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Preface

Most executives have figured out how to create value for shareholders. Through experience, observation, and intuition, they've developed a wealth of personal wisdom that, with some luck, typically takes them in the right direction.

But let's face it: that wisdom doesn't always prevail. Indeed, the run-up to the financial crisis of 2008 is but one example of how easily finance myths, fads, and misconceptions overwhelm wisdom, even in the most sophisticated organizations.

Executives don't have it easy. It's tough to hold steady when shareholders expect absurdly high returns during periods of relative alignment between companies' share prices and underlying economic value. It's even tougher to stick with fundamentals as peers' profits skyrocket in seemingly irrational ways, as they did in 2008, or when share prices reach unprecedented and unsustainable levels, as they did during the Internet-bubble era.

During such periods, seductive new economic theories emerge. These theories catch the attention of journalists, traders, boards, investors, and executives—even though they're blatantly at odds with the tenets of finance that have held true for more than 100 years.

These episodes of wishful thinking have only reinforced the immutable principles of value creation. These four principles, which we call the cornerstones of corporate finance, start with the axiom that companies exist to meet customer needs in a way that translates into reliable returns to investors. Together, the cornerstones form a foundation upon which executives can ground decisions about strategy, mergers and acquisitions, budgets, financial policy, technology, and performance measurement—even as markets, economies, and industries change around them.

For executives with functional, business, or corporate responsibilities, ignoring the cornerstones can lead to decisions that erode value or lead to outright corporate disaster. Let's take two examples.

First, leverage: As the market heated up in 2007 and 2008, many savvy financial services executives thought leverage could be used to create (as opposed to merely redistribute) value. That misconception clashes with the cornerstones. Leverage is a quick way to manufacture accounting profits, but it doesn't add real value to the company or the economy, because it merely rearranges claims on cash flow and increases risk.

Second, volatility: Some say companies are better valued when they deliver steady, predictable earnings growth. That, too, is an assumption that doesn't emerge from the cornerstones. The truth is that the most sophisticated investors—the ones who should matter most to executives—expect some earnings volatility, if only as recognition of changing economic dynamics beyond any one company's control. Related is a belief that earnings per share guidance, and the significant executive time consumed by managing guidance, is valued by investors even though empirical evidence clearly shows otherwise.

Compounding the misconceptions are apparent disconnects in how financial performance reflects economic theory and empirical data. These disconnects can cloud top-management judgments about business strategies and investment cases. Basic economics suggest, for example, that above-cost-of-capital returns will be competed away. Data show, though, that some companies earn consistently superior returns using business models that vaccinate themselves against competitors and new entrants.

In our practice we see uneven development of finance capabilities among general managers and functional leaders. All too often, these  leaders have picked up their finance knowledge without a grounding in the cornerstones, leading to such overly simplistic refrains as “We need to grow earnings faster than revenue.'' Or the ungrounded might overemphasize earnings per share at the expense of capital productivity or growth.

When we combine the misconceptions, the contradictions between finance and economics, and the uneven development of finance skills, we understand the roots of decisions that diverge from the perennial principles. The voices of the media don't often shed light, the views expounded by investors about what constitutes value and what doesn't are splintered, and traders cause further confusion by unnaturally bidding up or down stock prices of individual companies and even entire sectors.

Internalizing the four cornerstones of finance, understanding how they relate to the real economy and the public stock markets (or private-owner expectations), and having the courage to apply them across the enterprise have significant upside and little downside. At least, the four cornerstones can prevent executives from making strategic, financial, and business decisions that undermine value creation. At best, the cornerstones can encourage a more constructive, value-oriented dialogue among executives, boards, investors, bankers, and the press—resulting in courageous and even unpopular decisions that build lasting corporate value.

To this end we offer you Value: The Four Cornerstones of Corporate Finance.

Our hope is that this book will be a catalyst and concrete guide for improving how executives plan strategy, make decisions, and build the next generation of leaders. Ultimately, we hope the collective impact of more companies embracing these principles creates a more stable and productive economy.





Part One

The Four Cornerstones





1

Why Value Value?

There's no disputing that value is the defining metric in a market economy. When people invest, they expect the value of their investment to increase by an amount that sufficiently compensates them for the risk they took, as well as for the time value of their money. This is true for all types of investments, including bonds, bank accounts, real estate, or company shares.1

Therefore, knowing how to create and measure value is an essential tool for executives. If we've learned anything from the latest financial crisis, and from periods of economic bubbles and bursts in our history, it's that the laws of value creation and value measurement are timeless. Financial engineering, excessive leverage, the idea during inflated boom times that somehow the old rules of economics no longer apply—these are the misconceptions upon which the value of companies are destroyed and entire economies falter.

In addition to their timelessness, the ideas in this book about creating and measuring value are straightforward. Mathematics professor Michael Starbird is noted for his saying: “The typical 1,200 page calculus text consists of two ideas and 1,198 pages of examples and applications.” Corporate finance is similar. In our view, it can be summarized by four principles or cornerstones.2 Applying these principles, executives can figure out the value-creating answers to most corporate finance questions, such as which business strategy to pursue, whether to undertake a proposed acquisition, or whether to repurchase shares.

The cornerstones are intuitive as well. For example, most executives understand that it doesn't affect a company's value whether executive stock options are recorded as an expense in a company's income statement or cited separately in the footnotes of the financial statements, because cash flow doesn't change. Executives are rightly confused when it takes more than a decade of bickering over the accounting rules to reflect the economics of these options.

THE FOUR CORNERSTONES

What are the four cornerstones of finance and how do they guide the creation of lasting corporate value?

The first and guiding cornerstone is that companies create value by investing capital from investors to generate future cash flows at rates of return exceeding the cost of that capital (that is, the rate investors require to be paid for the use of their capital). The faster companies can grow their revenues and deploy more capital at attractive rates of return, the more value they create. In short, the combination of growth and return on invested capital (ROIC) drives value and value creation.3

Named, in short, the core of value, this combination of growth and ROIC explains why some companies typically trade high price to earnings (P/E) multiples despite low growth. In the branded consumer-products industry, for instance, the global confectioner Hershey Company's P/E was 18 times at the end of 2009, which was higher than 70 percent of the 400 largest U.S. nonfinancial companies. Yet, Hershey's revenue growth rate has been in the 3 to 4 percent range.

What's important about this is that where a business stands in terms of growth and ROIC can drive significant changes in its strategy. For businesses with high returns on capital, improvements in growth create the most value. But for businesses with low returns, improvements in ROIC provide the most value.

The second cornerstone of finance is a corollary of the first: Value is created for shareholders when companies generate higher cash flows, not by rearranging investors’ claims on those cash flows. We call this the conservation of value, or anything that doesn't increase cash flows via improving revenues or returns on capital doesn't create value (assuming the company's risk profile doesn't change).

When a company substitutes debt for equity or issues debt to repurchase shares, for instance, it changes the ownership of claims to its cash flows. However, this doesn't change the total available cash flows or add value (unless tax savings from debt increase the company's cash flows). Similarly, changing accounting techniques may create the illusion of higher performance without actually changing the cash flows, so it won't change the value of a company.

We sometimes hear that when a high P/E company buys a low P/E company, the earnings of the low P/E company get rerated at the P/E of the higher company. If the growth, ROIC, and cash flows of the combined company don't change, why would the market revalue the target company's earnings? In addition to bad logic, the rerating idea has no empirical support. That said, if the new, combined earnings and cash flows improve as a result of the acquisition, then real value has been created.

The third cornerstone is that a company's performance in the stock market is driven by changes in the stock market's expectations, not just the company's actual performance (growth, ROIC, and resulting cash flow). 
 We call this the expectations treadmill—because the higher the stock market's expectations for a company's share price become, the better a company has to perform just to keep up.

The large American retailer Home Depot, for instance, lost half the value of its shares from 1999 through 2009, despite growing revenues by 11 percent per year during the period at an attractive ROIC. The decline in value can mostly be explained by Home Depot's unsustainably high value in 1999 at $132 billion, the justification of which would have required revenue growth of 26 percent per year for 15 years (a very unlikely, if not impossible, feat).

