mar-
ket price EG had paid to acquire the companies. Evidently, Ralph mused,
the stock market did not believe EG would add any value to the acquired
businesses. In fact, it viewed the acquisition premiums that EG had paid to
buy the firms as a damaging transfer of value—from EG investors to the
selling shareholders.
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Exhibit 2.3 EG Corporation: Shareholder Return versus
 Comparable Companies
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In fact, EG had not done anything notable with these companies as their
owner. There was no reason for them to be worth any more than their pre-
acquisition value. And it did not matter that the deals had been carefully
structured and financed to avoid diluting EG’s earnings per share. The
market had seen through those cosmetics.

Looking next at the financial results of each of EG’s businesses, the
team noted that Consumerco had generated high, stable returns on in-
vested capital (30+ percent) for the previous five years (see Exhibit 2.5 on 
p. 28). However, the earnings of Consumerco were growing at no more than
the pace of inflation. Woodco, meanwhile, had suffered steadily declining
returns. Foodco’s earnings were growing, but returns on investment were
low (because of high capital investment requirements in the restaurants).
All of these factors had conspired to depress overall EG returns on capital
and hamper profit growth.

EG’s cash flow map, based on the past five years, was of particular inter-
est to Ralph (see Exhibit 2.6 on p. 29). It showed that while EG had been gen-
erating substantial discretionary (or free) cash flow in the Consumerco
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Exhibit 2.5 EG Corporation: Business Unit Performance
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Exhibit 2.4 EG Corporation: Comparative Current Valuation
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business, a large portion of that money had been sunk into Woodco and
Foodco. Relatively little had been reinvested in Consumerco. Moreover, little
of the cash had found its way back to EG’s shareholders. On a five-year basis,
EG had, in effect, been borrowing to pay dividends to its shareholders. Since
Ralph believed that shareholder value derived from the cash flow returns EG
could generate, he became increasingly convinced that EG had taken the
cash that Consumerco had generated—and squandered it on businesses that
might not generate an adequate return for shareholders.

Ralph next spent a day reading recent analysts’ reports. He then visited
EG’s major investors, and the leading analysts who followed EG’s stock.
Ralph was surprised at the favorable reception he received. Apparently, the
previous CEO rarely met individually with the analysts, and when he did,
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$ million

Exhibit 2.6 EG Corporation: Cumulative Cash Flow
 Five years ending December 31, 2004

1Equals after-tax operating profits plus depreciation.
2Equals capital expenditures, acquisitions, increases in working capital, and other assets.

1,239 (462)

(792)

165 3 33 (369)

(183)

Financing of free cash flow

New debt 750 

New shares issued 156 

Less: dividends (633)

Less: interest (90)

New financing 183 

 Consumerco Foodco Woodco Newsco Propco Finco Corporate Consolidated 
        free cash 
        flow 

Gross  2,025  309  456  288  78  39  (354) 2,841 
cash flow1

Gross  (786) (771) (1,248) (123) (75) (6) (15) (3,024)
investment2

Free cash flow 1,239  (462) (792) 165  3  33  (369) (183)

never asked them candidly what they thought of the company. When Ralph
did ask, one of the analysts showed him why EG lacked credibility: The an-
alysts had to continually revise downward their earnings forecasts for the
company (see Exhibit 2.7 on p. 30).

Ralph was not surprised to hear the analysts tell him that EG had been
complacent for the past five years. Or that EG had pursued new businesses
with little regard for the returns they would generate. Or that EG would re-
main an unattractive investment candidate unless someone took some ac-
tion that demonstrated the company’s commitment to creating value for
shareholders. Ralph was not surprised, because he knew it was true.

EG’s “As Is” Value

The team’s next step was to assess the value of the EG portfolio, on the basis
of projected future cash flow. To do this, the team members developed cash
flow models for each business, based on projected sales growth, margins,
working capital, and capital spending needs. The finance staff, meanwhile,
developed estimates of the cost of capital for each division.
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$/share

Exhibit 2.7 EG Corporation: Continuous Earnings Disappointments
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When these data were assembled, the team ran two sets of discounted
cash flow valuations. These served as preliminary benchmarks. The first
was based on extrapolations of the previous three years’ operating results
for each business. These projections were used to estimate the value of each
EG business (as well as the cost of corporate headquarters activities and the
value of nonoperating investments). Exhibit 2.8 shows the value buildup
that the team used to compare the total value to EG’s market value.

From this, the team realized that the discounted cash flow value of the
company based on historical performance ($5.6 billion) was substantially
below EG’s value in the marketplace ($7.2 billion). They realized that unless
Foodco’s performance improved dramatically, Foodco would soon be worth
far less than the capital EG had invested in it over the past few years. They
also saw that more than 80 percent of EG’s value was represented by the
cash flow generated by Consumerco. Finally, they realized that corporate
headquarters costs, when viewed on a value basis, represented a 25 percent
drag on overall EG value.

These were disturbing conclusions, but Ralph asked the team to press
on. Next they estimated EG’s value—assuming that the performance 
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Exhibit 2.8 EG Corporation: Value Based on Historical Extrapolation
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Exhibit 2.9 EG Corporation: Value Buildup Comparison
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estimates in the current business plans were achieved. The results, shown
in Exhibit 2.9, indicated that the total discounted cash flow (DCF) value of
EG based on its business plan was about 10 percent higher than its current
market value.

This seemed good. But Ralph knew that 10 percent was nothing to the
stock market. The market took for granted that EG would either improve its
performance or fall into the hands of someone who would. Recognizing
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that, Ralph decided that EG would need to come up with something dra-
matic enough to lift the value of his shareholders’ investments much faster
than the previous plan.

In thinking this through, Ralph realized that the current plan had prob-
lems. Consumerco’s plan would increase its value by about 20 percent,
which would have a large impact on EG. Foodco’s value, however, would ac-
tually decline (even though its plan involved substantial growth in the
number of outlets and overall sales and earnings).

To Ralph this meant only one thing—the returns on investment at
Foodco were too low. Foodco management was focusing more on growth
than on returns. In contrast, the Woodco consolidation looked set to im-
prove the value of the furniture businesses dramatically, while the newspa-
per, finance, and property businesses would improve somewhat too.

At this stage, Ralph decided that Consumerco would have to perform
even better, given what it needed to contribute to the company. Foodco,
meanwhile, would need to revamp its strategy to make sure that it built
value, not simply bulk. And Woodco’s consolidation of its companies, al-
ready underway, was far more important than he had thought—and would
need to succeed to maintain EG’s overall value. The bottom line was that
EG would need to run hard just to maintain shareholder value, and even
harder to exceed it. Any missteps could cause the share price to collapse.

EG’s Potential Value with Internal Improvements

After looking at EG’s current value, Ralph’s team tried to assess how more
aggressive plans and strategies might help boost the value of the business.

The managers first conducted a sensitivity analysis, estimating how the
value would be affected by an increase in sales growth of 1 percent, then a
rise in margins by a percentage point, and finally, the reduction of capital
intensity. The results appear in Exhibit 2.10.

