


Profits After Tax (NPAT), or Earnings Before 
Interest, Taxes, Depreciation and Amortization 
(EBITDA). Very critically, there is evidence that 
the Lead Steer Investors who dominate the 
price-setting mechanism on share markets do 
not focus blindly on the accounting framework; 
rather, they make important adjustments to 
accounting results converting accounting 
measures into economic reality.  

Furthermore, the failure to make this adjustment 
leads management to undertake investments 
where the expected rate of return will often 
be less than the required rate of return for risk 
taking, also known as the weighted average cost 
of debt and equity capital.  In fact, if NPAT is the 
principle objective, all management must do to 
increase NPAT is to earn returns on capital that 
are greater than the after-tax borrowing rate.  
Even worse, setting EBITDA as the objective 
only requires returns on capital to be greater 
than zero.  However, using NPAT or EBITDA will 
encourage management and boards of directors 
to uncap reasonable levels of debt-to-equity on 
the balance sheet, because with thin margins 
above the borrowing rate, management can only 
achieve significant growth in NPAT or EBITDA 
if the ratio of debt-to-equity is astronomical.  
This is precisely the cause of the meltdown 
in housing, subprime mortgages and even in 
securitized collateralized mortgage obligations.  
Lenders aggressively made mortgage loans with 
no equity deposit required by the borrower.  

In my 40-year career I never witnessed such 
irresponsibility.  Of course, this was largely 
caused by the House Banking & Currency 
Committee and the Senate Finance Committee 
in the American Congress encouraging both 
Fannie Mae and Freddie Mac to relax borrowing 
standards so that people who otherwise would 
not qualify became prime borrowers, a truly 
preposterous situation.  Push markets to their 
limits and beyond and the result is not market 
failure, but rather market meltdown.  The 
players in that game paid dearly as did their 
shareholders.  

Furthermore, the claims made by journalists and 
economists outside the United States that the 
Americans exported these preposterous ideas 

to the rest of the world is disingenuous to say 
the least.  The lending frenzy in America was 
simply contagious.  Banks that were considered 
the very best in the world, such as Royal Bank of 
Scotland, now are basket cases because of the 
excesses.  Nobody forced them to do it.  

I will point out that had the board of directors 
used a different measure of performance, 
allocated capital on the basis of this measure, 
educated management and all employees 
about the hows and whys of this approach, and 
then reinforced behavior with incentives from 
top to bottom based on improvements in this 
measure, it is my contention that at long last 
shareholders would have been treated fairly, 
management would have earned appropriate 
variable compensation and outside criticism 
of managements and boards would be largely 
nonexistent.   

Basic Research
At the outset, I should point to several findings 
about the functioning of markets. Serious 
researchers over the past 50 years have been 
able to demonstrate that about 50% of  changes 
in share price is tied to factors that are totally 
exogenous to the firm, such as unexpected 
changes in the level of interest rates, 
inflationary expectations, GDP growth, and 
foreign exchange rates, and even in particular 
politicians controlling government policy, 
either adding to or subtracting from government 
regulation.  

Another 25% of share price change is tied to 
industry specific factors such as the oil price for 
energy and petrochemicals firms, or regulation 
of new drug approvals in the pharmaceutical 
industry.  Only about 25%, the remainder, 
is tied to the discretionary performance 
of management.  Thus, over the short or 
intermediate term management rewards tied to 
changes in share price are crude at best and 
almost always lack focus.  Share prices are 
simply much more variable than firms’ current 
and near term prospects.  

Second, market-based incentives (MBI), which 
include shares and share options, work poorly 
to motivate because today’s share price is the 

Growth rate in profits = ROTC   x

It is clear that firms can achieve enormous profit 
growth even while earning very low returns on 
capital as long as they pour gigantic amounts 
into new investment.  Just stating the goals in 
terms of a growth rate in profit can be expected 
to encourage management to focus on pouring 
capital into new investment.  It is a natural 
outcome.  It is easier to generate growth in profit 
by investing in many low returning projects 
rather than working hard to earn high rates of 
return on less capital investment.  In contrast, 
with EVA management must earn returns above 
the cost of debt and equity capital.  The logical 
conclusion is that the board should set strategic 
goals expressed in terms of an annual absolute 
amount of improvement in EVA.  