In a reverse example, Continental AG's (the German-based global auto supplier) shareholders benefited from low expectations at the beginning of 2003, when Continental's P/E was about six. Over the next three years, the shareholders earned returns of 74 percent per year, about one-third of which can be attributed to the elimination of the negative expectations and the return of Continental's P/E to a more normal level of 11.

As the old adage says, good companies aren't necessarily good investments. In a world where executive compensation is heavily linked to share-price performance over relatively short time periods, it's often easier for executives to earn more by turning around a weak performer than by taking a high-performing company to an even higher level.

The fourth and final cornerstone of corporate finance is that the value of a business depends on who is managing it and what strategy they pursue. Otherwise called the best owner, this cornerstone
 says that different owners will generate different cash flows for a given business based on their unique abilities to add value.

Related to this is the idea that there is no such number as an inherent value for a business; rather, a business has a given value only relative to who owns and operates it. Some, for instance, add value through unique links with other businesses in their portfolios, such as those with strong capabilities for accelerating the commercialization of products formerly owned by upstart technology companies.

The four cornerstones of finance provide a stable frame of reference for making sound managerial decisions that lead to lasting value creation. Conversely, ignoring the cornerstones leads to poor decisions that erode the value of companies and, in some cases, create widespread stock market bubbles and painful financial crises.

CONSEQUENCES OF NOT VALUING VALUE

The first cornerstone of value creation—that ROIC and growth generate value—and its corollary, the conservation of value, have stood the test of time. Alfred Marshall wrote about return on capital relative to its cost in 1890.4 When managers, boards of directors, and investors have forgotten these simple truths, the consequences have been disastrous.

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 economic crisis starting in 2007—all of these can be traced to a misunderstanding or misapplication of the cornerstones. During the Internet bubble, for instance, managers and investors lost sight of what drives ROIC, and many even forgot its importance entirely.

When Netscape Communications went public in 1995, the company saw its market capitalization soar to $6 billion on an annual revenue base of just $85 million—an astonishing valuation. The financial world was convinced by this phenomenon that the Internet could change the basic rules of business in every sector, setting off a race to create Internet-related 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.

Some of the companies born in this era, including Amazon, eBay, and Yahoo!, have created and are likely to continue creating substantial profits and value. But for every solid, innovative new business idea, there were dozens of companies (including Netscape) that couldn't similarly generate revenue or cash flow in either the short or long term. The initial stock market success of these companies represented a triumph of hype over experience.

Many executives and investors either forgot or threw out fundamental rules of economics in the rarified air of 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 University of California-Berkeley professors Carl Shapiro and Hal Varian described it in their book, Information Rules: A Strategic Guide to the Network Economy.5

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 new customer. In most industries, competition forces returns back to reasonable levels; but in increasing-return industries, competition is kept at bay by the low and decreasing unit costs of the market leader (hence the tag “winner takes all” in this kind of industry).

The concept of increasing returns to scale is sound economics. What was unsound during the Internet-bubble era was its misapplication to almost every product and service related to the Internet and, in some cases, to all industries. The history of innovation shows how difficult it is to earn monopoly-sized returns on capital except in very special circumstances.

Many market commentators ignored history in their indiscriminate recommendation of Internet stocks. They took intellectual shortcuts to justify absurd prices for shares of technology companies, which inflated the Internet bubble. At the time, those who questioned the new economics were branded as people who simply didn't get it—the new-economy equivalents of those who would defend Ptolemaic astronomy.

When the laws of economics prevailed, as they always do, it was clear that Internet businesses (such as online pet food or grocery delivery) didn't have the unassailable competitive advantages required to earn even modest returns on capital. The Internet has revolutionized the economy, as have other innovations, but it didn't and can't change the rules of economics, competition, and value creation.

Ignoring the cornerstones also underlies financial crises, such as the one that began in 2007. When banks and investors forgot the conservation-of-value principle, they took on a level of risk that was unsustainable.

First, homeowners and speculators bought homes—essentially illiquid assets. They took out mortgages with interest set at artificially low teaser rates for the first few years, but then those rates rose substantially. Both the lenders and buyers knew that buyers couldn't afford the mortgage payments after the teaser period. But both assumed that either the buyer's income would grow by enough to make the new payments, or the house value would increase enough to induce a new lender to refinance the mortgage at similarly low teaser rates.

Banks packaged these high-risk debts into long-term securities and sold them to investors. The securities, too, were not very liquid, but the investors who bought them, typically hedge funds and other banks, used short-term debt to finance the purchase, thus creating a long-term risk for those who lent the money.

When the interest on the homebuyers’ adjustable rate increased, many could no longer afford the payments. Reflecting their distress, the real estate market crashed, pushing the value of many homes below the value of loans taken out to buy them. At that point, homeowners could neither make the required payments nor sell their houses. Seeing this, the banks that had issued short-term loans to investors in securities backed by mortgages became unwilling to roll those loans over, prompting all the investors to sell their securities at once.

The value of the securities plummeted. Finally, many of the large banks themselves had these securities on their books, which they, of course, had also financed with short-term debt that they could no longer roll over.

This story reveals two fundamental flaws in the decisions taken by participants in the securitized mortgage market. First, they all assumed that securitizing risky home loans made them more valuable because it reduced the risk of the assets—but this violates the conservation-of-value rule. The aggregated cash flows of the home loans were not increased by securitization, so no value was created and the initial risks remained.

Securitizing the assets simply enabled risks to be passed on to other owners; some investors, somewhere, had to be holding them. Yet the complexity of the securities chain made it impossible to know who was holding precisely which risks. After the housing market turned, financial service companies feared that any of their counterparties could be holding massive risks and almost ceased to do business with one another. This was the start of the credit crunch that triggered a protracted recession in the real economy.

The second flaw in thinking made by decision makers during the past economic crisis was believing that using leverage to make an investment in itself creates value. It doesn't because, according to the conservation-of-value principle, leverage doesn't increase the cash flows from an investment. Many banks, for example, used large amounts of short-term debt to fund their illiquid long-term assets. This debt didn't create long-term value for shareholders in those banks. On the contrary, it increased the risks of holding their equity.

Market bubbles and crashes are painfully disruptive, but we don't need to rewrite the rules of competition and finance to understand and avoid them. Certainly the Internet changed the way we shop and communicate—but it didn't create a materially different economic mechanism, the so-called new economy. On the contrary, the Internet made information, especially about prices, transparent in a way that intensifies market competition in many real markets.

Similarly, the financial crisis triggered in 2007 will wring out some of the economy's recent excesses, such as enabling people to buy houses they can't afford, and uncontrolled credit card borrowing by consumers. But the key to avoiding the next crisis is to reassert the fundamental economic rules, not to revise them.

ADVANTAGES OF VALUING VALUE

There has long been vigorous debate on the importance of shareholder value relative to a company's record on employment and social responsibility—also measures of success. In their ideology and legal frameworks, the United States and the United Kingdom have given most weight to the idea that the main function of a corporation is to maximize shareholder value.

An explicitly broader view of a corporation's purpose, governance structures, and forms of organization has long been influential in continental Europe. In the Netherlands and Germany, for example, the board of a large corporation has a duty to support the continuity of the business in the interests of all the corporation's stakeholders, including employees and the local community, not just shareholders.

Our analysis and experience suggests that for most companies anywhere in the world, pursuing the creation of long-term shareholder value doesn't mean that other stakeholders suffer. We would go further and argue that companies dedicated to value creation are more robust and build stronger economies, higher living standards, and more opportunities for individuals.

Consider employee stakeholders. A company that tries to boost profits by providing a shabby work environment, underpaying employees, and skimping on benefits will have trouble attracting and retaining high-quality employees. With today's more mobile and more educated workforce, such a company would struggle in the long term against competitors offering more attractive environments. While it may feel good to treat people well, it's also good business.