Foodco was most sensitive to reductions in capital intensity and in-
creases in margins. If Foodco grew faster at current margins and capital in-
tensity, in fact, its value would actually decrease. Growth would be
unprofitable, because Foodco earned a rate of return on invested capital less
than its cost of capital. Woodco, meanwhile, would be strengthened most by
improvements in its operating margin (which would come with the consoli-
dation of its companies). Consumerco was responsive to sales growth: With
its high margins and outstanding capital utilization, each dollar of sales
would generate large profits and cash flows.

The team next compared the EG businesses with similar companies, in
terms of overall performance as well as relative costs, productivity, and in-
vestment. This analysis, coupled with the financial comparisons, convinced
Ralph and his team that EG could perform at much higher levels.
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Consumerco seemed to have room to increase revenue significantly and
earn even higher margins:

• The team discovered that Consumerco had been restraining R&D
and advertising spending to generate cash for EG’s diversification ef-
forts and to buffer poor performance in other parts of EG’s portfolio.
Ralph’s team believed the answer lay in boosting short-term spend-
ing. This would lead to higher sales volumes in existing EG products
and encourage the introduction of additional high-margin products
in the future.

• Despite Consumerco’s dominant position in its market categories,
Consumerco’s prices were actually lower than less popular brands.
The study revealed that most category leaders were able to charge
higher prices. The team estimated that the value created by price in-
creases would more than offset any losses in volume.

• The team discovered that Consumerco’s sales force was less than half
as productive as sales forces at other companies that sold through the
same channels. Ralph had suspected this, and was sure that the pro-
ductivity of the sales force could be improved.

• The team determined that Consumerco had room to cut costs, partic-
ularly in terms of purchases and inventory management. In fact, the
cost of sales could easily be reduced by one percentage point.

When the team factored in these possibilities, they found that Con-
sumerco’s value could be increased conservatively by 25 percent, as shown
in Exhibit 2.11 on page 34.

percent

Exhibit 2.10 EG Corporation: Impact on Value of Changes in
 Key Operating Measures

Note: Assumed changes in key operating measures included a 1% increase in sales growth rate, a 1 percentage point increase in operating
margin, and a 1 percentage point decrease in invested capital.
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$ million

Exhibit 2.11 EG Corporation: Value of Consumerco Internal Improvements

6,345

195

435

450

150

345

7,920

Value per business plan

Increase R&D yield 25%

Boost sales growth 5% for 3 years with aggressive ad spending

Raise prices 3% real (suffer 3% volume decline)

Reduce cost of sales force

Reduce cost of sales by 1 percentage point

Value with improvements

Woodco could also dramatically improve its performance far beyond the
earlier plan. It just needed to be able to perform at the levels of other top
furniture companies. This would likely require Woodco to focus less on
growth and more on higher margins. To do this, Woodco would need to
build better management information and control systems, and stick to its
familiar mass-market products, instead of striking out into new upmarket
furnishings, as it once planned.

Foodco looked as if it would continue as a poor performer. The industry
was extremely competitive. A few large players were earning respectable re-
turns, but even their returns were starting to decline. After further study,
the Consumerco brand, which Foodco used, was found to be of little value
in building the business. Foodco would be unable to develop significant
scale economies, at least in the near future. To make matters worse, Foodco
had a voracious appetite for capital to build facilities. But it was not gener-
ating a return on new investment sufficient to cover the opportunity cost of
the capital. The team decided that Foodco should trim operations back (to
its profitable locations) and choose more conservative growth targets.

Similar reviews were carried out for the smaller EG businesses. The
team also examined EG’s corporate overhead and found opportunities to
reduce costs substantially. EG’s corporate staff had grown and the divisions
had also added staff to the point where they were functioning largely as
freestanding operations. Ralph believed that 50 percent of the corporate
costs could be eliminated.

Ralph placed the potential internal value of EG’s businesses at about
$10.9 billion, which would be 50 percent above its current market value (see
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Exhibit 2.12 EG Corporation: Potential Value versus Plan Value

Consumerco

Foodco

Woodco

Newsco

Propco

Finco

Corporate overhead

Total

Debt

Equity value

Stock market value

Value gap

Percent of stock market value

6,345

825

1,800

600

450

105

(1,275)

8,850

(900)

7,950

7,200

750)

10%

25

9

33

8

7

0

NA

33

37

5,250

900

600

525

375

75

(1,275)

6,450

(900)

5,550

7,200

(1,650)

–23%

Historical
extrapolation

($ million)

Business
plans

($ million)

7,920

900

2,400

645

480

105

(675)

11,775

(900)

10,875

7,200

3,675

51%

Potential
value

($ million)
Improvement

(percent)

Exhibit 2.12). This was before any incremental value that might accrue
through the sale of EG businesses.

Ralph and his team were beginning to feel better about their chances
for turning EG into a high-performance company. They were eager to get
to the next step: estimating the value of EG’s businesses to new owners
through a sale or spin-off.

EG’s Potential Value to Other Owners

If any of EG’s businesses were worth more to someone else than to EG,
Ralph realized he should gladly sell them. The buyer might be someone
who could create more value from the business through synergies with
other businesses or better operational management, or someone who was
merely overenthusiastic about the prospects of the business and was ready
to buy. In EG’s case, Ralph suspected he would find more buyers who could
create value (due to synergies or stronger management skills in the relevant
industry) than overenthusiastic buyers.

To approximate a selling price, Ralph’s team analyzed the external
value of EG’s businesses under four scenarios: sale to a strategic buyer (an-
other company that could realize operating and strategic synergies); a flota-
tion or spin-off; a leveraged buyout by management or a third party; and a
liquidation (see Exhibit 2.13 on p. 36).

The team started by determining how much the EG businesses would
trade for in the market if spun off as independent companies. To estimate
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Exhibit 2.13 EG Corporation: Comparison of External Value
 Estimates by Business

Consumerco

Foodco

Woodco

Propco

Finco

Newsco

Total

Debt

Equity value

Taxes and costs

Net proceeds

7,500

870

N/A

N/A

N/A

540

6,000

840

165

N/A

75

420

Spin-off
($ million)

Strategic buyer
($ million)

LBO
($ million)

9,750

1,050

465

525

105

570

N/A

780

75

390

150

N/A

Liquidation
($ million)

Highest value
($ million)

9,750

1,050

465

525

150

570

12,510

(900)

11,610

3,000

8,610

these values, the team identified a set of publicly traded companies compa-
rable to each EG business. They used current stock market valuation data
(e.g., enterprise value-to-EBITA [earnings before interest, taxes, amortiza-
tion], market-to-book ratios) to estimate the value of the EG businesses as
freestanding entities.

To their disappointment, they found that a simple breakup into sepa-
rate, publicly traded companies would not, at current market prices, provide
any gain overall for EG shareholders. Nor did estimates of the value of the
businesses as leveraged-buyout candidates suggest that EG as a whole
would be worth more than in parts (especially after taking into account the
taxes EG would have to pay on the sale of the units). To be sure, the Con-
sumerco business, with its strong, stable cash flow was a natural buyout
candidate, but the other businesses were not.

