


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 | 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, | 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



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 | 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.



EVA' 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 thisframework, 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 - Q)

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 (1)
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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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 hadin 2008, orin20000r 1987, orin 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.
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