Value-creating companies also generate more jobs. When examining employment, we found the United States and European companies that created the most shareholder value in the past 15 years have shown stronger employment growth. In Exhibit 1.1, companies with the highest total returns to shareholders (TRS) also had the largest increases in employment. We tested this link for individual sectors of the economy and found similar results.


EXHIBIT 1.1 Correlation between Total Returns to Shareholders (TRS) and Employment Growth
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An often expressed concern is that companies must focus on near-term accounting earnings to create shareholder value. We disagree. In fact, we've found a strong positive correlation between long-term shareholder returns and investments in R&D evidence of a commitment to creating value in the longer term. As shown in Exhibit 1.2, companies that earned the highest shareholder returns also invested the most in R&D. These results also hold within individual sectors in the economy.


EXHIBIT 1.2 Correlation between TRS and R&D Expenditures
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Another myth is that value-creating companies tend to ignore their social responsibilities—but it's the opposite that appears to be true: our research shows many corporate social responsibility initiatives help create shareholder value.6

IBM, for instance, provides free Web-based management resources to small and midsize enterprises in developing economies. Helping to build such businesses not only improves IBM's reputation in new markets, but it also fosters relationships with companies that could become future customers. Best Buy has a targeted program to reduce employee turnover among women, helping them create their own support networks and build leadership skills. Turnover among women decreased by more than five percent as a result of the program.

In all, the evidence shows that managers who make the effort to create longer-term value for shareholders see that effort rewarded in their companies’ stock market performance. In turn, companies that create more lasting value for their shareholders have more financial and human capital to foster behaviors that beneficially impact other stakeholders too.

CHALLENGES FOR EXECUTIVES

There's no doubt that focusing on ROIC and revenue growth over the long term is a tough job for executives—and they won't take it on unless they're sure it wins them more investors and a stronger share price. But as later chapters will show, the evidence is overwhelming that investors do indeed value long-term cash flow, growth, and ROIC, and companies that perform well on these measures perform well in the stock market.

Still, despite the evidence that shareholders value value, companies continue to listen to misguided advice about what the market wants. They fall for the promise of creating value in various unproven ways, such as questionable accounting treatments, elaborate financial structures, or a myopic focus on earnings per share (EPS). But this won't happen.

When analyzing a prospective acquisition, the question often posed is whether the transaction will accrete or dilute EPS over the first year or two. It doesn't matter. No empirical link exists showing that predicted EPS accretion or dilution is an important indicator of whether an acquisition will create or destroy value. Deals that strengthen EPS and deals that dilute EPS are equally likely to create or destroy value.

Our intuition tells us value creation from an acquisition can't be as simple as short-term EPS accretion/dilution. After all, EPS accretion/dilution is affected by many factors, some of which are clearly important to value creation, such as the growth rate of the target company and the timing of synergy realization; other factors aren't important, such as the way the transaction is structured or how the accountants apply the accounting rules.

But if such concepts like EPS dilution/accretion and the like are fallacies, why do they prevail? Why, despite the simple and intuitive nature of finance, do executives frequently make decisions that defy axiomatic principles and their own instincts?

In our recent discussion with a company and its bankers, the EPS dilution question came up. To paraphrase one of the bankers: “We know that any impact on EPS is irrelevant to value, but we use it as a simple way to communicate with boards of directors.”

Yet company executives say they too don't believe the impact on EPS is so important. They tell us they're just using the measures that Wall Street uses. As well, investors tell us that the short-term impact of a deal on EPS is not that important for them. In sum, we hear from almost everyone that a transaction's short-term impact on EPS doesn't matter, yet they all pay homage to it.

This type of groupthink and lack of valuing value often leads to decisions that either erode value or pass up opportunities to create value. In fact, trying to correlate earnings growth with value creation is a fool's game, because creating longer-term value often necessitates some decisions that reduce earnings in the short term. Moreover, when executives use EPS as a basis for decision making, they can confuse more junior people responsible for analyzing the decisions in question.

From 1997 to 2003, a leading company consistently generated annual EPS growth of between 11 percent and 16 percent. Seems impressive, until you look at other measures important to value creation, like revenue growth. During the same period, the company increased revenues by only 2 percent a year.

The company achieved its profit growth by cutting costs, but as these opportunities became depleted, the company reduced its marketing and product development expenses to maintain earnings growth. After the company's stock price crashed in 2003, managers admitted that they had underinvested in longer-term growth drivers and needed to go through a painful rebuilding period.

The pressure to show strong short-term results often mounts when businesses mature and their growth moderates. Investors go on baying for high growth. Managers are tempted to find ways to keep profits rising in the short term while they try to stimulate growth in the longer term. To be sure, there are situations where raising shorter-term profits should be a priority, and it's very easy for managers to use the long-term value argument as an excuse for neglecting what can and should be done in the short term. But short-term efforts to massage earnings (that undercut productive investment) make achieving long-term growth even more difficult, spawning a vicious downward spiral.

Some analysts and investors will always clamor for short-term results. However, even though a company bent on growing long-term value will not always meet their demands, this continuous pressure has the virtue of keeping managers on their toes. Sorting out the trade-offs between short-term earnings and long-term value creation is part of a manager's job, just as having the courage to make the right call is a critical personal quality.

In other words, applying the principles of value creation requires independence and courage.

Just as important, it's up to corporate boards to investigate and understand the economics of the businesses in their portfolio well enough to judge when managers are making the right trade-offs and, above all, to protect managers when they choose to build long-term value at the expense of short-term profits.

Applying the cornerstones of value creation sometimes means going against the crowd. It means accepting that there are no free lunches. It means relying on data, thoughtful analysis, and a deep understanding of the competitive dynamics of one's industry. We hope the rest of this book helps you in this regard so you can make and defend decisions that will create value for investors and society at large.

1. Throughout this book we use the terms value and value creation. In its purest form, value is the sum of the present values of future expected cash flows—a point-in-time measure. Value creation is the change in value due to company performance. Sometimes we'll refer to value and value creation based on explicit projections of future growth, returns on capital, and cash flows. Other times we'll use the market price of a company's shares as a proxy for value, and total return to shareholders (share price appreciation plus dividends) as a proxy for value creation.

2. Throughout this book we use the terms cornerstones and principles interchangeably.

3. We define growth in terms of revenues and earnings. We define return on capital as operating profits divided by the capital invested in fixed assets, working capital, and other assets.

4. A. Marshall, Principles of Economics, vol. 1 (New York: MacMillan & Co., 1890), 142.

5. C. Shapiro and H. Varian, Information Rules: A Strategic Guide to the Network Economy (Boston: Harvard Business School Press, 1999).

6. Sheila Bonini, Timothy Koller, and Philip H. Mirvis, “Valuing Social Responsibility Programs,” McKinsey on Finance, no. 32 (Summer 2009): 11–18.
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The Core of Value

Companies create value for their owners by investing cash now to generate more cash in the future. The amount of value created is the difference between investments made and cash inflows—adjusted for the fact that tomorrow's cash flows are worth less than today’s, due to the time value of money and riskiness of future flows. As we demonstrate later, a company's return on invested capital (ROIC),1 and its revenue growth, determine how revenues get converted into cash flows. Therefore, value creation is ultimately driven by ROIC, revenue growth and, of course, the ability to sustain both over time. This first cornerstone, the core of value, is illustrated by Exhibit 2.1.


EXHIBIT 2.1 Growth and ROIC Drive Value
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One might expect universal agreement on how to measure and manage value, but this isn't the case—as many executives, boards, and journalists still focus almost obsessively on earnings and earnings growth. Although earnings and cash flow are usually correlated, they don't tell the whole story of value creation, and focusing too much on earnings often leads companies astray.

Earnings growth alone can't explain why investors in two successful, but different, companies like Walgreens and Wm. Wrigley Jr. earned similar shareholder returns between 1968 and 2007, despite much different growth rates. During the period, the drugstore chain (Walgreens) had a growth rate of 12 percent per year, increasing revenues from $623 million to $54 billion; at the same time, the chewing-gum maker (Wrigley) grew revenues at 9 percent, from about $160 million to $5.4 billion.