However, even measuring EVA (M1), allocating 
capital on the basis of EVA (M2) and educating 
the employees (M3) still is insufficient.  
You cannot hope to maximize value with 
knowledge alone. The final step must address 
the alignment of interests between the human 
capital in the firm and the shareholders.  The 
board must have a procedure by which it can 
monitor and discipline management in order to 
deliver sustainable value.  As the former Vice 
Chairman and Chief Credit Officer of the Bank 
of America, Michael Murray, pointed out in 
his annual report, “Tell me what the incentive 
contract is for management, and I will tell you 
the firm’s borrowing capacity.”  Mr. Murray often 
encouraged firms to use an EVA Management 
System, including for incentives, and he said 
that such a program would cause him to raise 
the upper limit ratio of debt-to-equity for his 
clients.  

Variable Compensation
M4, motivation, is not a difficult process.  It 
simply recognizes that the most motivated 
people in any firm is the sales force if they are 
paid on a commission basis, that is a percentage 
of the sales they generate.  The same principle 
holds for value maximization.  The goal is to 
provide employees with a percentage of the 

improvement in EVA.  However, to make sure 
people do not focus only on short-term results, 
it is essential that a bonus banking system 
be used where only a portion of the current 
year’s declaration is paid out currently.  The 
remainder is held at risk, subject to loss, if the 
improvements that led to the declaration are 
not sustained in future years.  Employees do not 
need a share certificate and legal title to behave 
like owners.  They only need real money at risk 
that they can lose.  The effect on morale can 
be considerable.  Outstanding employees are 
those who want to be measured and want to 
be remunerated on the basis of that measure.  
It is no accident that firms like Goldman Sachs 
are easily differentiated from their competitors 
because they maintain a partner-like mentality 
almost identical to our EVA framework.  

There are even ways to tie employees closely 
together under this program.  After all, EVA 
incentives are based on local performance, not 
on the consolidated performance of the firm. 
Only members of the executive committee have 
their rewards based on the consolidated results 
of the firm.  As one cascades down through the 
organization individual units provide rewards 
to their employees based on unit performance.  
Teams maximize performance because their 
efforts are localized and thus they can impact 
the outcome.  Our experience has been that 
only about 60% or 70% of the declaration 
should be based on individual units, with the 
remainder based on other units at the same level 
of the organization.  This encourages the rapid 
transfer of new ideas throughout the firm, and 
also captures the value between the units.  It 
even provides a form of internal diversification 
when particular units that are performing poorly 
are partially subsidized by the performance 
of others.  Also, it encourages people in the 
organization to take an active interest in how 
the entire organization is performing.  The peer 
pressure is a delightful outcome.  

M5, market communication, is an obvious and 
critical function.  Senior management should 
communicate to lenders, to shareholders and to 
the community at large, in terms of its goals to 
maximize EVA improvement on a sustainable 
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not rise as economic activity falls.  Instead 
variable pay would become the firm’s and 
the economy’s shock absorber.  That is, only 
on rare occasions would employees be 
made redundant, where a particular activity 
is reduced or closed down.  This approach 
also saves the cost of training new hires 
when the economy recovers.

3. Although MBIs possess the virtue of 
objectivity--management has no opportunity 
to manipulate the outcome--share prices 
contain too much noise to reward 
management and employees       for their 
discretionary performance.
Noise is almost eliminated if the holder 
of the shares or share options is willing to 
not exercise for at least 10-12 years.  Then 
noise is offset by counter-noise ultimately 
revealing discretionary performance.  But, 
which CEO and other employees would be 
willing to hold his/her pay-for-performance 
shares for a minimum of 10-12 years?  A 
better alternative will be presented shortly.