The team then considered the complete or partial liquidation of the
businesses. Of the three larger EG businesses, this only made sense for
Foodco, and this only because of its real estate holdings: The restaurant
property could be sold off piecemeal; the Foodco restaurant division subse-
quently shut down. But although a few of the restaurants were worth more
as real estate, the team soon determined that Foodco was worth more as a
going concern than in liquidation.

EG’s consumer finance company was a candidate, however. Consumer
finance had become so competitive that the spread between borrowing costs
and the rates earned on new loans did not cover operating costs. The team
discovered that the existing loan portfolio might be sold for more than the
entire business was worth. In effect, each year’s new business was dissipat-
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ing some of the value inherent in the existing loan portfolio. The team was
also sure that it would be relatively easy to sell the portfolio to other finan-
cial companies and exit the business entirely.

Ralph reviewed the team’s findings and finally concluded that Con-
sumerco might be worth much more in the hands of another owner than it
was now worth to EG. Indeed, to a buyer the opportunities for improve-
ment were plentiful. A merger could offer certain cost savings. The sales
forces could be combined and much of Consumerco’s direct sales force
eliminated. Potential savings could also be realized if Consumerco were
merged into an existing management structure at another consumer prod-
ucts company.

In addition to cost savings, an acquirer might inject vigorous marketing
expertise into the business, while ramping up the development of new
products. Consumerco had grown a bit lazy, thanks to its dominant and es-
sentially unchallenged brand. New energy would undoubtedly bring even
richer returns.

All these factors together suggested that Consumerco might be worth
more than $9.7 billion to a strategic buyer. This price was much more than
its current worth (about $6.3 billion), and even more than Ralph’s team be-
lieved they could augment its value ($7.9 billion). The implication was clear:
Since Consumerco was worth so much more to someone else, and since it
was a large part of EG’s value, EG itself was at risk of a hostile takeover.

Other EG businesses might attract buyers as well. The team believed
that Foodco could attract a restaurant company that could either accelerate
Foodco’s profitability through better management, or through conversion
of the Foodco sites to its own brand. Because Foodco did not fit into EG’s
larger plans, the team tagged it as a prime sale candidate.

Woodco, meanwhile, might be sold to a company that bought and im-
proved smaller furniture firms. But the team decided that it made little
sense to sell Woodco at the present moment—in the midst of the consolida-
tion—when potential buyers might be concerned that the business could
fall apart. If the consolidation was successful, EG could sell Woodco for a
much higher price in 12 to 18 months. Then again, mused Ralph, if Woodco
were performing well, he might be convinced to keep it as the base for mak-
ing additional furniture company acquisitions.

New Growth Opportunities

Ralph liked the way the analysis was coming together. The big missing
piece, however, was growth. For investors to be excited about EG, there had
to be a credible plan for long-term growth. Where could it be?

Ralph had often wondered why there was little discussion about
incubating new businesses at Consumerco, nor such radical moves as large
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acquisitions. A quick analysis showed Ralph that if he could find opportu-
nities that generated $1.5 billion to $3 billion in sales, he could increase
the market value of Consumerco by $2.4 billion or more. So where was the
big idea? Global expansion? New retail services? Direct sales?

Ralph knew that EG’s restructuring was his first priority. But he in-
sisted on keeping long-term potential at the top of everyone’s mind. As the
restructuring analysis continued, Ralph insisted that all the summary
charts display the long-term growth imperatives prominently alongside the
short-term targets. He was willing to wait nine months while the restruc-
turing was under way, but then he wanted to act on growth.

Potential Value of Financial Engineering

Ralph also urged his CFO to develop an aggressive plan to take advantage of
the tax advantages of debt financing. EG had had a policy of maintaining an
AA bond rating from Standard & Poor’s. EG prided itself as a strong invest-
ment-grade company, but Ralph knew that many companies had taken on
much higher debt levels and performed equally well. In fact, by taking on
debt, these companies were forced to think harder about additional ways to
generate cash flow. It also forced them to be smarter about what they
needed in terms of investment requirements and fixed expenses.

EG had sizable and stable free cash flows that could support much
higher debt. The Consumerco business, which generated the bulk of
the cash, was recession-resistant. Ralph also knew that he did not
need much reserve financial capacity given the relative maturity of EG’s
core business and its limited need for capital. He also believed that EG
could tap funding for a major expansion or acquisition, if it made eco-
nomic sense.

Indeed, EG could carry a lot more debt, and that debt level could rise
along with an improvement in EG’s businesses. At a minimum, EG could
raise $1.5 billion in new debt in the next six months, Ralph figured, and use
the proceeds to repurchase shares or pay a special dividend. This debt
would provide a more tax-efficient capital structure for EG, which would be
worth about $600 million in present value to EG’s shareholders.

Several bankers had approached Ralph suggesting complex financial
transactions, including securitization and leasing. After reviewing some of
these with his CFO, however, Ralph was convinced that for an investment-
grade company like EG, with little in the way of fungible assets (e.g., air-
planes, gas turbine generators, or real estate), these transactions were
unlikely to create real shareholder value. He was concerned that they would
also distract management from improving the operating performance of the
company. So he decided not to put any more time into evaluating those
transactions.
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EG’s New Corporate Strategy

Ralph’s team had analyzed EG’s value from multiple perspectives. Now
they were ready to put them into action, business unit by business unit:

If Ralph could successfully execute his plan, it would produce a large
gain for EG shareholders. Exhibit 2.14 on page 40 shows the sources of the
gain, which would more than double EG’s present value. Ralph and his
team were confident, and since they could take immediate action, they ex-
pected to see quick results.

PART 3: RALPH AS VALUE MANAGER

When EG announced its new corporate strategy, its share price jumped im-
mediately. Then, as it made progress in the first six months of 2005, EG’s
shares increased 40 percent when the overall stock market was flat. The an-
alysts who followed EG stopped talking about takeovers and applauded the
transformation of the company.

Business Actions

Consumerco Increase prices
Invest in advertising
Invest in new products
Rationalize sales force
Build marketing talent and skills
Reduce manufacturing costs

Foodco Sell to strategic buyer

Woodco Accelerate consolidation
Focus on basic furniture market rather than expanding
in to upscale segments

Propco Sell

Finco Sell loan portfolio
Wind down other activities

Newsco Sell

Corporate Decentralize more activities
Reduce costs by 50 percent

New growth opportunities To be determined

Financing Increase debt by $1.5 billion to target BBB rating
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Needless to say, Ralph and his team were pleased with the results.
Ralph regretted having to reduce the corporate staff and sell some of EG’s
businesses. But he took some comfort knowing that he did it in a more or-
derly and humane way than an outsider would have.

Despite the successes, Ralph knew he had a lot more work ahead to see
the restructuring plan through to completion. He also recognized that he
needed to orient the company towards managing for value on a permanent
basis. Before management became complacent again, he wanted to build on
the fragile momentum that had been established.