Even though Walgreens was one of the fastest-growing companies in the United States during this time, its average annual shareholder returns were 16 percent compared with 17 percent for the significantly slower growing Wrigley. The reason Wrigley could create slightly more value than Walgreens, despite 25 percent slower growth, was because it earned a 28 percent return on capital—while Walgreens earned a 14 percent return (good for a retailer).

This is what many executives, analysts, bankers, and journalists miss: overwhelming evidence that earnings growth is just one element (and an imperfect one) driving company performance. Earnings or earnings growth alone doesn't reflect the importance of capital utilization.

To be fair, if all companies in an industry earned the same returns on capital, then earnings growth would be the differentiating metric. For reasons of simplicity, analysts and academics have sometimes made this assumption, but, as we show in Chapter 11, returns can vary considerably, even within the same industry.

Deere and Co. knew this in 2001 when it changed its executive compensation scheme to focus more on ROIC, bucking the trend to compensate executives only on the basis of earnings and earnings growth—in essence dulling incentive to drive capital productivity. The results were impressive, as Deere's ROIC increased from less than 10 percent to more than 40 percent in recent years, and its share price tripled between 2001 and 2007.2

RELATING GROWTH, ROIC, AND CASH FLOW

Disaggregating cash flow into revenue growth and ROIC clarifies the underlying drivers of a company's performance. Say a company's cash flow was $100 last year and will be $150 next year. This doesn't tell us much about its economic performance since the $50 increase in cash flow could come from many sources, including revenue growth or a reduction in capital spending, or a reduction in marketing expenditures. But if we told you that a company was growing revenues at 7 percent per year, and would earn an ROIC of 15 percent, you could evaluate its performance. You could, for instance, compare the company's growth to the growth of its industry or the economy, and you could analyze its returns on capital relative to peers and its own historical performance.

Growth, ROIC, and cash flow are tightly linked. Consider two companies, Value Inc. and Volume Inc., whose projected revenues, earnings, and cash flows are displayed in Exhibit 2.2.


EXHIBIT 2.2 Tale of Two Companies: Same Earnings, Different Cash Flows
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Both companies earn $100 in year one and grow their revenues and earnings at 5 percent per year. Value generates higher cash flows with the same earnings because it invests less than Volume to achieve the same profit growth. While Value invests 25 percent of its profits, Volume invests 50 percent of its profits to generate the same growth (called its investment rate). Value's lower investment rate leads to 50 percent higher cash flows than Volume with the same level of profits. This simple example illustrates how wrong it can be to focus only on earnings. You might ask whether companies really have such extreme differences in investment rates. The answer is yes, as we show in Chapter 11, Return on Capital.

We can value the two companies by discounting their cash flows at a discount rate that reflects what investors expect to earn from investing in the company (called their cost of capital). Most large companies have a cost of capital between 8 and 10 percent. Exhibit 2.3  shows how Value is valued. We discounted each year's cash flow to the present at a 10 percent cost of capital, then summed the results to derive a total present value of all future cash flows of 1,500. Using the same technique, Volume's value is 1,000.


EXHIBIT 2.3 Value Inc.: Discounted Cash Flow Valuation
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We can also express the companies’ values as P/E ratios by dividing their values by their first-year earnings of $100. Value's P/E is 15, while Volume's is only 10. Despite identical earnings and growth rates, the companies have different earnings multiples because of different cash flows.

Value generates higher cash flows because it doesn't have to invest as much as Volume. Value's lower investment needs are driven by its higher return on capital. In this case, Value invested $25 (out of $100 earned) in year one to grow its revenue and profits by $5 in year two. Its return on new capital is 20 percent ($5 of additional profits divided by $25 of investment).3 Volume's return on capital is 10 percent, $5 in additional profits in year two divided by $50 of investment.

Growth, ROIC, and cash flow (as represented by the investment rate) are tied together mathematically in the following relationship:

[image: Unnumbered Display Equation]

For Value,

[image: Unnumbered Display Equation]

For Volume,

[image: Unnumbered Display Equation]

Because the three variables are tied together, you only need two to know the third, so you can describe a company's performance with any two of the variables. From an economic perspective, describing a company in terms of growth and ROIC is most insightful. Value's growth rate is 5 percent and its ROIC is 20 percent, while Volume's growth rate is also 5 percent, but its ROIC is only 10 percent.

Exhibit 2.4 portrays how much cash flow a company can pay to its investors depending on its returns on capital and growth in a single year. You can see from the exhibit that both factors are important in driving cash flow. As a percentage of profits, cash flow is highest when growth is slow and ROIC is high. When growth is high, cash flow can be negative, but this doesn't mean that slow growth is better. Exhibit 2.4 is only a one-year snapshot, and higher growth today means lower cash flow today, but presumably higher cash flow later.


EXHIBIT 2.4 Payout Ratio Varies with Growth and ROIC
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Now in Exhibit 2.5, we show how different combinations of growth and ROIC translate into value, discounting cash flows to the present at the company's cost of capital. In this case, we're assuming a 9 percent cost of capital and a company that earns $100 in the first year.4


EXHIBIT 2.5 Translating Growth and ROIC into Value
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These calculations are consistent with what we find in the real world. Take the typical large company, which grows at about 5 to 6 percent per year (nominal), earns about a 13 percent return on equity and has a 9 percent cost of capital. Finding the intersection of the typical company's return and growth leads you to a value of about 1,500–1,600, which, when divided by earnings of 100, gives a P/E ratio of 15–16 times. Fifteen times is the median P/E ratio for large companies in nonrecessionary periods.

Observe that for any level of growth, value always increases with improvements in ROIC. In other words, when all else is equal, higher ROIC is always good.

The same can't be said of growth. When ROIC is high, faster growth increases value, but when ROIC is low, faster growth decreases value. The dividing line between whether growth creates or destroys value is when the return on capital equals the cost of capital. When returns are above the cost of capital, faster growth increases value. At the line where returns equal the cost of capital, value is neither created nor destroyed regardless of how fast the company grows.

We sometimes hear the assertion and objection that if a company grows, its return on capital will naturally increase; therefore, even low-ROIC companies should strive for growth. But we find this to be true only for young start-up businesses and businesses with extremely low capacity utilization. Most often, a low ROIC indicates a flawed business model or unattractive industry structure.

If you're curious and mathematically inclined, Appendix A shows the core-of-value cornerstone as a simple formula along with its derivation.

REAL-WORLD EVIDENCE

The logic we've laid out earlier is reflected in the way companies perform in the stock market. We mentioned earlier why Walgreens and Wrigley's shareholder returns were the same even though Walgreens grew much faster.

Another example is GE, the share price of which increased from about $5 in 1991 to about $40 in 2001, earning investors $519 billion of share-value increase and distributions during the last 10 years of Jack Welch's tenure as CEO. A similar amount invested in the S&P 500 index would have returned only $212 billion.

How did GE do it? In different ways, GE's industrial and finance businesses both contributed significantly to its overall value creation. Over the 10-year period, the industrial businesses increased revenues by only 4 percent per year (less than the growth of the economy), but their ROIC increased from about 13 to 31 percent. The finance businesses performed in a more balanced way, demonstrating growth of 18 percent per year and increasing returns on capital from 14 to 21 percent. In the industrial businesses, ROIC was the key driver of value creation, while in the financial businesses, both growth and ROIC contributed significantly to value creation.

So we see that the core-of-value cornerstone applies at the company level, but what about the sector level? To answer, consider companies as a whole in the consumer packaged-goods sector. Even though certain companies in this sector (like Procter & Gamble and Colgate Palmolive) aren't high-growth companies, the market values them at high earnings multiples.

The typical large packaged-goods company grew its revenues only 6 percent from 1998 to 2007, slower than the average of about 8 percent for all large companies. Yet at the end of 2007 (before the market crash), the median price-earnings ratio of consumer packaged-goods companies was about 20, compared with 17 for the median large company. The high valuation of companies in this sector is explained by their high returns on capital—typically above 20 percent compared with returns on capital of 13 percent for the median large company (for 1998–2007).