The 6 Ms of Corporate Governance
M1: Measuring Performance
Almost all boards of directors and senior 
management focus on a firm’s bottom-line profit, 
which is NPAT.  They believe NPAT is the principle 
driver of share price.  So did I until I asked the 
question, “Where have all the intangible assets 
gone?”  Intangible assets are investments in 
training and developing human capital, building 
long-term brand value and funding research and 
development.  All one must do to appreciate 
how poor NPAT is as a performance measure is 
to examine the ratio of market value to NAV over 
the past 30 years.  This ratio has increased from a 
range of 1.5 to 3 thirty years ago to a range of 7 
to 10 in recent years.  What this tells us of course 
is that the Lead Steer Investors see through the 
failure to record intangible assets on the balance 
sheet.  The Lead Steers rearrange the accounting to 
reflect economic reality.  Essentially they put the 
intangible assets written off back on the balance 
sheet where they belong and they are written off 
gradually over their expected economic life.  The 
result is that economic profits that remain on the 

profit and loss statement are considerably higher 
than profits recorded by accountants.  

These issues are especially important for firms 
in consumer products and high technology 
such as Coca-Cola, IBM, Johnson & Johnson, 
GlaxoSmithKline and for firms in financial 
services such as Credit Suisse who make huge 
investments in training and developing their 
people.  

Clearly, writing such investments off in the year 
they are incurred not only makes no economic 
sense because the accounting convention 
assumes no value is left when the current year 
ends, but also it encourages management to 
manipulate earnings where possible, especially 
if management’s cash bonuses are tied to the 
accounting bottom-line.  By placing these 
investments on the balance sheet where 
they belong, no manipulation is possible.  
Furthermore, by recording these investments on 
the balance sheet, the board of directors will 
be able to hold management accountable in 
future years for earning a required return on the 
investment.  

There are many other problems associated 
with the accounting framework.  Consider 
depreciation of plant and equipment.  Under 
accounting principles depreciation is written 
off in an accelerated fashion, so that the 
accounting life on the balance sheet is typically 
not longer than 7 or 8 years, when in the real 
world the economic life is 18 to 20 years.  In 
fact, the economic value remains strong for 
many, many years and only deteriorates in the 
outer years.  The appropriate treatment from an 
economic standpoint is a sinking fund write off, 
similar to the retirement of a mortgage bond on 
a house, where the principal remains large for 
a long period of time and then is paid down 
quickly in the outer years.  The fast write off 
from the accounting standpoint can convince 
management and boards of directors that return 
on capital employed and return on equity is 
much higher than it really is simply because 
the assets and net worth are being significantly 
understated by the rapid write offs.  
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To make accounting information economically 
meaningful a firm need only make five or 
six adjustments to its accounting system to 
reflect true economic reality.  Although other 
adjustments are also possible, they are usually 
insignificant in their impact on company 
performance and so normally I recommend 
they be considered but disregarded.  

More recently boards have had to deal with 
restructuring costs, essentially adjustments to 
assets under management that are no longer 
economically viable.  This usually involves a 
cash investment to make restructuring work.  
Accountants write this off on the profit and loss 
statement immediately, when the appropriate 
treatment is to place such investments on the 
balance sheet so management can be held 
accountable in future years for earning a return 
on this expenditure.  We must keep in mind 
the principle “Out of sight, out of mind.” Or, 
“What gets measured is what gets managed.”

The practical implications of all of the 
aforementioned rests on statistical analysis 
that identifies the degree to which individual 
measures of performance are associated with 
changes in shareholder value.  For example, 
changes in dividend payout scores only 2% in 
its significance with changes in share price, 
unless dividend payouts deviate considerably 
from past practices.  Thus, omitting dividends 
implies poor company prospects and usually 
results in a collapse in the share price.  Changes 
in earnings per share is better but not a lot 
better; where dividends score 2%, earnings 
per share growth scores about 10%, cash 
flow and EBITDA are only a little bit better, at 
between 12-15%.  One of the reasons why all 
of these measures score so poorly is because 
they omit the balance sheet which is critical 
in the minds of the Lead Steers.  Thus, the rate 
of return on total capital and rate of return 
on equity score in the range of 25-35%, but 
they do not come close to changes in EVA.  
The EVA numbers typically score between 55-
65%, which is almost as high as possible given 
the aforementioned noise in share prices.