Ralph planned to take five further steps to build EG’s ability to
manage value:

1. Focus planning and investment analysis on value creation.

2. Develop value-oriented targets and performance measurement
systems.

3. Restructure EG’s compensation system to emphasize the creation of
shareholder value.

4. Communicate EG’s plans, in terms of value creation, more clearly
and consistently to investors and analysts.

5. Reshape the role of the company’s CFO.

Put Value into Planning and Investment Analysis

Ralph realized that EG was not good at stressing value creation at the cor-
porate and business-unit levels. To change that, Ralph made value creation

Exhibit 2.14 EG Corporation: Value Created through Restructuring

Consumerco

Foodco

Woodco

Newsco

Propco

Finco

Corporate overhead

Debt tax benefit

Total

Debt

Equity value

New growth opportunities

Equity value with new 
growth opportunities

8,700

1,050

2,400

570

480

135

(675)

600

13,260

(900)

12,360

2,400+

14,760

66

17

300

9

28

80

47

NA

106

122

166

operating improvements

sale

consolidation/sale

sale

sale

liquidation

cuts

5,250

900 

600

525

 375 

 75   

(1,275)

NA

6,450

(900)

5,550

0

5,550

Historical extrapolation
($ million)

New corporate strategy
($ million)

Difference
(percent)
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the responsibility of all senior managers. Value analysis of each of the busi-
nesses would be required; in fact, executives would use the hexagon value-
creation framework on an annual basis.

At the business level, EG’s new focus on value would require some
changes, too. Management in the business units would need to think differ-
ently about their operations. They would need to focus on what was driving
the value of their businesses—whether it was volume growth, margins, or
capital utilization.

What would matter in the future was not growth in earnings, but
growth in value. Sometimes this would mean dispensing with ambitious
growth targets. At other times, it would mean accepting lower earnings
when investments in research and development or advertising made eco-
nomic sense.

EG had been using discounted cash flow analysis to determine capital
spending for at least five years. But Ralph saw two problems in this. First,
capital spending was not linked tightly enough to the strategic and operat-
ing plans for the businesses. Because of this, capital spending proposals
were out of context and difficult to evaluate. Ralph intended to tie capital
spending closely to strategic and operating plans to ensure that its evalua-
tion was realistic and fact-based. He would also ensure that the finance
staff developed appropriate hurdle rates. These would differ by division
and reflect the particular opportunity cost of capital.

Second, Ralph knew that one of EG’s biggest failures had been in the
evaluation of its acquisitions. EG paid too much for the Woodco acquisitions
in the 1980s, although the accounting earnings and dilution figures looked
good in the first year or two afterward. To Ralph, it was really quite simple:
The cash flow value to EG’s shareholders had to be higher than the price EG
would have to pay, or Ralph would not make the acquisition.

Ralph also believed that EG could assess value much more systemati-
cally than in the past. First, EG management would evaluate the target’s
business on an “as is” basis, just as the team had done for EG. Next, man-
agement would use the restructuring hexagon approach to identify im-
provements that EG management could make to the value of the company,
without any EG synergies.

Finally, EG would evaluate the potential for hiking the value of the ac-
quisition through synergies with other EG businesses. Finally, EG manage-
ment would think about the strategic options the acquisition could create: It
might give EG an option on a new technology in one of its businesses or ac-
cess to a new market, both of which could have substantial value under the
right conditions. These would be difficult to evaluate and value, but would
be important.

With this information, EG would know how much to pay and what to
do with the business after the acquisition. EG would also know the value of
the acquisition to other potential buyers, avoiding fruitless bidding contests
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or the chances of paying too much. (Why give all the potential value of the
acquisition to the selling shareholders, when EG will be doing all the work
to get there?)

Develop Value-Oriented Targets and Performance Metrics

Ralph knew that his managers needed clear targets and performance met-
rics to track their progress. Although the stock price was the ultimate met-
ric, something more concrete, particularly to his business unit managers,
was required.

During the corporate strategy analysis, Ralph learned what drives a
business’s value: its long-term revenue growth potential and its return on
invested capital (relative to its cost of capital). Return on invested capital
(ROIC) is after-tax operating profits divided by sum of working capital and
fixed assets. It was obvious to Ralph that these measures—revenue growth
and ROIC—were the standards that EG could use to set financial and per-
formance targets at both the business unit and corporate level.

But to make this work, it would be necessary to tailor the growth and
ROIC targets to the particular characteristics of the business unit. Con-
sumerco had to emphasize revenue growth. Woodco needed to focus on im-
proving its return on capital. Each business had to be understood before
setting its targets.

Ralph recognized that ROIC and other accounting-based measures
could be manipulated in the short term so as to obscure performance.
ROIC does not reveal whether a business is earning its ROIC, for example,
through high prices and declining market share, or stable prices and grow-
ing share.

As CEO, Ralph wanted to make sure that business unit leaders focused
on long-term value creation. He did not want them pumping up ROIC to
look good for one or two years at the expense of the longer term. So he de-
cided that ROIC targets and performance measurement needed to include
key operating and strategic drivers, which he thought of as measures of the
“health” of the business. On the sales and marketing side, he wanted to set
targets for pricing, market share, and new products. On the operating side,
he wanted measures such as unit cost, quality, and the ability to meet deliv-
ery deadlines.

This was really an integrated system of target setting and performance
measurement that combined financial information with health indicators
and external market data. Ralph’s accounting group, which was accus-
tomed to dealing with accounting results alone, needed to adopt a new
mind-set. The accounting group resisted. But Ralph showed them the bene-
fits of integrating financial results with health measures.
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Overhaul Business Performance Reviews

Having been at EG for many years, Ralph knew that the monthly and
quarterly business unit performance reviews also needed an overhaul. He
identified two issues. First, they focused entirely on short-term profits
without regard to the drivers of profit. If a business unit hit its budget,
there was little discussion of whether the budgeted results were met by
true operational improvement or by shortsighted actions that would cre-
ate hurdles later. Second, corporate management was ill-prepared for the
reviews. Corporate executives were not knowledgeable enough about the
business units to engage in constructive discussions about the causes of
good or bad performance and to work with the business unit managers to
identify solutions to problems.

Ralph decided to structure the business unit performance reviews
around the new integrated performance measurement system that he had
tasked his CFO to develop. He wanted to focus the reviews on the underly-
ing drivers of results, good and bad. He also resolved that he and his CFO
would become smarter about the strategic and operating issues and oppor-
tunities for each unit so that they could constructively engage the business
unit leaders. He figured that if he and the rest of the corporate executive
team could not add value to a particular unit, then EG shouldn’t own it.

Tie Compensation to Value Creation

Ralph believed that compensation was an important way to motivate em-
ployees to focus on value creation. However, EG’s system had many flaws.
Like many company pay systems, bonuses were calculated based on for-
mulas linked to short-term accounting profits. Executives also received
stock options, which helped align their interests with the shareholders,
but only loosely.

It was obvious to Ralph that he needed to link EG’s compensation sys-
tem to the new integrated-performance measurement system he was plan-
ning. That would lead managers to focus on the “health” of EG by
highlighting performance against measures that would drive the long-term
value creation of EG, not just short-term financial performance. He was
wary, however, about using rigid formulas. He preferred a more subjective
approach that allowed senior management to award bonus compensation
based on an overall performance assessment, rather than mechanically
tying it to a small number of measures. He wanted to be able to reward hard
work and creativity, not just luck. Finally, he wanted to defer bonus payouts,
even after retirement, so that managers would not have incentives to pump
up EG’s short-term performance just before they retired or left EG. He
knew this would be difficult to implement, but thought it worth the effort.
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Ralph decided to keep the stock-option program, but decided to make
substantial changes to it. Most important, he changed the exercise price on
options from a fixed price to a price indexed to a set of peer companies. That
way, the value of the stock options would better reflect EG’s own perfor-
mance, rather than the overall stock market or its industry.