Comparing Campbell Soup Company ($8 billion in 2008 revenue) with fast-growing discount retailer Kohl's ($16 billion revenue in 2008) is also instructive. In the mid-2000s, Kohl's revenue grew 15 percent annually, while Campbell's achieved only 4 percent organic growth. Yet the two had similar P/E ratios. Despite its slow growth, Campbell's higher ROIC of 50 percent made up for its slower growth, while Kohl's ROIC averaged only 15 percent.

Now let's see how well the core-of-value cornerstone applies at the country and global levels by asking why large U.S.-based companies typically trade at higher multiples than their counterparts in Japan and the Asian-tiger countries (Hong Kong, South Korea, Taiwan, and Singapore).5 Some executives assume the reason is because investors are simply willing to pay higher prices for U.S. companies. In some cases, non-U.S. companies even considered moving their share listing to the New York Stock Exchange to increase their value.

The real reason U.S. companies trade at higher multiples is because they typically earn higher returns on capital. The median large U.S. company earned a 16 percent ROIC in 2007, while the median large Asian company earned 10 percent. Historically, Asian companies have focused more on growth than profitability or ROIC, which explains the large valuation differences.

Of course these broad comparisons hide differences across companies and industries, where some Asian companies outperform their U.S. counterparts (Toyota in automobiles, for example).

We've also used the core-of-value cornerstone to understand how P/E ratios behave over time. Exhibit 2.6 plots the median P/E ratio for the S&P 500 index from 1962 to 2009, as well as an estimate of what the P/E ratio should have been given underlying fundamentals, using a formula based on the core-of-value cornerstone (growth, returns on capital, and cost of capital). As you can see, the predicted P/E ratios closely track the actual P/E ratios (look to Chapter 7, The Stock Market and the Real Economy, for details of this relationship).


EXHIBIT 2.6 Estimating Fundamental Market Valuation Levels

Source: McKinsey Corporate Performance Center analysis
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Let's look at how the core principle works for a sample of companies in the consumer-staples industry. Exhibit 2.7 shows the median P/E ratios for companies with different combinations of revenue growth and ROIC. As you can see in the first two rows, higher returns lead to a higher P/E ratio for a given level of growth. Note that for the two higher ROIC columns, higher revenue growth also leads to higher P/E ratios, but the first column is worth explaining. The very high growth companies (greater than 15 percent per year) have high P/E ratios despite lower ROIC. When we dig deeper, we find that all these companies are quite young—their modest returns on capital are partly because they're growing so fast and investing a lot of capital several years ahead of those returns. Note that the medium-growth companies with low returns have the lowest P/E, reflecting the fact that their growth is not expected to create much, if any, value.


EXHIBIT 2.7 Consumer Staples Sector: Growth and ROIC Drive P/E Multiples

Source: McKinsey Corporate Performance Center analysis.
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To demonstrate the relevance of growth and ROIC, we've been using earnings multiples, particularly the P/E ratio, as a shorthand for summarizing a company's value. In practice, analyzing and interpreting earnings multiples can be messy. Appendix B tackles some of the subtleties of analyzing multiples properly.

MANAGERIAL IMPLICATIONS

We dive more deeply into the managerial dimensions of return on capital and growth in Chapters 10 and 11, respectively. For now, we refer back to Exhibit 2.5 because it contains important strategic insights for managers. Namely, we can use the matrix to examine the relative impact of changes in ROIC and growth on a company's value.

In general, high-return companies generate more value from growth (assuming ROIC remains constant), while low-return companies generate more value from increasing ROIC. Exhibit 2.8 shows that a typical high-return company, such as a branded consumer-products company, can increase its value by 10 percent by increasing its growth rate by 1 percent. A typical moderate-return company, such as the average retailer, will increase its value by only 5 percent for the same increase in growth.


EXHIBIT 2.8 Increasing Value: Impact of Higher Growth and ROIC

Source: McKinsey Corporate Performance Center analysis.
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On the other hand, the moderate-return company gets a 15 percent bump from increasing its ROIC by 1 percent, while the high-return company gets only a 6 percent bump from the same increase in ROIC.

The general lesson is that high-return companies should focus on growth, while low-return companies should focus on improving returns before growing. Of course this analysis assumes that it's equally difficult to achieve a 1 percent increase in growth as a 1 percent increase in ROIC, everything else constant. In reality, degrees of difficulty will be different for different companies in different industries, as will the relative impact of growth and returns on invested capital, but the analysis is essential for a company to set its strategic priorities.

Until now we've assumed that all growth earns the same return on capital and, therefore, generates the same value—but this isn't true. Different types of growth create different amounts of return and value, depending on the industry and company.

Exhibit 2.9 shows the value created from different types of growth for a typical consumer-products company. These results are based on specific cases with which we are familiar, not on a comprehensive analysis, but we believe they are reflective of broader reality.6 (See Chapter 11 for more discussion about the different amounts of value created from different types of growth.)


EXHIBIT 2.9 Value Creation by Type of Growth: Consumer Products Company

Source: McKinsey Corporate Performance Center analysis.
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The results in Exhibit 2.9 are expressed in terms of value created for one dollar of incremental revenue. For example, one dollar of additional revenue from a new product creates $1.75 to $2.00 of value in this industry. The most important implication of this chart is the rank order. New products typically create more value for shareholders, while acquisitions typically create the least. The key at these extremes is, you guessed it, returns on capital.

Growth strategies based on organic new-product development frequently have the highest returns because they don't require much new capital; companies can add new products to their existing factory lines and distribution systems. Furthermore, investments required for new products are doled out over time; if preliminary results aren't promising, funding can be scaled back or canceled.

Acquisitions, on the other hand, require all the investment be made up front. The up-front payment reflects the expected cash flows from the target plus a premium to stave off other bidders. So even if the buyer can improve the target company enough to generate an attractive return on capital, the return is typically only a small amount over its cost of capital.

To be fair, this analysis doesn't reflect the risk of failure. Most product ideas fail before reaching the market, and the cost of failed ideas aren't in the numbers. By contrast, acquisitions typically bring existing revenues and cash flows that limit the downside risk to the acquirer.

The second-lowest source of value creation for consumer goods companies is achieving additional share in a stable market. This is because competitors are unlikely to give up share without a fight, which often leads to a price war in which all the companies in the industry lose (but it's great for the consumer).

The next rung up on the ladder, growing share in a growing market, typically creates more value than growing share in a stable market, because when a market is growing faster, competitors can grow quickly even if they are losing some market share. They are, therefore, less likely to retaliate with price wars.

Last, expanding an existing market creates high value because it typically means finding new customers in markets the company already serves. Therefore, the incremental costs and capital required to serve those customers is low.

The interaction of growth and ROIC is also important. For example, we've seen some very successful, high-return companies in the United States that are reluctant to invest in growth if it reduces ROIC (or profit margin). One technology company we know had 30 percent operating margins and a 50+ percent ROIC, so it didn't want to invest in projects that might earn only 25 percent returns, fearing this would dilute its average returns. But as you might expect, even a 25 percent return opportunity would still create value, even though the company's average return would decline.

But the evidence is clear that this indeed creates value. We examined the performance of 78 high-return-on-capital companies (greater than 30 percent returns on capital) from 1996 to 2005.7 Not surprisingly, the companies that created the most value (measured by total returns to shareholders) were those that grew fastest and maintained their high returns on capital. But the second-highest value creation came from those that grew fastest even though they experienced moderate declines in return on capital. They created more value than companies that increased their return on capital but grew slowly.

We've also seen companies with low returns pursue growth on the assumption that this will also improve their profit margins and returns, reasoning that growth will increase returns by spreading fixed costs across more revenues. Except for small start-up companies, or companies with low capacity utilization, we find that faster growth rarely fixes a company's return-on-capital problem. Low returns usually indicate a poor industry structure (e.g., airlines), a flawed business model (think Webvan), or weak execution. Until you fix the return-on-capital problem, you shouldn't grow.