Residual Income
Another way of looking at the issue of 
performance measurement is to think about 
it in terms of what economists call, Residual 
Income (RI).  RI is the trading profit, or Net 
Operating Profit After Tax (NOPAT) minus a 
charge for capital.  The accountants’ version 
of RI is NPAT, but the charge for capital is 
limited to the interest cost on debt and any 
dividends paid on preferred shares.  Thus, to 
increase NPAT management must simply earn 
returns on total capital (ROTC) that exceed the 
after-tax borrowing rate or dividend yield on 
preferred shares.  The cost of equity capital, the 
required return for risk on behalf of common 
or ordinary shareholders, is ignored.  Thus, if 
boards set goals in terms of bottom-line profit 
growth, even if margins above the borrowing 
rate are small, rapid earnings growth still can 
be achieved as long as the firm employs a 
high enough ratio of debt-to-equity.  In fact, 
where margins are really squeezed, we can 
expect boards to be tempted to increase debt-
to-equity ratios to as high as 40 to 1, exactly 
the problem at Bear Stearns and Lehman 
Brothers.  

When EBITDA is studied on a RI basis, we 
discover there is no charge for capital at all.  
EBITDA is simply profits from operations 
before all financing charges as well as before 
depreciation and amortization.  However, if the 
firm’s borrowing rate is high enough, bottom-
line profit could be negative even as EBITDA 
is growing.  Thus, RI approaches reveals just 
how weak bottom-line profit and EBITDA are 
as desirable corporate objectives.  Both will 
encourage management to misbehave.  It is 
almost impossible to avoid it.  

However, EVA as a RI measure is NOPAT minus 
a charge for both debt and equity capital so 
that lender and shareholder interests are not 
forgotten.  Not only that, but under EVA the 
board of directors must specify a long run 
or target ratio of debt-to-equity which is not 
altered.  If it is altered, the board must make a 
specific recommendation to do so.
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EVA1  differs from the popular concept of 
economic profit in one fundamental way.  
When most people refer to economic profit they 
do not include the necessary aforementioned 
adjustments to accounting.  Almost no 
practitioners and fewer professors have thought 
through the need to convert accounting 
statements into economic reality.  Rather they 
simply use net operating profits as calculated 
by accountants and then subtract out the cost 
of debt and equity.  There are no adjustments 
for intangible assets nor for deprecation or 
restructuring costs, nor for numerous other 
issues that need to be considered in arriving at 
a simple yet appropriate corporate measure of 
performance.  

In creating EVA it was my goal to eliminate 
as much potential manipulation as possible.  
Furthermore, the basic valuation model of 
the firm, which has been confirmed in the 
aforementioned statistical analysis, suggests 
that the enterprise value of a firm, its debt and 
equity, is equal to the adjusted NAV plus the 
present value of expected future EVAs.  Since the 
evidence is compelling that the Lead Steers use 
precisely this framework, it makes sense to design 
incentives to increase year-by-year EVA.  In fact, 
based on this framework any increase in EVA 
year-on-year that exceeds investor expectations 
creates value and any decline destroys value, 
so no measure of performance is closer than 
EVA to the goal of making management and all 
employees into value change agents.  

An amusing anecdote: many financial officers, 
planners and chief executives tell Stern Stewart 
consultants that EVA is complicated.  Yet these 
same people assure us that they use discounted 
cash flow as a process and net present value 
(NPV) as a measure in evaluating new 
investment opportunities, and even reviewing 
past decisions.  Strange, we think, because the 
mathematics of NPV and EVA are virtually the 
same.  In fact, when listening to presentations 
on EVA my academic colleagues often say, “So, 
what’s new about EVA?”  