Develop Investor Communications Strategy

Ralph planned to build the company’s credibility with Wall Street analysts
and investors through some hard work. He wanted to know exactly what
investors and analysts thought of EG’s performance and prospects.

First, this would help him give the market the information it needed to
evaluate the company properly. Second, Ralph knew that the market was
smart. It could tell him a lot about the direction of his industry and his com-
petitors. Ralph wasn’t trying to fool the market about EG. He would treat
the investors and the investing community with the same care that he
showed EG’s customers and employees. Had previous management taken
the time to understand what the market was saying about EG, the company
might have avoided the difficult position in which it found itself.

Previously, EG’s investor communications had focused on accounting
earnings. But Ralph learned that investors and analysts were more inter-
ested in the factors that drove earnings than in the earnings themselves.
Earning per share driven by stock repurchases would not be viewed as fa-
vorably as increased earnings driven by revenue growth through greater
market share. Accordingly, Ralph decided to use his investor conference
calls and written materials to explain what drove EG’s results, so that in-
vestors would understand them.

Reshape CFO’s Role

Ralph also realized that the role of the CFO needed revising. Managing
value takes a lot of work—especially when business strategy and financial
strategy are so tightly interlinked. Ralph needed a strong executive to
help him.

With the retirement of his current CFO, Ralph was free to create a posi-
tion that would blend corporate strategy and financial responsibilities. The
officer would act as a bridge between the strategic/operating focus of the
division heads and the financial requirements of the corporation and its in-
vestors. The CFO would take the lead in developing a value-creating corpo-
rate strategy for EG, while working with Ralph and the division heads to
build a value-management capability throughout the organization.

The CFO would also be responsible for managing the normal financial
affairs and financial reporting of the corporation, in particular the new in-
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tegrated performance-management system. But his or her success would be
measured mainly by how well EG made the transition to a corporation that
managed value in a superior way.

At the end of the first year, the new CFO’s responsibilities would in-
clude helping deliver a first-draft corporate strategy and a clearly articu-
lated supporting financial strategy. The CFO would also have trained
leading managers to submit plans and proposals in terms of value cre-
ation. Investors and securities analysts would also have received a much
clearer understanding of EG’s strategy and value. Longer term, the CFO’s
success would be measured by the superior returns to shareholders,
the value-creating expansion activities of the company, and the overall
establishment of EG in the financial community as a leading-edge, value-
managing company.

Ralph expected to spend as long as two years making the crossing—
recruiting the new CFO; evaluating all major decisions in terms of impact
on value; redesigning the compensation system for senior management;
communicating more clearly and consistently with the stock market. All
this would help ensure that EG produced outstanding value for sharehold-
ers. Moreover, by following this integrated approach, EG would more easily
be able to set corporate priorities. Why? Because all major decisions would
refer to the common benchmark: their impact on the value of the company.

SUMMARY

The ability to manage value is an essential part of developing sound corpo-
rate and business strategies. As the EG Corporation case shows, managing
value is not a mysterious process. Valuation techniques can be complex in
their details, but they are relatively straightforward in their application. In
subsequent chapters we expand on the approaches needed to carry out such
corporate value management.

REVIEW QUESTIONS

1. What are two important aspects of becoming value oriented? Apply
and discuss the restructuring hexagon to Consumerco. What conclu-
sions might be drawn from the hexagon value analysis to the specific
decision alternatives for the Consumerco division?

2. Outline Ralph’s five steps to rebuild EG’s ability to manage value.

3. Identify how divisional relationships and performance gave rise to
the concerns the financial markets had about EG Corp.
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4. Identify and define the three steps necessary to develop a value man-
agement philosophy.

5. Discuss the value sensitivity analysis of Foodco, Woodco, and Con-
sumerco. What are the strategy implications for each unit?

6. Discuss the different options for divesting business units. What are
the advantages and disadvantages of each option?
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3

Fundamental Principles 
of Value Creation

This chapter explains the fundamental principles of value and value cre-
ation. The first part of the chapter illustrates the basics of value creation
with the story of Fred’s Hardware. The second part develops the model of
value and value creation more formally.

FRED’S HARDWARE

Fred’s business undergoes a remarkable transformation. Fred starts out as
the owner of a small chain of hardware stores. Then he develops the idea of
Fred’s Superhardware and converts his stores to the new concept. To ex-
pand, Fred takes his company public to raise additional capital. His success
leads Fred to develop additional retail concepts, such as Fred’s Furniture
and Fred’s Garden Supplies. In the end, Fred is faced with the complexity of
managing a retail conglomerate.

The Early Years

In the early years, Fred owned a small chain of hardware stores. Naive in
the ways of finance, he asked us to help him assess his company’s financial
performance. To keep things simple, we told Fred that he should measure
the return on invested capital (after-tax operating profits divided by the
capital invested in working capital and property, plant, and equipment) and
compare it with what he could earn if he invested his capital elsewhere, for
example in the stock market.

Fred calculated his return on invested capital as 18 percent. We sug-
gested that he could earn 10 percent by investing his capital in stocks with
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Exhibit 3.1 Fred’s Hardware: 2000 Economic Profit

1Weighted average cost of capital.

Entire company

Without low return store

ROIC
(percent)

18

19

WACC
1

(percent)

10

10

Spread
(percent)

8

9

Invested
capital

($ thousand)

10,000

8,000

Economic
profit

($ thousand)

800

720

similar risk, so Fred was satisfied, since his investment was earning more
than he could earn elsewhere.

Fred had an idea for increasing his company’s overall return on in-
vested capital (ROIC). One of his stores was earning only a 14 percent re-
turn, and if he closed it, he could increase his average return on invested
capital. We told him that what he should care about is not the ROIC itself,
but the combination of ROIC (relative to the cost of capital) and the amount
of capital invested, expressed as economic profit. We showed him a simple
example (see Exhibit 3.1).

Economic profit can be expressed as the spread between ROIC and the
cost of capital, multiplied by the amount of invested capital. In Fred’s case,
economic profit was $800,000. If he closed down his low-returning store, av-
erage ROIC would increase, but economic profit would decline. Even
though the store earned a lower ROIC than the other stores, it still earned
more than its cost of capital.

The objective is to maximize economic profit over the long term, not
ROIC. Consider an extreme example: Most investors would prefer to earn a
20 percent return on $1 million of capital, rather than a 50 percent return on
$1,000 of capital, even though the rate of return on the smaller capital is
higher. Fred was convinced. He set out to maximize economic profit.

A few weeks later, Fred came back perplexed. His sister Sally, who
owned Sally’s Stores, had just told him about her aggressive expansion
plans. As Exhibit 3.2 shows, Sally’s operating profit was projected to grow
much faster than Fred’s. Fred did not like the idea of his sister bettering him.