Having examined the performance of 64 low return-on-capital companies from 1996 to 2005, the evidence backs this up. The companies that had low growth but increased their returns on capital outperformed the faster-growing companies that did not improve their return on capital.

1. A simple definition of return on capital is after-tax operating profit divided by invested capital (working capital plus fixed assets).

2. “The Future of Corporate Performance Management: A CFO Panel Discussion,” McKinsey on Finance, no. 29 (Autumn 2008): 14–17.

3. We assumed that all of the increase in profits is due to the new investment, with the return on Value Inc.'s existing capital remaining unchanged.

4. We've assumed that after 15 years, growth slows to 4.5 percent. If a company grew faster than the economy forever, it would eventually overtake the entire world economy.

5. The median large company in the United States had a market-to-book ratio of 2.4 in 2007, while the median large company in the Asian tiger countries had a median market-to-book of about 1.8.

6. We identified examples for each type of growth and estimated their impact on value creation. For instance, we obtained several examples of the margins and capital requirements for new products.

7. Bin Jiang and Timothy Koller, “How to Choose between Growth and ROIC,” McKinsey on Finance, no. 25 (Autumn 2007): 19–22.





End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   


OEBPS/images/c07f001.jpg
Actual, 1 = January 1960, in log scale

100

01
1959 1968 1982 19% 200 2009






OEBPS/images/c06f003.jpg
Total trading per year

Effective trading
per day’

Perinvestment’
S milion)

I

Perinvestment’
S milion)

| 1

e ————






OEBPS/images/c06f002.jpg
Traders.

Mechanical

o ndeers

 Quants

Closet indexers

Annual

tumover percent]  Number of positions.

s
B

|

| EX]

Positons per
professional

[0

I

2o

e

gou






OEBPS/images/c06f001.jpg
Price.

Newinformation inrocuced

Time

Uppertading boundary

Upperintinsicvave

Pice

Lower intinsc value

Lowes trating boundary






OEBPS/images/c07f005.jpg
Annual and rmings  bill
ol and expected corporate earings, § biion Anchored

— Tend
— Actual

0
971 AG3 1975 1977 1979 1981 1983 1965 1997 1989 1991 1993 1995 1997 1999






OEBPS/images/c07f004.jpg
RoC

Expected
eamings growth

P/Erati

Costofcapital

0P

Value o the
stock market

Corporate earnings.
asa percentof
60

Corporate earmings






OEBPS/images/c07f003.jpg





OEBPS/images/c07f002.jpg
Infationadjusted S&P 500 price index, 1 = January 1960 inog scale

Bl €2 Ea3 4 s

100

01
1959 1968 1982 199 a0 209






OEBPS/images/c07f007.jpg
Total market capitalizaton, S billon nog scale

10

. 2009 Trend
Shetual
Nnchored

01
1967 1966 1970 1974 1978 1962 1966 1990 1994 1996 2002 20062009






OEBPS/images/c07f006.jpg
Price/eamings

%
A Median P/E!
Modeled P/E!
5 v
10
5

)
1962 1966 1970 1974 1978 1962 1966 1990 1994 1998 2002 20062008

" Benween 1962 a0 1977, 12t i P/ s usd et lack ofdtl, whie Flloingyeors s 12mthforwardlocking
P/ atio





OEBPS/images/c02f007.jpg
Modian forward P, Decambr 2007

as | ® ® "

Rovono growth

Jomogegrouth | rsw-tson | " n
s | @ wat wat

[T

oo hen ot s et





OEBPS/images/c02f006.jpg
[}
e et e e e s 2w am

Bl . L





OEBPS/images/c02f005.jpg
Vol dolrs

* o 1100 1400 160
Growth | 5% ™ 1100 1500 210
o m 1100 1500 20
™ [ % =%

Roic

L ————

.





OEBPS/images/c03f002.jpg
Callatralizod

Mortgage oans. mortgage
abigaions
(CMOs) > Othar
invastors acac)
A L st
= - s
: st v | |y [ pinceat %
= o | | | P Farcts A
5| Jes LS pg =T
Topnaes — o TrenaC
oo
Jo— ] oD
p— bt bigaion | PATNS
— 00
wos | LB —
o006 | | (i n
o [c00 _—
v oot | [ ||
el i
somas - [0002] || |G,
o
Lol over






OEBPS/images/c03f001.jpg
Launch year

Product
launches. 1994199 1997-1999 2000-2002
Men « Complete men's product e
Cosmetics «“Dematologis Developed”
line with 85+ SKUs
Hair products «New fine under “Clean”
subbrand
Sunprotection = No-stick sunscreen « Transparent sunscreen « Healthy Defense brand
« SPFhand treament
Bodycare « Rainbath brand «Body Clearbrand
(relanch)
« Nowwegian Formula
oot cream brand
Facal care
Aane « Onthe-Spot brand « Multitamin acne
acne teatment treatment
« ik roe acne teatment
Maistuizers = Healhy Skin Carebrand.  Lightnight maisturizer «Visiby Fim brand
products
Cleansers + ClearPore reatment » Extra Gentle brand +Skin Clearing brand
«Deep Clean, DeepPore  Pore Refining brand,

brands






OEBPS/images/c02f009.jpg
Sharehalder value createdfo ncremental$1.00 o rvenue:

Type of growth

Introduce new products
o market

Bgmdan )
cusing ot oo
s dowina

Conpeeforshre o
el Rl

N )






OEBPS/images/c02f008.jpg
Change invalue, percent
" # High-ROIC company

Typical packaged goods company

— L
wigmroc [N o

Moderate-ROIC company
Typial retailer

B






OEBPS/images/c04f003.jpg
1995-2005,percent annualized

Revenue growth
Investment forgrowth
Change in margin

TRS from performance

Zerogrowth retum
Change inP/E

Impact of inancial leverage
Other

Sum

®

)
15






OEBPS/images/c04f002.jpg
Forward P/E ratio

Torget

s -





OEBPS/images/c04f001.jpg
)

o

1o

£

o

]

3

NN ]

1661 Yopis onuonoy

(st 10

= 41| Xopuy 1 oeung

1 3.year roling ROIC withoet goodwil, scjusted for fesses.





OEBPS/images/c10f003.jpg
- (L =
‘

<0 10-20 £
ROIC in 2005

ROICin 1985






OEBPS/images/c10f002.jpg
Persistenty high
« Household and personal products
« Boverages.
« Pramaceuticals Trending up
* Software « Medical devices
« Aerospace and defense
Persistently medium
« Machinery

« Auto components
« lectricl equipment
« Restaurants

Trending down
* Tucking

« Advertising
 Health care faciltes
« Automabies

Cyolical
« Chericals

« Semiconductrs

« il and gas

* Metals and mining

15

Porsistontly low.
« Paper an forest products
« Railoads

« Utites

« Department stores






OEBPS/images/9780470949085_epub_cov.jpg
The
Four Cornerstones
of

Corporate Finance

IM KOLLER » RICHARD DOBBS * BILL HUYETT

McKINSEY & COMPANY






OEBPS/images/c10f007.jpg
Median ROIC! with and without goodwill, percent
“
]
0
]
2
15
0
5

Without goodvill
With goodwill

0
193 18 193 w8 1w 198 193 19 203 2008

1 P g i





OEBPS/images/c10f006.jpg





OEBPS/images/c10f005.jpg
Pescent of ompanies in sample, averagefo period
5 s L
0
%
0
5
il
15
0

05207 7%

19961997 12%
19651967 10%

0
4 05 510 10-15 1520 2025 25-30 M35 3540 445 4550
Return on capital percent]






OEBPS/images/c10f004.jpg
Annual ROIC without goodwil, ercent

0
3
)
3
n

3 quarte

5 Masinum - 174
Median

5 ZmmeTTIs

\
 tstquarie

0
31966 193 9% 198 208






OEBPS/images/c11f004.jpg
Probabilty that company’s rowth rate! willbe n iven oup from 2004 to 2007, percent