Here are the facts: under NPV a firm’s enterprise 
value (debt plus equity) is equal to the present 
value of the expected future FCF, where FCF 
is the trading profits or NOPAT minus net new 
investment, net of depreciation.  Under EVA, 
the enterprise value is equal to the adjusted 
NAV plus the present value of expected future 
EVAs.  Thus, a firm can be viewed as either the 
present value of future FCFs or what amounts 
to the very same thing as the NPV of expected 
future EVAs, net of today’s adjusted NAV.  

Please note the positive behavior, the right kind 
of management actions, that results when using 
EVA as a measure: 

EVA = TC (ROTC – C)

Thus, EVA can be increased by three different 
actions, first by growing capital (TC), but only if 
ROTC exceeds C, the blended cost of debt and 
equity capital.  Second, by increasing ROTC on 
existing capital and, third, by harvesting losers, 
where ROTC not only is less than C but also 
where there is no prospect for improvement in 
ROTC.  These three actions enhance enterprise 
value and the share price and, thus they are 
perfectly congruent with the board’s corporate 
governance goal to maximize enterprise value.
  
Although EVA is affected by economic activity 
and other exogenous factors, it is not affected to 
the degree that share prices are affected.  This 
is what makes EVA much more desirable as a 
board objective.  Furthermore, from an incentive 
standpoint, paying management and perhaps 
all employees a percentage of the improvement 
in EVA enables the board to make substantial 
variable compensation available even if the 
shares only provide a return to shareholders 
equal to the cost of equity capital.  

Finally, when thinking about the growth in NPAT 
as a corporate objective, we must consider 
the determinants of the growth rate itself.  The 
rate of growth in profits is equal to the ROTC 
multiplied by the amount of new investment (I) 
divided by current profits.  

1. EVA can either be viewed as the trading or operating profits of a firm minus a capital charge for both debt and equity or, in a more 
simplified form, is equal to the amount of capital multiplied by the spread between the rate of return on capital and the cost of capital.
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present value of all future prospects.  This means 
that everything that is expected to happen to a 
firm is already impounded into today’s share 
price.  Therefore, if management delivers 
precisely what is already expected, even profit 
growth of say 35% a year, today’s share price 
only provides gains equal to the cost of equity 
capital, a very poor return for a management 
team delivering such huge returns on net 
asset value (NAV).  Therefore, managements’ 
that receive share options almost always are 
hoping for unexpected gains in value that are 
attributable to the exogenous factors unrelated 
to company performance.  

I remember this well, back in the late 1970s 
while serving on the board of directors of a 
company seeking a new CEO, the Nominating 
Committee of non-executive directors proposed 
to the CEO candidates a salary, a formula for 
cash bonuses and a share option grant.  Since 
the stock market had provided almost no net 
gain on shares for the prior 9 years, I distinctly 
remember candidates telling us, “I would like 
a higher salary, a larger cash bonus and you 
can keep the stock options.”  When the same 
experience occurred at the end of the 1990s 
after shares galloped upwards at an annual rate 
of 23% a year for 6 years, the CEO candidates 
all said, “You can keep the salary, you can 
keep the cash bonus and just give me lots 
more stock options.”  These lessons tell us that 
managements are only responding rationally 
to recent developments in the stock market.  
Unfortunately boards of directors are often only 
too willing to give them what they want, which 
is a mistake.  

Third, MBIs can only work well for a firm at the 
level of CEO and for other members of senior 
management who make global choices and thus 
impact the firm’s consolidated results.  Below 
this very senior level, MBIs tied to company-
wide consolidated performance simply cause 
a free rider problem, which means sit back, 
relax and watch others create value.  Of course, 
in contrast, ownership is good for employees, 
not because of motivation, but rather because 
ownership enhances morale and a feeling 

of collegiality.  The best way to achieve this 
is through the ownership of shares, not stock 
options, because the latter is simply too risky.

The following discussion is how the 6 Ms of 
Value Based Management (VBM) provide a 
better solution to corporate governance than 
any other system currently available.  However, 
all 6 Ms need to be implemented.  Boards 
cannot be selective.  The 6 Ms are measurement, 
managing capital outlays, mindset, motivation, 
market communication and managing strategic 
planning.  As I examine each, I will attempt to 
relate the shortcomings of existing practices 
in both the current and past economic crises.  
Throughout, the ultimate goal is to avoid 
repeating past errors.