Wait a minute, we said. How is Sally getting all that growth? What
about her economic profit? Fred went back to check and came back with Ex-
hibit 3.3. Indeed, Sally was achieving her growth by investing lots of capital,
not through increased efficiency. Her company’s ROIC was declining sig-
nificantly, leading to a decrease in economic profit despite the growth in op-
erating profit. Fred was relieved and went off to explain it all to Sally.

Growing Fred’s Business

For many years, Fred was happy with the economic profit framework.
Then one day he reappeared. He wanted to develop a new business called
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Exhibit 3.2 Fred and Sally: Projected Operating Profit
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Exhibit 3.3 Fred and Sally: Projected Economic Profit
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Fred’s Superhardware. But when he looked at the projected results (he
now had a financial analysis department), he found that economic profit
would decline in the next few years if he converted his stores to the new
format because of the new capital investment required (see Exhibit 3.4 on
p. 50). After four years, economic profit would be greater, but he did not
know how to trade off the short-term decline in economic profit against the
long-term improvement.

We said, yes, Fred, you are right. You need some more sophisticated
financial tools. At first, we were trying to keep it simple. But now Fred
was faced with a decision where the straightforward rule of increasing or
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Exhibit 3.4 Fred’s New Concept
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maximizing economic profit would not offer a clear answer. He needed to
aggregate multiple years into a single number to compare the different
strategies. One method is to use discounted cash flow (DCF), also known as
present value.

Fred said that he knew about DCF. You forecast the future cash flow of
a company and discount it to the present at the same opportunity cost of
capital discussed earlier. We helped Fred apply DCF to his new store con-
cept. We discounted the projected cash flows at 10 percent. The DCF value
of his company without the new concept was $53 million. With the new con-
cept, the DCF value increased to $62 million. He was excited that he could
pursue the new concept.

But, said Fred, what is confusing to me is when do I use economic profit
and when do I use DCF? And why are they not the same?

Good question, we said. In fact, they are the same. Let’s discount the fu-
ture economic profit at the same cost of capital. If we add the discounted
economic profit to the amount of capital you have invested today, you get
exactly the same result as the DCF approach, to the penny (see Exhibit 3.5).

Fred Goes Public

Using DCF, Fred had a way of making important long-term strategic deci-
sions. His Superhardware concept was successful and he came to us again
with great ambitions. I need to build more stores, he said, so I need more
capital. Besides, I want to provide an opportunity for some of my employees
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$ thousand

Exhibit 3.5 Equivalence of DCF and Economic Profit Valuation1

 1Developed in detail in Chapter 5.

22,220

39,691 61,911

Current
invested
capital

Total
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1,086808
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Projected economic profit

Economic profit valuation

Discounted cash flow valuation

Projected cash flow
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to become owners. So I have decided to take my company public. What is
going to happen?

Well, we said, now you need to learn the distinction between financial
markets and real markets and how they relate to each other. We need to
show you that good performance in one market does not necessarily trans-
late to good performance in another.

Until now, we have been talking about the real market: How much profit
and cash flow are you earning relative to the investments you have to make?
Are you maximizing your economic profit and cash flow? In the real mar-
ket, your decision rule is simple: Choose strategies or make operational de-
cisions that maximize the present value of future cash flow or future
economic profit.

When a company enters the financial (or capital) market, the real mar-
ket decision rules are essentially unchanged, but life becomes more com-
plicated because management must simultaneously deal with outside
investors and analysts.

When a company goes public, it sells shares to a wide range of in-
vestors who can trade those shares in an organized market. The trading
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activity between investors and speculators sets a market price for those
shares. Each investor determines a value for the shares and trades based
on whether the current price is above or below that estimate of the intrin-
sic value.

This intrinsic value is based on the company’s ability to generate cash
flow in the future. This means, essentially, that investors are paying for the
performance that they expect the company to achieve in the future, not
what the company has done in the past and certainly not the cost of the as-
sets in the company.

Fred then asked, “How much will we get when we sell our shares?”
Assume that the market’s overall assessment of your company’s future
performance is similar to how you think your company will do. So the
first step is to forecast your company’s performance and discount the fu-
ture expected cash flows. Based on this analysis, the intrinsic value is $20
per share.

That is interesting, Fred said, because the amount of capital I have in-
vested is only $7 per share. We responded, that means the market should be
willing to pay you a premium of $13 over the invested capital for the future
economic profit that you will earn. But if they pay me this premium up
front, he asked, how will the investors make any money?

They may not, we said. Let us start by examining what happens if your
company performs exactly as originally expected. The value of the com-
pany in five years will be $32 per share, if you perform exactly as antici-
pated, expectations beyond five years do not change, and investors
continue to expect a 10 percent return from alternative investments. As-
sume that you have not paid any dividends. So an investor who bought
stock for $20 per share today could sell the share for $32 in five years. The
annualized return would be 10 percent, exactly the same as the discount
rate we used to discount your future performance. The interesting thing is
that as long as you perform as expected, the return for your shareholders
will be equal to their opportunity cost (assuming the opportunity cost
does not change).

If, on the other hand, you did better than expected, your shareholders
would earn more than 10 percent. If you did worse than expected, your
shareholders would earn less than 10 percent.

Consider the following analogy. Investing in the stock market is like
betting on a sports team, but with a point spread (a point spread is the ex-
pected difference in points at the end of the game). When a spread exists,
you cannot just pick the team you expect to win. You have to beat the spread
(if you pick the favorite team, the favorite has to win by more points than
the spread for the bet to pay off). Thus, picking a good team is not enough.
The team has to beat expectations!

So, Fred said, the return that my investors earn is driven not by the per-
formance of my company but by the performance relative to expectations.
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Exactly, we said. Does that mean, asked Fred, that I have to manage my
company’s performance in the real markets and the financial markets at the
same time? Yes, we said. If you create lots of value in the real market (by
earning more than your cost of capital and growing fast) but do not do as
well as investors expect, they will be disappointed. Your task as manager is
to maximize the intrinsic value of the company and to properly manage the
expectations of the financial market.

Managing the market’s expectations is tricky. You do not want its ex-
pectations to be too high or too low. We have seen companies convince in-
vestors that they will deliver great performance and then not deliver on
those promises. Not only will the share price drop when the market real-
izes that the company cannot deliver, but it may take years for the com-
pany to regain credibility. On the other hand, if the market’s expectations
are too low and your share price is low relative to the opportunities the
company faces, you may be subject to a hostile takeover.

Okay, said Fred, I am ready to go public. Fred initiated an initial public
offering (IPO) and raised the capital he needed for the company.

Fred Expands into Related Formats

Fred’s Hardware grew quickly and regularly beat expectations, so his share
price was a top performer in the market. Fred was confident that his man-
agement team could achieve high growth in the Superhardware stores so he
decided to try some new concepts: Fred’s Furniture and Fred’s Garden Sup-
plies. But he was concerned about how to manage the business as it became
increasingly complex. He had always had a good feel for the business, but as
it grew and he had to delegate decisions he was not sure that things would
be managed well.