O N -
oL OF ININ B
v - e
S O LN B

s 510 10-15 B

o

Starting growth rate (1994-1997)

Ending growth rote (20042007

LV ——





OEBPS/images/c11f003.jpg
yeartevenue growth rate, adjusted for infiaton, percent

Average M
3dowrle 135 130
Medan 52 54
195 1970 1975 Iquarle 07 04

Vst g o





OEBPS/images/c11f002.jpg
Infationadjusted 19972007 revenue growth ate distrbution, percent

Median=59

as percent oftotal sampl

0
<0105 50 05 510 1015 1520 225 %0 05 B0 M5 55 5

Revenuo CAGR' (percent)

Vol il gk





OEBPS/images/c11f001.jpg
Valuo created’

Tpe of growth

Rationale

Aoove average

 Create new markets through new poducts

 Comince existing customers to boy more:
of aproduct

 Attactnew customers 1o the market

 No estabished compettars;diverts customer
spending
 All competitorsbenefitlow ik of retaliaton

« Al competitorsbenefitlow ik of realaton

 Gain market shae in fastgrowing market

 Make bolton acquisiions t acceerate
product gowth

 Competitors can il grow despite losing
share; moderate sk of retaiation

 Modest acquistion premium reltive to
upside potential

Below average:

i

 Gain share fom rvals through ncremental
imovation

 Gain share fom rvals through product
promotion ad pricing

 Matelarge acquisitons

 Competitors can repicate and take back.
customers

 Competitors can retaiate quickly

 High premium o pay. most value diverted
toselng sharehalders

il i





OEBPS/images/c08f001.jpg
Price/eamings
%

n

0
2 %7 197 97 192 19 19w 199 202 207

" Batwoen 1952 and 197, 12onth vling P/E s s 0 ko ot il lloing s use 12 month rvar oking
P rato.





OEBPS/images/c09f002.jpg
SBEEEsER=ZSRBA =






OEBPS/images/c09f001.jpg
Responses of 400 CFDs tothe question: Near the end of the quate, it ook e your company might come n below the
desied eamings taget. Within what i permited by GAAP, which of the followig choies would your company make?

Dectease discretionary spending

eg. R&D, avertising 0%

Delay starting a new project venif this

‘entails a small sacrifice in value i

Book revenues now rather

han next quarter o«

Provide incentives for customers to

buy more praducttis quarter €%

Oraw down o reserves

prviously set aside a

f— —
‘accounting charge: a%






OEBPS/images/c08f003.jpg
‘Shanghai composite index
600

S50

S0

450 15000
200

3500

3000 1000
2500

200

1500 5000
1000

0

0 ]
W oW AW A eXw AW W5 M6 20 A% nAm

Y g o i





OEBPS/images/c08f002.jpg
preot 0 taestconpares [ o [ = _ .
PEnh:mawmgwrwamux. - 15 - -

P/Efor 8P overal 9 15 0 %

§

R





OEBPS/images/c09f006.jpg
Eamings growth percent

Walgreens Asheuser-Busch  Colgate-Palmalive  Cisco PepsiCo
1006 | 23 [] - n —
1009 J 16 - m - I

2000 24 - - _— N

201 [ 14 . 1] | Ei -
202 | 15 . 1] - -
203 [ 15 n o - me

20 me 1 | - -
205 5 -1 12 n 2]

206 I 14 n 0 2 —
2007 . 17 s —-— - 24

gt et e Rl sl Mo, St ot g





OEBPS/images/c09f005.jpg
Distrution of TRS! by earings growthvvolatiy?categor, number o companies a a percentage of sample
%
£

15

More
10 /vulm.
5 Less

Z viatie
0

<-I0% T0%05% SKE0% %RE% ST 1051015 155 020% 02K BXEI% >I%

iag7-2000CAGH
Vi T el o i i ot g i ool it ot g e 46 s ol





OEBPS/images/c09f004.jpg
Median abnormal etun’ o 595 announcements offiscal-year earings for 2007 by European companies, percent

Increase 15 24
Change in fong-term
xpectations (change in
expected EPS for 2009)
Decrease -05 -08
Negative Positive
‘Short-term surprise
(actual EPS 2007 rlative to
expected E°S for 2007)

¥ i et ok s e syt oo e g S AL





OEBPS/images/c09f003.jpg
Fve-year oling eamings growth, percent

~ Forecasted

8%

Actal

19961960 1968-1957 10G0-1564 1652-1966 1964-1999 1966-2000 1596-2007 Z000-2004 2002-2005 2004-208






OEBPS/images/c10f001.jpg
O, wibos g uerd.

Tt e o—e— Ygatie
s

Pamocesias e

Sotvrs —

Tsaves —_—

venes ——

b nd o s ——

sl —

sy ——

p— ——

Mot deces e

[oao— ——

s =

v ——

s —

Moves s ranserre —

r——— e

A argrers ——

Sukinposis e

oy casprae s —

Jre— ——

[ —_—

Dt sons =

ety ey

o ]

Jr—— —_—

P gy —

oo nd rst s —_—

ysosteson o

[ =






OEBPS/images/ueqn02001.gif





OEBPS/images/c15f001.jpg
percent

0% debit

25% dobt

50% debt

75% debt

Down scenario Up scenario
0

2

3

"
5

2 I

© —

n






OEBPS/images/c14f004.jpg
Shillon

‘Company with nucear plant

Plant  Expected

unsuccessful __ value

Probabity percent] n El
Value of nucar plant - % = 2
Value o estof company k7 2 k] 2
Tota valve B (3 B E]
0d dobt ) ) )
New debt 115) 15 115)
Equity valoe 7 3 2] i






OEBPS/images/c14f003.jpg
S thousands

Success _Failure_Expocted value
Probabity o outcome lpercen] I -
Cash flow per year 10000 - 6000
Cost of capital (percent) ] 0
Gross vale ofpoject 100000 - 80000
Intal ivstment 20000 _(20000) 20000
Netvalue of poject 0__(20000) 40000






OEBPS/images/c14f002.jpg
Stilion

Probabilities
Value impact yoar cash flow impact {percent)

Downside Base Upside Downside Base Upside DownsideUpside
Majorrecession 50 -
Commadiy price 0 »
Bxpansionnto China 0 0
Safety breach 5 -
New product 0w
Interest rate 5 ®






OEBPS/images/c16f003.jpg
Other metrics 20 w05 205
Comparablestore sales (Gecreaselincrease percen] 51 - 61

—> Customer transaction i milions) m ) 9

—> Average tcket 705 S8 S6767
Atend of year
Number o stores 18 s
Sales floor square fee i milions) ”m 157 10
Averagestoe iz, seling squar fe in thousands) " " 3
Return on average assets percent) 95 "7 ng
Return on average shareholders’equiy [percent] 2] 28 28






OEBPS/images/c16f002.jpg
Numberof Averagesize  Growth RoIC
Comparable stares (01 2006) stores _(squarsfeet) __(percem) __(percent]
Over 11 years od E 330 54 7
Between8and 11 years od » 3400 40 5
Betuieen 5 nd 8 years od o B0 83 "
Between 2and 5 years od il 4600 "z 2
Less than 2 years old including S relocations) i3 8100 37 )






OEBPS/images/c16f001.jpg
Enterprise Organic gowth,

value/EBITA ROIC, 2009 percen) 2007-2008 percen)
Crenco NN 66 N 205 m2
Close-peer companies
Califomia Co. NN 85 —— 05 Lk
Texas nc. [N 60 22 s
Foida Associates I 68 — 61 [}t
Peers i ast-growth segments.