As the 6 Ms are presented, it is important to keep 
in mind three key points: 

The goal of corporate governance is to 1.	
allocate capital to the most value enhancing 
investment opportunities.
Boards and management must attempt to 
increase the key driver of value.  Of course, 
the question is, which is the driver?  Is it 
dividends, bottom-line net profit, cash flow, 
EBITDA (cash flow before financing costs), 
Free Cash Flow (FCF), return on capital, 
return on ordinary equity, the rate of growth 
in bottom-line net profit, or is it Economic 
Value Added (EVA), or some other measure 
of economic profit.  

Incentives can reinforce human capital 2.	
behavior thereby aligning management 
and/or all employees with the interests of 
owners.        
The question is how far down the board should 
cascade variable pay-for-performance?  
Should it even include employees right 
down to the shop floor.  Why not rid the 
firm of employees; rather have the workers 
become value-change agents, where fixed 
costs, including wages, are minimized, while 
permitting variable pay to rise and fall with 
economic activity.  The benefit to society as a 
whole is that the unemployment rate would 
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The really big surprise is that these problems 
are repetitive.  When share prices soar, 
management receives unexpected gains from 
share options which they typically exercise out 
of fear the gains will evaporate just as quickly.  
Equally surprising, a large share price erosion 
can convince many about the need to rewrite 
the exercise price on options.  After all, if share 
prices fall well below the exercise price, for all 
practical purposes motivation is lost.  

In my 40-year career, which began in my Chase 
Manhattan days, I realized just how difficult 
corporate governance is for boards of directors.  
In the mid-1960s I was invited to attend loan 
committee meetings, and to my dismay it became 
clear that incentives as well as promotions to 
higher levels of responsibility were both tied to 
loan volume and market share, rather than loan 
repayment.  I watched as credit quality to South 
American clients withered, and real estate loans 
in the United States and smokestack industry 
advances everywhere deteriorated with hardly a 
whimper.   It appeared to me that management 
and boards were waiting to be bailed out by the 
next economic upturn, and time and again that 
is precisely what happened. The result was no 
change in corporate governance practices.  

Then there was the quadrupling of oil prices 
in 1973-74, which was accompanied by an 
involuntary wealth transfer to OPEC, a sharp 
drop in GDP growth and an enormous expansion 
in government regulation, inflation increasing 
unexpectedly to 12%, the prime interest rate 
increasing to 20% and 30-year government 
bonds yielding 15%, all of which cut the price-
to-earnings ratio on shares to only 4 from a level 
of 15 to 18.  
  
In 1981-82 the U.S. experienced its deepest 
recession in 50 years, with unemployment 
reaching 10%, 16% in the industrial heartland.  
Shares had no net gain in almost 9 years, 
executive compensation appeared broken, 
and once again it was due to poor design and 
wrong measures, with critical lessons yet to be 
learned.  However, all of this bad news was 
quickly forgotten with the Reagan Revolution 

that helped propel share prices up almost seven 
times in just 8 years.  Stability in the 1990s under 
President Bill Clinton accompanied by soaring 
shares at 2½ times more than normal led to 
expected criticism of executive compensation.  
Although management had been lucky, CEOs 
were criticized as if the gains had all been 
planned.  This, despite three market crashes, 35% 
in 1987, 40% in 2000-01, and 40% yet again in 
2008.  Each instance has been associated with 
preposterous criticism of corporate governance.  
How much is legitimate?  Have boards abdicated 
their responsibilities?  What is “fair” executive 
compensation?  Is greed the cause of it all?  