He told us that his financial people had put in place a planning and con-
trol system to closely monitor the economic profit of every store and each
division overall. Economic profit targets were set annually for the next
three years, progress monitored monthly, and managers’ compensation tied
to economic profit against these targets. Yet he was not certain that the com-
pany was on track for the long-term performance that he and the market
were expecting.

You need a planning and control system that tells you about the
“health” of the company, the ability of the company to continue grow-
ing and creating value, we told Fred. You need a system that incorporates
forward-looking metrics, not just backward-looking ones. Tell me more,
said Fred.

As Fred had pointed out, the problem with financial metrics is that they
cannot tell you how your managers are doing at building the business for
the future. For example, in the short term, managers could improve their
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short-term financial results by cutting back on customer service (the num-
ber of employees available in the store at any time to help customers, or
employee training), or deferring maintenance or spending on brand-building.
You must also incorporate metrics related to customer satisfaction or brand
awareness that can give you an idea about the future, not just the current
performance.

Finally, Fred was satisfied. He came back from time to time to see us,
but only for social visits.

Summarizing Fred’s Lessons

Although Fred’s story is simple, it highlights the core ideas about creating
and measuring value. Here are five important lessons Fred learned:

1. In the real market, you create value by earning a return on your in-
vested capital greater than the opportunity cost of capital.

2. The more you can invest at returns above the cost of capital, the more
value you create (growth creates more value as long as the return on
capital exceeds the cost of capital).

3. You should select strategies that maximize the present value of ex-
pected cash flows or economic profit (you get the same answer re-
gardless of which you choose).

4. The value of a company’s shares in the stock market is based on the
market’s expectations of future performance (which can deviate
from intrinsic value if the market is less than fully informed about
the company’s true prospects).

5. After an initial price is set, the returns that shareholders earn de-
pend more on the changes in expectations about the company’s fu-
ture performance than the actual performance of the company. For
example, if a company is expected to earn 25 percent on its invest-
ments, but only earns 20 percent, its stock price will drop, even
though the company is earning more than its cost of capital.

FORMALIZING THE VALUE CREATION STORY

Fred’s story explained the basic principles of value creation. The remainder
of this chapter develops the discounted cash flow approach to valuation
more formally.
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The Intuition behind DCF

To demonstrate the power of discounted cash flow, we start with a simple
example. The following table shows the projected earnings for two com-
panies, Value, Inc. and Volume, Inc.:

Based on this information, would you pay more for Value, Inc. or Vol-
ume, Inc.? Since the future earnings of both companies are identical, you
might think that they are worth the same. But earnings can be misleading.
It is necessary to examine how each company generated its growth. Follow-
ing is the projected cash flow for the two companies:

Now, which company would you pay more for? Most people would pay
more for Value, Inc. because it generates higher cash flows. Value, Inc.’s
cash flows are higher than Volume, Inc.’s despite identical profits because it
invests less than Volume, Inc. to achieve the same profit growth. Value, Inc.
invests 25 percent of its profits, whereas Volume, Inc. must invest 50 percent
of its profits to generate the same profit growth.

If we assume that both companies have identical risk, we can discount
their cash flows at the same discount rate, say 10 percent. If both companies
continue to grow cash flow at 5 percent, we can use the growing free cash
flow perpetuity formula to value each company.

Year

Earnings 1 2 3 4 5

Value, Inc. $100.0 105.0 110.3 115.8 121.6
Volume, Inc. $100.0 105.0 110.3 115.8 121.6

Year

Value, Inc. 1 2 3 4 5

Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 25.0 26.2 27.6 29.0 30.4

Cash flow $175.0 $178.8 $182.7 $186.8 $191.2

Year

Volume, Inc. 1 2 3 4 5

Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 50.0 52.5 55.1 57.9 60.8

Cash flow $150.0 $152.5 $155.1 $157.9 $160.8
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The formula assumes that a company’s cash flow will grow at a constant
rate forever.

Using the formula, we compute the value of Value, Inc. to be $1,500 and
Volume, Inc. to be $1,000.

We can also calculate an implied earnings multiple for the two com-
panies by dividing their value by their current earnings. Value, Inc. has an
earnings multiple of 15 and Volume, Inc. of 10. So despite having identical
earnings and earnings growth rates, they have different earnings multiples.
This example illustrates the essential problem with relative value methods
such as earnings multiples. Using an earnings multiple approach, you might
estimate Volume, Inc.’s value by multiplying Value, Inc.’s multiple and Vol-
ume’s earnings, particularly if you did not have a forecast of its cash flows.
That would clearly overstate Volume’s value. Relative value methods do not
value directly what matters to investors. Investors cannot buy a house or
car with earnings. Only the cash flow generated by the business can be
used for consumption or additional investment.

The DCF model accounts for the difference in value by factoring in the
capital spending and other cash flows required to generate earnings. DCF
has long been used by companies to evaluate capital spending proposals.
We can also use DCF to value the entire business, which is effectively just a
collection of individual projects.

Drivers of Cash Flow and Value

Technically, once you have estimated and discounted cash flow, you have
completed the valuation. However, projected cash flows will not necessarily
lead to insights about the performance or the competitive position of the
company. Examining only cash flows, you would not be able to answer ques-
tions such as these: How does the projection compare with past perfor-
mance? How does the projection compare with other companies? What
are the important factors that could increase or decrease the value of the
company?

In addition, short-term cash flows are not good performance measures.
A one-year measure of cash flow is meaningless and easy to manipulate. A
company can delay capital spending or cut back on advertising or research
to improve short-term cash flow. On the other hand, large negative cash
flow is not a bad thing if the company is investing to generate even larger
cash flows down the road.

Value
Cash Flow

Cost of Capital
1=
−

=t

g
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As an example, here is the historical and projected cash flow for
Heineken, the Dutch brewer:

There is not much interesting to say about this series of numbers.
What really matters are the drivers of cash flow. There are two key dri-

vers of cash flow and ultimately value: the rate at which the company can
grow its revenues and profits, and its return on invested capital (relative to
the cost of capital). A company that earns higher profits per dollar invested
will be worth more than a company that cannot generate the same level of
returns. Similarly, a faster growing company will be worth more than a
slower growing company if they both earn the same return on invested cap-
ital (and this return is high enough to satisfy investors).

The following chart shows Heineken’s performance from the perspec-
tive of growth and return on invested capital:

Comparing this information with what we know about other busi-
nesses, we can better assess how Heineken is performing. We can measure
the company’s growth relative to the industry. We can evaluate whether its
ROIC is improving or deteriorating and how it compares with other
branded consumer-products companies. In Heineken’s case, growth is ex-
pected to slow from 10.7 percent per year during the 1999 to 2003 period to
7.2 percent for the next five years. ROIC is projected to drop significantly
from around 14 percent historically to less than 9 percent, due to acquisi-
tions and negative currency effects.

To demonstrate the link between ROIC, growth, and free cash flow, we
next build a simple valuation model. To do this, we return to the example of

Historical Free Cash Flow Projected Free Cash Flow
(Euro Millions) (Euro Millions)

1999 197 2004 (107)
2000 (495) 2005 181
2001 42 2006 320
2002 (685) 2007 477
2003 (1,124) 2008 648

1999–2003 Actual 2004–2008 Projected
(Percent) (Percent)

Revenue growth 10.7 7.2
EBITA growth 11.9 5.2
ROIC (after goodwill) 13.9 8.9
Cost of capital 8.2 7.5
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Value, Inc. and model how its cash flows develop year by year. In year 1,
Value, Inc.’s earnings equal $100 and net investment equals $25, so cash
flow equals $75.