Vermont,ic. [ 97 I 0 W 100
Montana Co. NN 112 | 30— 8
Restructuring companies
Bretogne Co. [N 93 [ 100 -
Normandy. . [N 122 [N 51 [ RE






OEBPS/images/c15f002.jpg
Enterprise value/EBITA

Approvimate coverage ange

for A o BBB- ating
2
3
0 \
5
0
0 2 4 6 8 0
Intorest coverage'

1 EBiTAnterest.





OEBPS/images/c17f001.jpg
Intinsic vaue

Financs Short-term Medium-term
value drivers value drivers value drivers value drivers
torgiom gt | saspsy | +—| T || S
health « Core business
« Gowh
opportunities
Operating cost Cost stucture
productity [ heath [
AOC
Capital
productivty Faibelh SIS

Costof capital

OrgarizatonsI health






OEBPS/images/c16f004.jpg
Number of fstyear uider frms with retums at givenlevelrlatve toindustry’

Below mean of nonguiders Above mean of onguiders

<8 - 50 Mo 20 10 b 5o 10 250 Bo 4o 56
45 % 25 5 5 5 15 25 B & 5%

Excess TRS' percent)






OEBPS/images/c11f007.jpg
20 ®
10,000 g w
§ow
som o
6000 g§ o
o R
R
2m -
o 0 —
T3S SNUBINABE 0246 sz RARAZ

Year Year






OEBPS/images/c11f006.jpg
=100, inlog sale}

Revenues (index, 2009

1000

100

10

010

oot

o8y,

Wal-Mart

Total company revenue growth percent)

10

n
]

©
)
n
0

efay

Wal-Mart

0

5

015 2 5 B B WO
ars after startof company

0
0

5

IR
Yoars aftor start of company






OEBPS/images/c11f005.jpg





OEBPS/images/c13f003.jpg
percent

Present value o announced

performance improvements ~ Premium paid asa et value created from
asa percent oftarger's _ percent of targe's
Stand-alone value _stand-alone value
Kellogg Kesbler 70 15
PopsiCo/Quaker Oats 2000 3555 10
ClorogFirst Brands 1999 70-105 60
Herkel/National Starch 2007 5090 5






OEBPS/images/c13f002.jpg
Value creation as percent of deal vale

0
0

Premium

of stand-alone valuo.
2
Ed

wla| o] el
o | e | e | a | o®
s o |8 |v =
O T I T N
W w w e w

Valuo of performance improvements.
as percent of stand-alone value






OEBPS/images/c13f001.jpg
Smillion

1.400
Value of performance [N
improvements
Stand-alone:
value
Value
received

1300
Acquiston [BN
premium
Market
value

Price  Value created
paid foracquirer






OEBPS/images/c11f008.jpg
[ ——

tnbusy
[

M devces

vy sen s snices
St

s s sanrent

e —
e

[—— ——
Maees ——
[A— ——
- —
Corsncion s R ——
A e
et i i ——
e —

g —_—

Bt s —_—

esians —

Mocioey ——

g iz —

s person s —

oatasiog —_—

[a— ]

Ao conrns —

Oericas —

fond s —

Oeprnne s —

Ot e —
[T —_—

focre ives e






OEBPS/images/c14f001.jpg
Totalisk

0
Number o stocks in portolio

[3

]

Volatiy of
porfoi etun

Market volatity






OEBPS/images/c13f005.jpg
EPS impact

i Parcontof auiers with Mumtarof
nyonr Posant S st ol rasacions
Toonhater Tyt
Aecie I ¢ )
Neo I 0 I a
o I ¢ I 5
g -1 e -0






OEBPS/images/c13f004.jpg
Total

kel rartn
e Wi 1o
[T —
P— w0 s
5%t v
O Tp—— 1 0e |
i —






OEBPS/images/ueqnpA012.gif





OEBPS/images/ueqnpA011.gif





OEBPS/images/ueqnpA010.gif
FCF = NOPLAT (1 - —=—)





OEBPS/images/ueqnpA009.gif
IR

==
ROIC





OEBPS/images/9780470949085_epub_title.jpg
VALUE

THE FOUR
CORNERSTONES
OF CORPORATE
FINANCE

McKinsey & Company
Tim Koller

Richard Dobbs

Bill Huyett

WILEY
JOHN WILEY & SONS, INC.





OEBPS/images/utablepA001.gif
Growth ROIC WACC

Company (percent)  (percent)  (percent)  Value
Volume Inc. 5 10 10 1,000
Value Inc. 5 20 10 1,500





OEBPS/images/ueqnpA015.gif
S
 Qp—-—

Value ROIC
Tvested Capital ~ "0 | WACC ¢





OEBPS/images/ueqnpA014.gif
Invested Capital x ROIC x (1 -
WACC —¢

Value = ROIC






OEBPS/images/ueqnpA013.gif





OEBPS/images/c01f002.jpg
TRS, CAGR percent)

d States, 1987-2007

2100 10 2 N 0
R&D expenditures, CAGR percent)

£






OEBPS/images/c01f001.jpg
TRS, CAGR percent)

United States, 1987-2007

@

@

2

European Union 15,1982-2007

400210 0 W A B
Employment growth, CAGR percent)

©

TRS, CAGR percent)

4002000 10D N

Employment growth, CAGR percent)

@





OEBPS/images/bapp02f002.jpg
Valuation multiples

Consensus projected financi

Enterprise value-to-
EBITA (i)

Company A I
Company 8 I
Company C [N ©
Compary D I ©
Conpony ¢ N 11
Company I 13

2010-2013 sales 2010 EBITA

growth (CAGR)

-
K
-
B
L}
L1

perormance

Perormance
magin o) Charactaistcs
— i
j— iow g
I Low growth,
| P
—

High grovih
highrmargin

-

I






OEBPS/images/bapp02f001.jpg
Market values s of December 31,2007
Enterprise valuo/EBITA

Piclonmings Esinaed  Eatmated

200 et icome WRET e
Morck 3 ] n
[T—— 2 — "
o u — w
ity } n — ”
o » v 1
i W s 1
Jotvson Jotwson " — w
SanofAventis % ‘_ 1 12
Gaasnitine m — "
Wieth I — 2

Astratenoca 7 — 7

Mean=15  Mean=12






OEBPS/images/c02f004.jpg
Cash floweamings

%

Growth | 6%

% 7% ™ 8%
s % 5% 7%
2% % % 6%
™% % 13% 7%

RoIC






OEBPS/images/c02f003.jpg
Smilion

Value Ine.
Year1 Year2 Yeard Yeard Yoar5 YearX Sum
Eornings w105 0 16 2 =
Investment 25 (26 @28 (3 ()
Cash fow A
Vooewodsy __ 8 65 & 59 %
Present value ol 75 Prsont value of 87
discounted at 10% for  discounted at 10% for
oneyear ouryears





OEBPS/images/c02f002.jpg
$million

Value Inc. Volume Inc.

Yearl Year2 Yeard Yeard Year5  Yearl Year2 Yeard Yeard YearS
Fevewe 1000 1050 1002 1158 1216 000 1080 110z 1158 1216
Earings 0 s 10 16 2 woows om0 1e 2
Investment (25 @6) @28 @9 @) 0 B 65 (61
Cash fow R R T 0 % % % 6l






OEBPS/images/c02f001.jpg
Retumon
invested capital

Cash fow

Revenve growth

Value

Costof capital






OEBPS/images/ueqnpA008.gif





OEBPS/images/ueqnpA007.gif
FCE = NOPLAT — Net Investment
= NOPLAT — (NOPLAT x IR)
JOPLAT(1 — IR)






OEBPS/images/ueqnpA001.gif





OEBPS/images/ueqn10001.gif
Operating Profit _ Price — Cost
Retun on Capital = —P-E 28 10 = T





OEBPS/images/ueqn02003.gif





OEBPS/images/ueqn02002.gif





OEBPS/images/ueqnpA005.gif





OEBPS/images/ueqnpA004.gif





OEBPS/images/ueqnpA003.gif
Invested Capital, ;, — Invested Capital,





OEBPS/images/ueqnpA002.gif
ANOPLAT
ROIC = fted Capital





OEBPS/images/ueqnpA006.gif
o
Value = WACC 3