My purpose here is to offer a conceptually 
sound approach to corporate governance that 
can be employed in both good and bad times, 
even when shares are in a long-term funk.  
This is long overdue.  Simultaneously, boards 
need to change how they measure managerial 
performance, how they allocate capital and 
how they view incentives, not as bonuses, 
but rather as a participation in the creation of 
discretionary value.  The same approach needs 
to be used to allocate and prioritize capital 
expenditures, especially acquisition candidates, 
so that the board will know when to drop out of 
a bidding contest.  The goal is not sales growth or 
earnings growth, but rather sustainable growth 
in discretionary value.  In addition, corporate 
governance needs to deal with the role and 
responsibility of employees.  The objective 
should be to have no employees at all, but rather 
partners in the creation of value.  Employees at 
all levels of an organization should be able to 
earn variable compensation so that they feel a 
part of the process, building long-term value.  
Until now, employees have been viewed as 
corporate overhead.  No wonder there is an 
adversarial relationship between hourly workers 
and management.  

Major Conclusion
My conclusion is that the fundamental problem 
that has existed for decades is concerned with 
how boards of directors measure management’s 
performance.  Boards focus on the accounting 
framework, especially bottom-line profit, Net 

basis.  It also provides a rational defense against 
the incursion of political forces when in fact 
employees are earning variable compensation 
twice, first when it is declared, and second, 
when it is sustained.  The most difficult aspect of 
monitoring management from the outside is for 
investors to be sure that management wishes to 
maximize value instead of its own self interest.    

Finally, M6, the strategic planning process, 
involves breaking EVA down into its two 
component parts. The first part is a calculation 
of the present value of expected future EVA that 
is based only on current year results.  That is, 
current year results are annuitized by dividing the 
current year’s EVA by the cost of debt and equity 
capital.  What remains is the expected growth 
in EVA, what my firm refers to as the Future 
Growth Value (FGV).  At the very least the board 
of directors should begin with the share price 
as a given, then subtract out the adjusted NAV 
and further subtract out the annuitized amount 
of EVA, which then leaves the present value of 
expected growth in EVA.  This must become 
the corporate objective in strategic planning 
terms.  Management should examine each of the 
components of FGV year-by-year to make sure 
in their minds that what is already impounded 
in the current share price will be delivered in 
real time.  The board of directors can also use 
the share price to obtain these expectations as a 
basis for determining at what point the markets 
are becoming irrational, where their expectations 
cannot possibly be delivered upon.  

One of the most remarkable experiences 
in the past five years has been the frequent 
pronouncements by Warren Buffett when he 
has felt the markets were expecting too much 
from him and he pointed out why it would be 
difficult to deliver.  This kind of information 
is invaluable both to external people and 
to employees at all levels of the firm.  The 
discipline cannot be overstated, especially given 
the sorry performance that has so frequently 
been the experience of shareholders and other 
individuals, financial institutions, universities 
and other nonprofit organizations.  

Nobody is better off having the experience we 
have had in 2008, or in 2000 or 1987, or in 1981-
82 or during the 1970s.  Attacking management 
for excessive compensation makes no sense 
when one considers that almost all of it has 
been the result of unexpected excessive gains 
in share prices.  Recall that as much as 75% of 
share price changes are the result of factors over 
which management has almost no influence.  
Failing to recognize this can overwhelm us 
and even convince some of us that corporate 
governance has broken down. No doubt it has 
in some instances, but the best way to keep 
governance from breaking down is by using a 
simple, readily available, focused management 
system such as EVA.  It results in better choices, 
easier monitoring and, most important of all, an 
almost perfect congruence between the interests 
of management (and even all other employees) 
and those of the shareholders.

29



A Message from our Chairman 

Joel M. Stern
On Corporate Governance

T
urning points in the economy often reveal poor corporate governance design, not just now, 

but in almost every episode over the past five decades.  Near the top of economic expansions 

when share prices often soar at rates two to four times faster than expected and on the way down 

during economic contractions when share prices often collapse, improbable shortcomings in 

corporate governance are revealed and, perhaps even more important, a fundamental misunderstanding 

of how markets really function becomes clear.  As expected, journalists, politicians and even the new 

United States President assure us that we are witnessing market failure almost everywhere, when in fact 

markets are revealing important information, even providing excellent guidance to boards of directors 

and senior management about the need to cleanse governance practices and procedures and even 

specific ways to do so.  
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