Value, Inc. invested $25 to grow its profits. Assume that Value, Inc. earns
a 20 percent return on its new investment going forward. Year 2’s earnings
would equal year 1’s earnings ($100) plus 20 percent of year 1’s investment
or $5 ($25 × 20 percent) for a total of $105. (We have also assumed that the
earnings on the base level of capital in place at the beginning of year 1 do
not change.) Suppose the company reinvests the same percentage of its op-
erating profits each year and earns the same return on new capital. Value,
Inc.’s cash flow would look as we presented it previously:

Each year Value, Inc.’s earnings and cash flow grow at 5 percent and
each year the company reinvests 25 percent of its profits at a return of 20
percent in order to achieve its growth. We can say that in this simple world,
a company’s growth rate is the product of its return on new capital and its
investment rate (net investment divided by operating profits):

Growth Rate = Return on New Invested Capital × Investment Rate

For Value, Inc.,

Growth rate = 20% × 25%
= 5%

Now look at Volume, Inc.’s cash flows. Volume, Inc. also earns $100 in
year 1. However, Volume, Inc. earns only a 10 percent return on its capital.
For Volume, Inc. to increase its profits in year 2 by $5, it must invest $50 in
the first year. Volume, Inc.’s cash flows are as follows:

Value, Inc. Year 1

Earnings $100.0
Net investment 25.0

Free cash flow $ 75.0

Year

Value, Inc. 1 2 3 4 5

Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 25.0 26.2 27.6 29.0 30.4

Cash flow $175.0 $178.8 $182.7 $186.8 $191.2
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A greater return on invested capital results in more cash flow, given the
same growth rate in operating profits. As noted, Value, Inc. is worth more
than Volume, Inc. despite identical earnings and growth rates.

Now look at how growth drives cash flow and value. Suppose Value,
Inc. wants to increase its growth rate (and it can invest more capital at the
same return). If Value, Inc. wants to grow at 8 percent instead of 5 percent,
it must now invest 40 percent of its earnings each year, as shown next
(we can use the formula developed earlier to calculate the required invest-
ment rate):

Note that Value, Inc.’s cash flow is lower each year than it had been in
the previous example. At this new higher growth rate, Value, Inc.’s cash
flow is lower than the first scenario until year 9, but from then on the cash
flow becomes much larger (as shown on Exhibit 3.6 on p. 60). Which sce-
nario results in a higher value? It turns out that as long as the return on new
invested capital is greater than the cost of capital used to discount the cash
flow, higher growth will generate greater value. In these two scenarios, if
we assume that the growth and return patterns continue forever and that
Value, Inc.’s cost of capital is 10 percent, then the present value of the 5 per-
cent growth scenario is $1,500 and the present value of the 8 percent growth
scenario is $3,000.

So it is worthwhile for investors to accept lower cash flow in the earlier
years if they are more than made up for in the later years. This also demon-
strates why cash flow in isolation is not a good performance measure. Value,
Inc.’s cash flows are lower at 8 percent growth for a number of years, de-
spite the higher value.

Exhibit 3.7 on page 60 shows a matrix of values for a hypothetical com-
pany over a range of projected growth rates and returns on invested capital.

Year

Volume, Inc. 1 2 3 4 5

Earnings $100.0 $105.0 $110.3 $115.8 $121.6
Net investment 50.0 52.5 55.1 57.9 60.8

Cash flow $150.0 $152.5 $155.1 $157.9 $160.8

Year

Value, Inc. 1 2 3 4 5

Earnings $100.0 $108.0 $116.6 $126.0 $136.0
Net investment 40.0 43.2 46.6 50.4 54.4

Cash flow $160.0 $164.8 $170.0 $175.6 $181.6

mcki_c03.qxd  5/24/05  4:53 PM  Page 59



60 FUNDAMENTAL PRINCIPLES OF VALUE CREATION

Exhibit 3.7 How ROIC and Growth Drive Value1

1Assumes starting NOPLAT = 100, WACC = 10 percent, and a 25-year horizon after which ROIC = WACC.

$ million

 

Earnings growth  3

rate (percent) 6

 9

ROIC (percent)

7.5     

887     

708     

410     

10.0

1,000

1,000

1,000

12.5

1,058

1,117

1,354

15.0

1,113

1,295

1,591

20.0

1,170

1,442

1,886

Value neutral Value creationValue destruction

The exhibit assumes a 10 percent cost of capital. A given value can result
from different combinations of growth and return. Since companies cannot
always have more of both, a table like this helps managers set targets for
long-term performance improvement. A company with an already high
ROIC creates more value by increasing growth than by earning ever higher
ROIC. Conversely, companies with low ROIC create more value by increas-
ing ROIC. Exhibit 3.7 also demonstrates what happens when the return on
new invested capital does not exceed the cost of capital. If the return exactly
equals the WACC (weighted average cost of capital), then additional growth
neither creates nor destroys value. This makes sense as investors will not
pay a premium for additional growth if they can earn the same returns else-
where. If the return on new invested capital is less than WACC, then addi-
tional growth actually destroys value. Investors would earn better returns
by investing their capital elsewhere.

Exhibit 3.6 Value, Inc.: Cash Flow at Different Growth Rates

Earnings

Net investment

Cash flow
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Cash flow
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8 percent growth rate
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The Zen of Corporate Finance

Now that we have shown that ROIC and growth drive cash flow and
value, we can go a step further and develop a simple formula that captures
the essence of valuation. To be consistent, we first introduce some termi-
nology that we will use throughout the book. The terms are defined in de-
tail in Part Two.

• NOPLAT (Net Operating Profits Less Adjusted Taxes) represents the
profits generated from the company’s core operations after subtract-
ing the income taxes related to the core operations.

• Invested Capital represents the cumulative amount the business has
invested in its core operations—primarily property, plant, and equip-
ment and working capital.

• Net Investment is the increase in invested capital from one year
to the next.

Net Investment = Invested Capitalt+1 − Invested Capitalt

• FCF (Free Cash Flow) is the cash flow generated by the core opera-
tions of the business after deducting investments in new capital.

FCF = NOPLAT − Net Investment

• ROIC (Return on Invested Capital) is the return the company earns
on each dollar invested in the business. (ROIC can be defined in two
ways, as the return on all capital or as the return on new or incre-
mental capital. For now, we assume that both returns are the same.)

• IR (Investment Rate) is the portion of NOPLAT invested back into
the business.

• WACC (Weighted Average Cost of Capital) is the rate of return that
investors expect to earn from investing in the company and therefore
the appropriate discount rate for the free cash flow. WACC is defined
in detail in Chapter 10.

• g (Growth) is the rate at which the company’s NOPLAT and cash
flow grows each year.

IR
Net Investment

NOPLAT
=

ROIC
NOPLAT

Invested Capital
=
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